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PROGRESS TOWARDS ECONOMIC STABILITY* 


By ARTHUR F. Burns 


The American people have of late been more conscious of L4a"Dusi- 
ness cycle, more sensitive to every wrinkle of economicseurves, more 
alert to the possible need for contracyclical action on the bart of govern- 
ment, than ever before in our history. Minor changes of employment or 
of productivity or of the price level, which in an earlier generation would 
have gone unnoticed, are nowadays followed closely by laymen as well 
as experts. This sensitivity to the phenomena of recession and inflation 
is a symptom of an increased public awareness of both the need for and 
the attainability of economic progress. It is precisely because so much 
of current industrial and governmental practice can be better in the 
future that our meetings this year are focused on the broad problem of 
improving the performance of the American economy. However, as we 
go about the task of appraisal and criticism, it will be well to discipline 
our impatience for reform. In the measure that we avoid exaggerating 
our nation’s failures or understanding its successes, we shall make it 
easier for ourselves as well as for economists in other countries to see 
current needs and developments in a just perspective. 

It is a fact of the highest importance, I think, that although our 
economy continues to be swayed by the business cycle, its impact on the 
lives and fortunes of individuals has been substantially reduced in our 
generation. More than twenty-five years have elapsed since we last ex- 
perienced a financial panic or a deep depression of production and em- 
ployment. Over twenty years have elapsed since we last had a severe 
business recession. Between the end of the second world war and the 
present, we have experienced four recessions, but each was a relatively 


* Presidential address delivered at the Seventy-second Annual Meeting of the American 
Economic Association, Washington, D.C., December 28, 1959. The author is indebted to his 
colleagues—M. Abramovitz, S. Fabricant, M. Friedman, Jane Kennedy, L. Wolman, and 
especially G. H. Moore—for counsel and criticism in the preparation of this paper. 
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mild setback. Since 1937 we have had five recessions, the longest of 
which lasted only 13 months. There is no parallel for such a sequence 
of mild—or such a sequence of brief—contractions, at least duripg the 
past hundred years in our own country. 

Nor is this all. The character of the business cycle itself appe 
have changed, apart from the intensity of its over-all movem 
usually think of the business cycle as a sustained advance 
tion, employment, incomes, consumption, and prices, followed vy a sus- 
tained contraction, which in time gives way ta a renewed advance of 
aggregate activity beyond the highest levels previously reached. W& 
realize that changes in the price level occasionally outrun changes in 
production, that employment is apt to fluctuate less than production, 
and that consumption will fluctuate still less; but we nevertheless think 
theig movements as being roughly parallel. This concept of the busi- 










dominated out national economy, occasional declines in the physical 
volume of production, whether large or small, had little effect on the 
number of jobs and sometimes had slight influence even on the flow of 
money incomes. As agriculture diminished in importance, the nation’s 
production, employment, personal income, consumption, and price level 
fell more closely into step with one another and thus justified our think- 
ing of them as moving in a rough parallelism. In recent years, however, 
and especially since the second world war, the relations among these 
movements have become much looser. 

The structure of an economy inevitably leaves its stamp on the char- 
acter of its fluctuations. In our generation the structure of the American 
economy has changed profoundly, partly as a result of deliberate eco- 
nomic policies, partly as a result of unplanned cevelopments. In consid- 
ering problems of the future, we can proceed more surely by recogniz- 
ing the changes in economic organization which already appear to have 
done much to blunt the impact of business cycles. 


I 


In the early decades of the nineteenth century the typical American 
worker operated his own farm or found scope for his energy on the 
family farm. Governmental activities were very limited. What there 
was of industry and commerce was largely conducted through small 
firms run by capitalist-employers. Corporations were rare and virtually 
confined to banking and transportation. As the population grew and 
capital became more abundant, individual enterprise expanded vigor- 
ously but corporate enterprise expanded still more. An increasing part 
of the nation’s business therefore came under the rule of corporations. 
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By 1929, the output of corporate businesses was already almost twice 
as large as the output of individual proprietorship and partnerships. 
The gap has widened appreciably since then. Corporate profits have 
erefpre tended to increase faster than the incomes earned by proprie- 
ho still remain very numerous in farming, retail trade, and the 
gions. Fifty years ago the total income of proprietors was per- 
haps twyand a half times as large as the combined sum of corporate 
profits and the compensation of corporate officers. By 1957 this cor- 
porate aggregate exceeded by a fourth the income of all proprietors and 
™y two-thirds the income of proprietors outside of farming. 

The great growth of corporations in recent decades has occurred pre- 
ponderantly in industries where the firm must operate on a large scale 
to be efficient and therefore must assemble capital from many sources. 
But a corporation whose stock is held publicly and widely has g life 
its own, apart from that of its owners, and will rarely iste 
at the same rate as they are being earned. While profits wefMally re- 
spond quickly and sharply to a change in sales and production, the be- 
havior of dividends is tempered by business judgment. In practice, 
dividends tend to move sluggishly and over a much narrower range than 
profits. Corporations have therefore come to function increasingly as a 
buffer between the fluctuations of production and the flow of income to 
individuals. In earlier times the lag of dividends was largely a result of 
the time-consuming character of corporate procedures. More recently, 
the advantages of a stable dividend—especially its bearing on a firm’s 
financial reputation—have gained increasing recognition from business 
managers. Meanwhile, modern trends of taxation have stimulated cor- 
porations to rely more heavily on retained profits and less on new stock 
issues for their equity funds, and this development in turn has facili- 
tated the pursuit of stable dividend policies. Thus the evolution of cor- 
porate practice, as well as the growth of corporate enterprise itself, 
has served to reduce the influence of a cyclical decline of production 
and profits on the flow of income to individuals. 

The expansion and the means of financing of governmental enterprise, 
especially since the 1930’s, have had a similar effect. The increasing 
complexity of modern life, a larger concept of the proper function of 
government, and the mounting requirements of national defense have re- 
sulted in sharp increases of governmental spending. Fifty years ago the 
combined expenditure of federal, state, and local governments was 
about 7 per cent of the dollar volume of the nation’s total output. Gov- 
ernmental expenditures rose to 10 per cent of total output in 1929 and 
to 26 per cent in 1957. This huge expansion of governmental enterprise 
naturally led to increases in tax rates and to an energetic search for 
new sources of revenue. In time, taxes came to be imposed on estates. 
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gifts, employment, sales, and—most important of all—on the incomes 
of both corporations and individuals. Fifty years ago customs duties 
still yielded about half of the total revenue of the federal government, 
and none of our governmental units as yet collected any tax on infome 
Twenty years later, personal and corporate income taxes were 
the mainstay of federal finance. Subsequently, the activities of t 
eral government increased much faster than local activities 
followed suit. By 1957 the income tax accounted for nearly 70, per cent 
of federal revenue, 8 per cent of state and local revenue, and a little 
over half of the combined revenue of our various governmental units 
This dominance of the income tax in current governmental finance, 
together with the recent shift of tax collection toward a pay-as-you-go 
basis, has measurably enlarged the government’s participation in the 
hifting fortunes of the private economy. During the nineteenth cen- 
Td ges were not only a much smaller factor in the economy, but 
such sh un elasticity as there was in tax revenues derived almost 
entirely from customs duties. Hence, when production fell off and pri- 
vate incomes diminished, the accompanying change in governmental 
revenues was usually small. In recent years, however, governmental 
revenues have become very sensitive to fluctuations of business condi- 
tions. When corporate profits decline by, say, a billion dollars, the fed- 
eral government will collect under existing law about a half billion less 
from corporations. When individual incomes decline by a billion, the 
federal government may be expected to collect about $150 million less 
from individuals. State income taxes accentuate these effects. In short, 
when a recession occurs, our current tex system requires the govern- 
ment to reduce rather promptly and substantially the amount of money 
that it withdraws from the private economy for its own use. The result 
is that the income from production which corporations and individuals 
have at their disposal declines much less than does the national income. 
Moreover, the operations of government are now so organized that 
the flow of personal income from production is bolstered during a re- 
cession by increased payments of unemployment insurance benefits. Un- 
employment insurance was established on a national basis in 1935, and 
the protection of workers against the hazards of unemployment has 
increased since then. Not all employees are as yet covered by un- 
employment insurance and the benefits, besides, are often inadequate 
to provide for essentials. Nevertheless, there has been a gradual im- 
provement in the ability of families to get along decently even when the 
main breadwinner is temporarily unemployed. At present, over 80 per 
cent of those who work for a wage or salary are covered by unemploy- 
ment insurance, in contrast to 70 per cent in 1940. The period over 
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which benefits can be paid to an unemployed worker has become longer 
and the typical weekly benefit has risen in greater proportion than the 
oa living. Furthermore, arrangements have recently been concluded 
tn sevpral major industries whereby benefits to the unemployed are sup- 
plemented from private sources. 

Other parts of the vast system of social security that we have de- 
vised since the 1930’s have also served to support the flow of personal 
income at times when business activity is declining. Payments made to 
retired workers kept increasing during each recession of the postwar 
‘period. The reason is partly that workers handicapped by old age or 
physical disability experience greater difficulty at such times in keeping 
their jobs or finding new ones and therefore apply for pensions in some- 
what larger numbers. Another factor has been the intermittent liberali- ,- 
zation of statutory benefits. But the most important reason dor the 
steady increase of old-age pensions is the maturing of the social secu- 
rity system. In 1940, only 7 per cent of people of age 65 and over were 
eligible for benefits from the old-age insurance trust fund, in contrast to 
23 per cent in 1948 and 69 per cent in 1958. The trend of other public 
pension programs and the various public assistance programs has also 
been upward. Between 1929 and 1957 the social security and related 
benefits paid out by our various governmental units rose from 1 per 
cent of total personal income to 6 per cent. In 1933, with the economy 
at a catastrophically low level, these benefit payments were merely $548 
million larger than in 1929. On the other hand, in 1958—when business 
activity was only slightly depressed—they were $4.4 billion above the 
level of 1957. Even these figures understate the difference between cur- 
rent conditions and those of a quarter century ago, for they leave out of 
account the private pensions which are beginning to supplement public 
pensions on a significant scale. 

As a result of these several major developments in our national life, 
the movement of aggregate personal income is no longer closely linked 
to the movement of aggregate production. During the postwar period 
we have had several brief but sizable setbacks in production. For exam- 
ple, in the course of the recession of 1957-58, the physical output of 
factories and mines fell 14 per cent, the physical output of commodi- 
ties and services in the aggregate fell 5.4 per cent, and the dollar vol- 
ume of total output fell 4.3 per cent. In earlier times personal incomes 
would have responded decisively to such a decline in production. This 
time the government absorbed a substantial part of the drop in the dol- 
lar volume of production by putting up with a sharp decline of its rev- 
enues despite the need to raise expenditures. Corporations absorbed 
another part of the decline by maintaining dividends while their un- 
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distributed profits slumped. In the end, the aggregate of personal in- 
comes, after taxes, declined less than 1 per cent and the decline was 
over before the recession ended. 

Although the details have varied from one case to the next, a fre i 
divergence between the movements of personal income and prodtction 
has occurred in each of the postwar recessions. Indeed, during 1953-54 
the total income at the disposal of individuals defied the recession by 
continuing to increase. This unique achievement was due ta the tax 
reduction that became effective soon after the onset of recession as well 
as to the structural changes that have reduced the dependence of persa 
sonal income on the short-run movements of production. 


II 


‘When we turn from personal income to employment, we find that the 
imprint of the business cycle is still strong. During each recession since 
1948, unemployment reached a level which, while decidedly low in com- 
parison with the experience of the ’thirties, was sufficient to cause seri- 
ous concern. But although the fluctuations of employment have con- 
tinued to synchronize closely with the movements of production, the 
relation between the two has been changing in ways which favor greater 
stability of employment in the future. 

As the industrialization of our economy proceeded during the nine- 
teenth century, an increasing part of the population became exposed to 
the hazards of the business cycle. Manufacturing, mining, construction, 
freight transportation—these are the strategic industries of a develop- 
ing economy and they are also the industries in which both production 
and jobs have been notoriously unstable. Shorily after the Civil War, 
the employees attached to this cyclical group of industries already con- 
stituted 23 per cent of the labor force. Employees of industries that have 
remained relatively free from cyclical unemployment—that is, agricul- 
ture, merchandising, public utilities, financial enterprises, the personal 
service trades, and the government—accounted for another 32 per cent. 
The self-employed in farming, business, and the professions, whose jobs 
are especially steady, made up the rest or 45 per cent of the work force. 
This was the situation in 1869. Fifty years later, the proportion of 
workers engaged in farming, whether as operators or hired hands, had 
shrunk drastically, and this shrinkage was offset only in part by the 
relative gain of other stable sources of employment. Consequently, the 
proportion of employees in the cyclical industries kept rising, decade 
after decade, and reached 36 per cent in 1919. 

Clearly, the broad effect of economic evolution until about 1920 was 
to increase the concentration of jobs in the cyclically volatile industries, 
and this was a major force tending to intensify declines of employment 
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during business contractions. Since then, the continued progress of 
technology, the very factor which originally was mainly responsible for 
the concentration in the cyclical industries, has served to arrest this 
-tendehcy. The upward trend of production in manufacturing and the 
other’ highly cyclical industries has remained rapid in recent decades. 
However, advances of technology have come so swiftly in these indus- 
tries as well as in agriculture that an increasing part of the nation’s 
labor could turn to the multitude of tasks in which the effectiveness of 
human effort improves only slowly, where it improves at all. Thus the 
w=xemployees of “service” industries constituted 24 per cent of the labor 
force in 1919, but as much as 44 per cent in 1957. The proportion of 
self-employed workers in business and the professions, which was 9.4 
per cent in the earlier year, became 10.6 per cent in the later year. 
True, these gains in types of employment that are relatively stable dur- 
ing business cycles were largely canceled by the countervailing trend in 
agriculture. Nevertheless, the proportion of employees attached to the 
cyclically volatile industries has not risen since 1919. Or to express this 
entire development in another way, the proportion of workers having 
rather steady jobs, either because they work for themselves or because 
they are employed in industries that are relatively free from the in- 
fluence of business cycles, kept declining from the beginning of our 
industrial revolution until about 1920, and since then has moved 
slightly but irregularly upward. 

Thus, the changing structure of industry, which previously had ex- 
ercised a powerful destabilizing influence on employment and output, 
particularly the former, has ceased to do so. The new stabilizing tend- 
ency is as yet weak, but it is being gradually reinforced by the spread of 
“white-collar” occupations throughout the range of industry. For many 
years now, the proportion of people who work as managers, engineers, 
scientists, draftsmen, accountants, clerks, secretaries, salesmen, or in 
kindred occupations has been increasing. The white-collar group, which 
constituted only 28 per cent of the labor force outside of agriculture in 
1900, rose to 38 per cent in 1940 and to 44 per cent in 1957. Workers 
of this category are commonly said to hold a “position” rather than a 
“job” and to be paid a “salary” rather than a “wage.” Hence, they are 
often sheltered by a professional code which frowns upon frequent 
firing and hiring. Moreover, much of this type of employment is by its 
nature of an overhead character and therefore less responsive to the 
business cycle than are the jobs of machine operators, craftsmen, as- 
sembly-line workers, truck drivers, laborers, and others in the “blue- 
collar” category. For example, during the recession of 1957-58, the 
number of “production workers” employed in manufacturing, who ap- 
proximate the blue-collar group, declined 12 per cent, while the employ- 
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ment of “nonproduction workers,” who approzimate the white-collar 
group, declined only 3 per cent. This sort of difference has been char- 
acteristic of recessions generally, not only the most recent episode, and 
on a smaller scale it has also been characteristic of industry genfrally, 
not only of manufacturing. 

It appears, therefore, that changes in the occupational structure of 
the labor force, if not also in the industrial structure, have been tending 
of late to loosen the links which, over a considerable part of our eco- 
nomic history, tied the short-run movement of total employment rather 
firmly to the cyclical movement of total production, and especially toss 
the cyclical movement of its most unstable parts—that is, the activities 
of manufacturing, mining, construction, and freight transportation. 
This stabilizing tendency promises well for the future, although up to 
the present it has not left a mark on records of aggregate employment 
that is comparable with the imprint that the stabilizing influences we 
discussed previously have left on personal income.“In the postwar pe- 
riod, as over a longer past, the number of men and women at work, and 
even more the aggregate of hours worked by them, has continued to 
move in fairly close sympathy with the fluctuations of production. 

We can no longer justifiably suppose, however, when employment 
falls 2 million during a recession, as it did between July 1957 and July 
1958, that the number of people who receive an income has declined by 
any such figure. In fact, the number of workers drawing unemployment 
insurance under the several regular plans rose about 1.3 million during 
these twelve months, while the number of retired workers on public 
pensions rose another million. Hence, it may be conservatively estimated 
that the number of income recipients increased over 300 thousand 
despite the recession. In the other postwar recessions our experience 
was fairly similar. In other words, as a result of some of the structural 
changes on which I dwelt earlier, the size of the income-receiving pop- 
ulation has grown steadily and escaped cyclical fluctuations entirely.’ 


Til 


Turning next to consumer spending, we must try once again to see 
recent developments in historical perspective. The fact that stands out 
is that the impact of business cycles on consumption has recently di- 
minished, while the effects of consumption on the business cycle have 
become more decisive. 

In the classical business cycle, as we came to know it in this country, 


2This upward trend would appear steeper than I have suggested if recipients of property 
income and of public assistance were included in the count. In the present context, how- 
ever, it has seemed best to restrict the income-receiving population to the working class, or 
more precisely, to members of the labor force or those recently in the labor force who re- 
ceive an income as a matter of right and on some regular basis. 
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once business investment began declining appreciably, a reduction of 
consumer spending soon followed. Sometimes the expansion of invest- 
ment culminated because the firms of one or more key industries, finding 
that heir markets were growing less rapidly than had been anticipated, 
made an effort to bring their productive capacity or inventories into 
better adjustment with sales. Sometimes the expansion culminated be- 
cause the belief grew that construction and financing costs had been 
pushed to unduly high levels by the advance of prosperity. Sometimes 
it culminated for all these or still other reasons. But whatever the cause 
=- or causes of the decline in investment, it made its influence felt over 
an increasing area of the economy. For a while consumer spending 
was maintained at a peak level or even kept rising. But since business- 
men were now buying on a smaller scale from one another, more and 
-more workers lost their jobs or their overtime pay, financial embarrass- 
ments and business failures became more frequent, and uncertainty 
about the business outlook spread to parts of the economy in which 
sales and profits were still flourishing. If some consumers reacted to 
these developments by curtailing their spending in the interest of 
caution, others did so as a matter of necessity. Before long, these cur- 
tailments proved sufficient to bring on some decline in the aggregate 
spending of consumers. The impulses for reducing business investments 
therefore quickened and the entire round of events was repeated, with 
both investment and consumption declining in a cumulative process. 

As the contraction continued, it tried men’s patience, yet in time 
worked its own cure. Driven by hard necessity, business firms moved 
with energy to reduce costs and increase efficiency. Consumers whose 
incomes were declining often saved less or dissaved in order not to 
disrupt their customary living standards. Hence, even if sales and prices 
were still falling, profit margins improved here and there. In the mean- 
time, bank credit became more readily available, costs of building and 
terms of borrowing became more favorable, the bond market revived, 
business failures diminished, and the investment plans of innovators 
and others began expanding again. When recovery finally came, it was 
likely to be led by a reduced rate of disinvestment in inventories or by 
a new rush to make investments in fixed capital. At this stage of the busi- 
ness cycle, consumer spending was at its very lowest level, if not still 
declining. 

Many of these features of earlier business cycles have carried over 
to the present. However, the behavior of consumers in the postwar 
recessions has departed from the traditional pattern in two respects. In 
the first place, consumers maintained their spending at a high level even 
after business activity had been declining for some months, so that the 
tendency of recessions to cumulate was severely checked. During the 
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recession of 1945 consumer spending actually kept increasing. In each 
of the later recessions it fell somewhat; but the decline at no time ex- 
ceeded one per cent and lasted only a quarter or two. In the second 
place, instead of lagging at the recovery stage oi the business cycle, as 
it had in earlier times, consumer spending turnzd upward before pro- 
duction or employment resumed its expansion. This shift in cyclical 
behavior appears clearly in department store sales, which have been 
recorded on a substantially uniform basis for several decades and are 
widely accepted as a tolerably good indicator of consumer spending. In 
the recoveries of 1921, 1924, 1927, and 1938, these sales lagged by 
intervals ranging from two to four months. In 1933 their upturn came 
at the same time as in production and employment. It thus appears that, 
during the 1920’s and 1930’s, consumer spending in no instance led the 
economy out of a slump. In the postwar period, on the other hand, de- 
partment store sales have led successive recoveries by intervals stretch- 
ing from two to five months. Of course, d2partment store sales 
cover only a small fraction of consumer expenditure, and correction for 
price changes would alter their historical record somewhat. But the 
main features of the cyclical behavior of dollar sales by department 
stores are broadly confirmed by other evidence on consumer spending, 
which is extensive for recent years. We may therefore conclude with 
considerable assurance that consumer spending has played a more dy- 
namic role in recent times. Not only have consumers managed their 
spending during recessions so that the cumulative process of deflation 
has been curbed, but consumer spending has emerged as one of the 
active factors in arresting recession and hastening recovery. 

This new role of the consumer in the business cycle reflects some of 
the developments of the postwar period that we considered earlier, 
particularly the greatly enhanced stability in the flow of personal in- 
come, the steady expansion in the number of income recipients, and the 
relative increase in the number of steady jobs. It reflects also the im- 
provements of financial organization and otker structural changes 
which have strengthened the confidence of pecple, whether acting as 
consumers or investors, in their own and the nation’s economic future. 
Whatever may have been true of the past, it car no longer be held that 
consumers are passive creatures who lack the power or the habit of 
initiating changes in economic activities. There is no harm in thinking 
of consumer spending as being largely “determined” by past and cur- 
rent incomes, provided we also recognize that the level of current in- 
comes is itself shaped to a significant degree by the willingness of 
people to work hard to earn what they need to live as they feel they 
should. The evidence of rising expectations and increased initiative on 
the part of consumers is all around us. It appears directly in the rapidly 
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rising proportion of women in the labor force, in the sizable and in- 
creasing proportion of men who hold down more than one job, in the 
slackening of the long-term decline of the average work week in manu- 
facturing despite the increased power of trade unions, as well as in- 
directly in the improvement of living standards and the great upsurge 
of population. Indeed, the expansive forces on the side of consumption 
have been so powerful that we must not be misled by the cyclical re- 
sponses of consumer spending, small though they were, to which I 
referred earlier. There are no continuous records of inventories in the 
hands of consumers; but if such statistics were available, we would 
almost certainly find that consumption proper, in contrast to consumer 
spending, did not decline at all during any of the postwar recessions. 

In view of these developments in the realm of the consumer, it is 
evident that the force of any cyclical decline of production has in recent 
years been reduced or broken as its influence spread through the econ- 
omy. Production has remained unstable, but the structure of our econ- 
omy has changed in ways which have limited the effects of recessions 
on the lives of individuals—on the numbers who receive an income, the 
aggregate of personal incomes, consumer spending, actual consumption, 
and to some degree even the numbers employed. It is, therefore, hardly 
an exaggeration to assert that a good part of the personal security 
which in an earlier age derived from living on farms and in closely knit 
family units, after having been disrupted by the onrush of industriali- 
zation and urbanization, has of late been restored through the new in- 
stitutions that have developed in both the private and public branches 
of our economy. 


IV 


In concentrating, as I have thus far, on the changes of economic or- 
ganization which have lately served to reduce the impact of business 
cycles on the lives of individuals, I have provisionally taken the cyclical 
movement of production for granted. Of course, if the fluctuations of 
production had been larger, the impact on people would have been 
greater. On the other hand, the stabilized tendency of personal income 
and consumption has itself been a major reason why recent recessions 
of production have been brief and of only moderate intensity. Many 
other factors have contributed to this development. Among them are 
the deliberate efforts made in our generation to control the business 
cycle, of which I have as yet said little. 

In earlier generations there was a tendency for the focus of business 
thinking to shift from the pursuit of profits to the maintenance of finan- 
cial solvency whenever confidence in the continuance of prosperity 
began to wane. At such times experienced businessmen were prone to 
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reason that it would shortly become more difficult to collect from their 
customers or to raise funds by borrowing, while they in turn were being 
pressed by their creditors. Under the circumstances it seemed only 
prudent to conserve cash on hand, if not also to reduce inventories or 
accounts receivable. Such efforts by some led to similar efforts by 
others, in a widening circle. As pressure on commodity markets, se- 
curity markets, and on the banking system mounted, the decline of 
business activity was speeded and the readjustment of interest rates, 
particularly on the longer maturities, was delayed. More often than 
not the scramble for liquidity ran its course without reaching crisis 
proportions. Sometimes, however, as in 1873, 1893, and 1907, events 
took a sinister turn. Financial pressures then became so acute that 
doubts arose about the ability of banks to meet their outstanding ob- 
ligations and, as people rushed to convert their deposits into currency, 
even the soundest banks were forced to restrict the outflow of cash. 
With the nation’s system for making monetary payments disrupted, 
panic ruled for a time over the economy and production inevitably 
slumped badly. 

It was this dramatic phase of the business cycle that first attracted 
wide notice and stimulated students of public affairs to seek ways and 
means of improving our financial organization. The Federal Reserve 
Act, which became law under the shadow of the crisis of 1907, re- 
quired the pooling of bank reserves and established facilities for tem- 
porary borrowing by banks. The hope that this financial reform would 
ease the transition from the expanding to the contracting phase of busi- 
ness cycles has been amply justified by experience. But the Federal 
Reserve System could not prevent the cumulation of financial trouble 
during business expansions. Nor could it prevent runs on banks or mas- 
sive bank failures, as the Great Depression demonstrated. The need to 
overhaul and strengthen the financial system became increasingly clear 
during the ’thirties and led to numerous reforms, among them the in- 
surance of mortgages, the creation of a secondary market for mort- 
gages, the insurance of savings and loan accounts, and—most important 
of all—the insurance of bank deposits. These financial reforms have 
served powerfully to limit the propagation of fear, which in the past 
had been a major factor in intensifying slumps of production. 

But more basic than the financial innovations or any other specific 
measures of policy has been the change in economic and political atti- 
tudes which took root during the "thirties. The economic theory that 
depressions promote industrial efficiency and economic progress lost 
adherents as evidence accumulated of the wreckage caused by unem- 
ployment and business failures. The political belief that it was best to 
leave business storms to blow themselves out lost its grip on men’s 
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minds as the depression stretched out. In increasing numbers citizens in 
all walks of life came around to the view that mass unemployment was 
intolerable under modern conditions and that the federal government 
has a continuing responsibility to foster competitive enterprise, to pre- 
vent or moderate general economic declines, and to promote a high and 
rising level of employment and production. This new philosophy of inter- 
vention was articulated by the Congress in the Employment Act of 1946, 
which solemnly expressed what had by then become a national consensus. 

In recent times, therefore, the business cycle has no longer run a 
free course and this fact has figured prominently in the plans of busi- 
nessmen as well as consumers. During the 1930’s, when the objectives 
of social reform and economic recovery were sometimes badly confused, 
many investors suspected that contracyclical policies would result in 
narrowing the scope of private enterprise and reducing the profitability 
of investment. These fears diminished after the war as the government 
showed more understanding of the need to foster a mood of confidence 
so that enterprise, innovation, and investment may flourish. In invest- 
ing circles, as elsewhere, the general expectation of the postwar period 
has been that the government would move with some vigor to check 
any recession that developed, that its actions would by and large con- 
tribute to this objective, and that they would do so in a manner that is 
broadly consistent with our national traditions. This expectation gradu- 
ally became stronger and it has played a significant role in extending 
the horizons of business thinking about the markets and opportunities 
of the future. The upsurge of population, the eagerness of consumers 
to live better, the resurgence of Western Europe, the revolutionary dis- 
coveries of science, and the steady flow of new products, new materials, 
and new processes have added impetus to the willingness of investors 
to expend huge sums of capital on research and on the improvement 
and expansion of industrial plant and equipment. Some of these influ- 
ences have also been effective in augmenting public investment. The 
fundamental trend of investment has therefore been decidedly upward. 
The private part of investment has continued to move cyclically; but 
it is now a smaller fraction of total national output and it has displayed 
a capacity to rebound energetically from the setbacks that come during 
recessions. 

The specific measures adopted by the government in dealing with the 
recessions of the postwar period have varied from one case to the next. 
In all of them, monetary, fiscal, and housekeeping policies played some 
part, with agricultural price-support programs assuming special promi- 
nence in one recession, tax reductions in another, and increases of 
public expenditure in still another. Taking a long view, the most nearly 
consistent part of contracyclical policy has been in the monetary 


14 THE AMERICAN ECONOMIC REVIEW 


sphere. Since the early 1920’s, when the Federal Reserve authorities 
first learned how to influence credit conditions through open-market 
operations, long-term interest rates have tended to move down as soon 
as the cyclical peak of economic activity was reached, in contrast to 
the long lags that were characteristic of earlier times. Since 1948 the 
decline of long-term interest rates in the early stages of a recession has 
also become more rapid. This change in the cyclical behavior of capital 
markets reflects the increased vigor and effectiveness of recent mone- 
tary policies. Inasmuch as optimism, as a rule, is still widespread during 
the initial stages of an economic decline, a substantial easing of credit, 
provided it comes early enough, can appreciably hasten economic re- 
covery. This influence is exerted only in part through lower interest 
rates. Of greater consequence is the fact that credit becomes more 
readily available, that the money supply is increased or kept from fall- 
ing, that the liquidity of financial assets is improved, and that financial 
markets are generally stimulated. The effects of easier credit are apt 
to be felt most promptly by smaller businesses and the home-building 
industry, but they tend to work their way through the entire economy. 
There can be little doubt that the rather prompt easing of credit con- 
ditions, which occurred during recent setbacks of production, was of 
some significance in keeping their duration so short. 

Business firms have also been paying closer attention to the business 
cycle, and not a few of them have even tried to do something about it. 
These efforts have been expressed in a variety of ways—through the 
adoption of long-range capital budgets, closer control of inventories, 
and more energetic selling or some relaxation of credit standards in 
times of recession. I do not know enough to assess either the extent or 
the success of some of these business policies. Surely, business invest- 
ment in fixed capital has remained a highly volatile activity—a fact 
that is sometimes overlooked by concentrating attention on years in- 
stead of months and on actual expenditures instead of new commit- 
ments. There is, however, strong evidence that the businessmen of our 
generation manage inventories better than did their predecessors. The 
inventory-sales ratio of manufacturing firms has lately averaged about 
a fourth less than during the 1920’s, despite the increased importance 
of the durable goods sector where inventories are especially heavy. The 
trend of the inventory-sales ratio has also moved down substantially in 
the case of distributive firms. This success in economizing on inventories 
has tended to reduce the fluctuations of inventory investment relative 
to the scale of business operations and this in turn has helped to mod- 
erate the cyclical swings in production. Not only that, but it appears 
that the cyclical downturns of both inventories and inventory invest- 
ment have tended to come at an earlier stage cf the business cycle in 
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” the postwar period than they did previously, so that any imbalance be- 
tween inventories and sales could be corrected sooner. Since consumer 
outlays—and often also other expenditures—were well maintained dur- 
ing the recent recessions of production, the rising phase of inventory 
disinvestment ceased rather early and this naturally favored a fairly 
prompt recovery of production. 

Thus, numerous changes in the structure of our economy have com- 
bined to stimulate over-all expansion during the postwar period and to 
keep within moderate limits the cyclical declines that occurred in pro- 
duction. Indeed, there are cogent grounds for believing that these de- 
clines were even more moderate than our familiar statistical records 
suggest. The line of division between production for sale and produc- 
tion for direct use does not stand still in a dynamic economy. In the 
early decades of the industrial revolution an increasing part of our pro- 
duction was, in effect, transferred from the home to the shop and factory. 
This trend has continued in the preparation of foods, but in other ac- 
tivities it appears on balance to have been reversed. The great expan- 
sion of home ownership, the invention of all sorts of mechanical con- 
trivances for the home, longer vacations, the general eagerness for im- 
provement, if not also the income tax, have stimulated many people to 
do more and more things for themselves. Consumers have become 
equipped to an increasing degree with the capital goods they need for 
transportation, for the refrigeration of food, for the laundering of 
clothes, as well as for entertainment and instruction. They have also 
been doing, on an increasing scale, much of the carpentry, painting, 
plumbing, and landscaping around their homes. Such activities of pro- 
duction are Jess subject to the business cycle than the commercial activi- 
ties which enter statistical reports. Yet these domestic activities have 
undoubtedly been expanding rapidly, and perhaps expanding even more 
during the declining than during the rising phase of the business cycle. 
Hence, it is entirely probable that the cyclical swings of production have 
of late been smaller, while the average rate of growth of production has 
been higher, than is commonly supposed. 


V 


It is in the nature of an economic vocabulary to change slowly, when 
it changes at all. We keep speaking of the price system, the business 
cycle, capitalism, socialism, communism, and sometimes we even refer 
to the “inherent instability” of capitalism or of communism; but the 
reality that these terms and phrases are intended to denote or sum up 
does not remain fixed. I have tried to show how a conjuncture of struc- 
tural changes in our economy has served to modify the business cycle 
of our times. Some of these changes were planned while others were 
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unplanned. Some resulted from efforts to control the business cycle 
while others originated in policies aimed at different ends. Some arose 
from private and others from public activities. Some are of very 
recent origin and others of long standing. The net result has been that 
the intensity of cyclical swings of production has become smaller. The 
links that previously tied together the cyclical movements of produc- 
tion, employment, personal income, and consumption have become 
looser. And, as everyone knows, the once familiar parallelism of the 
short-term movements in the physical volume of total production, on 
the one hand, and the average level of wholesale or consumer prices, on 
the other, has become somewhat elusive. 

To be sure, special factors of an episodic character played their 
part in recent business cycles, as they always have. For example, a 
pent-up demand for civilian goods was highly significant in checking 
the recession of 1945. The tax reduction legislated in April 1948 helped 
to moderate the recession which began towards the end of that year. 
The tax cuts announced soon after business activity began receding 
in 1953 merely required executive acquiescence in legislation that had 
been passed before any recession was in sight. Again, the sputniks 
spurred the government’s response to the recession of 1957-58. Special 
circumstances such as these undoubtedly weakened the forces of eco- 
nomic contraction at certain times; but they also strengthened them at 
other times. In particular, governmental purchases from private firms 
have not infrequently been an unsettling influence rather than a sta- 
bilizing force. We need only recall the drop of federal expenditure on 
commodities and services from an annual rate of $91 billion in the early 
months of 1945 to $16 billion two years later, or the fall from $59 billion 
to $44 billion soon after the Korean hostilities came to a close. The 
ability of our economy to adjust to such major disturbances without ex- 
periencing a severe or protracted slump testifies not only to our good 
luck; it testifies also to the stabilizing power of the structural changes 
that I have emphasized. 

It seems reasonable to expect that the structural changes in our econ- 
omy, which have recently served to moderate and humanize the busi- 
ness cycle, will continue to do so. The growth of corporations is not 
likely to be checked, nor is the tendency to pay fairly stable dividends 
likely to be modified. The scale of governmental activities will remain 
very extensive, and so it would be even if the communist threat to our 
national security were somehow banished. Our methods of taxation 
might change materially, but the income tax will remain a major source 
of governmental revenue. Governmental expenditures might fluctuate 
sharply, but they are not likely to decline during a recession merely 
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because governmental revenues are then declining. The social security 
system is more likely to grow than to remain stationary or contract. 
Private pension arrangements will multiply and so also may private 
supplements to unemployment insurance. Our population will continue 
to grow. The restlessness and eagerness of consumers to live better is 
likely to remain a dynamic force. Research and development activities 
will continue to enlarge opportunities for investment. Governmental 
efforts to promote a high and expanding level of economic activity are 
not likely to weaken. Private businesses will continue to seek ways to 
economize on inventories and otherwise minimize the risk of cyclical 
fluctuations in their operations. Employment in agriculture is already 
so low that its further decline can no longer offset future gains of the 
service industries on the scale experienced in the past. The spread of 
white-collar occupations throughout the range of industry will continue 
and may even accelerate. For all these reasons, the business cycle is 
unlikely to be as disturbing or troublesome to our children as it once 
was to us or our fathers. 

This is surely a reasonable expectation as we look to the future. Yet, 
it is well to remember that projections of human experience remain 
descriptions of a limited past no matter how alluringly they are ex- 
pressed in language of the future. A lesson of history, which keeps re- 
sounding through the ages, is that the most reasonable of expectations 
sometimes lead nations astray. If my analysis is sound, it supports the 
judgment that the recessions or depressions of the future are likely to 
be appreciably milder on the average than they were before the 1940’s. 
It supports no more than this. In view of the inherent variability of 
business cycles and our still somewhat haphazard ways of dealing with 
them, there can be no assurance that episodic factors will not make a 
future recession both longer and deeper than any we experienced in 
the postwar period. i 

Nor can there be any assurance that the conjuncture of structural 
changes on which I have dwelt will not be succeeded by another which 
will prove less favorable to economic stability. For example, although 
the stabilizing influence of the rising trend of white-collar employment 
in manufacturing has been more than sufficient to offset the cyclically 
intensifying influence of a greater concentration of employment in the 
durable goods sector, the balance of forces might be tipped the other 
way in the future. This could happen all the more readily if, as white- 
collar work continues to grow, the need to cut costs during a recession 
should make this type of employment less stable than it has been. 
Again, our exports in recent decades have tended to intensify the busi- 
ness cycle somewhat, and this factor may become of larger significance. 


18 z THE AMERICAN ECONOMIC REVIEW 


Also, it still remains to be seen whether the rising trend of prices—to 
say nothing of the rapidly growing consumer and mortgage debt—may 
not serve to complicate future recessions. 

A generation ago many economists, having become persuaded that 
our economy had reached maturity, spoke grimly of a future of secular 
stagnation. Parts of their analysis were faulty and their predictions 
have proved wrong; yet their warning helped to mobilize thought and 
energy to avert the danger of chronic unemployment. Of late, many 
economists have been speaking just as persuasively, though not always 
as grimly, of a future of secular inflation. The warning is timely. Dur- 
ing the postwar recessions the average level of prices in wholesale and 
consumer markets has declined little or not at all. The advances in 
prices that customarily occur during periods of business expansion have 
therefore become cumulative. It is true that in the last few years the 
federal government has made some progress in dealing with inflation. 
Nevertheless, wages and prices rose appreciably even during the recent 
recession, the general public has been speculating on a larger scale in 
common stocks, long-term interest rates have risen very sharply since 
mid-1958, and the yield on stocks relative to bonds has become abnor- 
mally low. All these appear to be symptoms of a continuation of infla- 
tionary expectations or pressures. 

Such developments have often led to economic trouble. They could 
do so again even if our balance of payments on international account 
remained favorable. That, however, has not been the case for some 
time. The “dollar shortage” which influenced much of our economic 
thinking and practice during the past generation seems to have ended. 
The economies of many areas of the Free World, especially of Western 
Europe and Japan, have lately been rebuilt and their competitive power 
has been restored. This re-establishment of competitive and monetary 
links between our country and others may cause us some inconvenience, 
but it is basically a promising development for the future. It should 
stimulate our economic growth as well as contribute to the economic 
progress and political stability of other nations of the Free World. Our 
financial policies, however, will gradually need to be adjusted to the 
changed international environment. Although our gold stocks are still 
abundant and the dollar is still the strongest currency in the world, we 
can no longer conduct our economic affairs without being mindful of 
gold, or of the short-term balances that foreign governments and citi- 
zens have accumulated here, or of the levels of labor costs, interest rates, 
and prices in our country relative to those in other nations. Unless the 
deficit in our balance of payments is soon brought under better control, 
our nation’s ability to pursue contracyclical policies during a business 
recession may be seriously hampered. 
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We are living in extraordinarily creative but also deeply troubled 
times. One of the triumphs of this generation is the progress that our _ 
nation has made in reducing economic instability. In the years ahead, 
no matter what we do as a people, our economy will continue to undergo 
changes, many of which were neither planned nor anticipated. How- 
ever, the course of events, both domestic and international, will also de- 
pend——and to a large degree—on our resourcefulness and courage in 
deliberately modifying the structure of our economy so as to strengthen 
the forces of growth and yet restrain instability. 

Great opportunities as well as difficult problems face our nation. 
Monopoly power, which is still being freely exercised despite all the 
exhortation of recent years, can be curbed by moving toward price and 
wage controls or, as many economists still hope, by regenerating com- 
petition. Higher protective tariffs, import quotas, and “Buy American” 
schemes can be embraced or, as many economists hope, avoided. A tax 
structure that inhibits private investment and directs people’s energy 
into activities that contribute little to the nation’s economic strength can 
be retained or reformed. Costly farm surpluses can be further en- 
couraged by government or discontinued. The problems posed by the 
slums and the inefficient transportation of many of our cities can be 
neglected or attacked with some zeal. The inadequacy of our unemploy- 
ment insurance system can be ignored until the next recession or cor- 
rected while there is opportunity for a judicious overhauling. In general, 
our governmental authorities can deal with recessions by trusting to 
improvisations of public spending, which often will not become effective 
until economic recovery is already under way, or by providing in ad- 
vance of any recession for fairly prompt and automatic adjustment of 
income tax rates to a temporarily lower level of economic activity. The 
coordination of governmental policies, which may make the difference 
between success and failure in promoting our national objectives, can be 
left largely to accidents of personal force and ingenuity or it can be made 
systematic through an economic policy board under the chairmanship of 
the President. These and other choices will have to be made by the 
people of the United States; and economists—far more than any other 
group—will in the end help to make them. 


INFLATION: COST-PUSH AND DEMAND-PULL 


By FRANKLYN D. Hotzman* 


frre primary purpose of this paper is to draw clearly, at the macro- 
economic level, the distinction between cost-push and demand-pull in- 
flations and to show their interrelationships.¥ Criteria for distinguishing 
between them at the macroeconomic level will be discussed in Section I. 
Section II presents a model which expresses the interrelationships be- 
tween these cost and demand forces. In Section III, the conditions 
under which it és or és not possible to distinguish between cost and de- 
mand inflations are established. In Section IV the U.S. inflation of 
1955-58 is briefly examined in terms of the results derived from the 
model. : < 
The concern here is with creeping inflations such as the United States 
has been experiencing in the postwar period. This justifies neglect of 
expectations. We also make the assumption that household consump- 
tion is subject to the money illusion. The implications for the model 
of “real-income consciousness” will be indicated, however. The supply 
of money is not included in the model. For simplicity, it is assumed 
that the monetary authority provides sufficient funds to meet the re- 
quirements of the economy at a fixed interest rate. This does not appear 
to be a serious simplification in terms of the objectives of this paper. 
The term cost-push will refer, unless otherwise specified, to a wage- 
push. This is not meant to deny the possibility of an autonomous 
“profit-push” but indicates a belief that, in recent years at least, the 
wage-push has probably assumed greater importance. Finally, the 
model is conceived to deal only with the short-run impacts of cost and 
demand forces, and not with questions pertaining to secular inflation. 


* The author is professor of economics at the University of Washington. He wishes to 
express appreciation to Robert Dorfman, James Duesenberry, Arthur Greenwood, Herbert 
Levine, Robert Solow, and James Tobin for valuable suggestions on various drafts of this 
paper; and also indebtedness to the Ford Foundation whose fellowship made possible this 
research. An early version of this paper was presented at the Econometric Society meetings 
in December, 1958, 

? The Swedish approach, initiated by Bent Hansen [5] and followed by Hans Brems and 
Ralph Turvey [8] and others, of distinguishing between factor and final output markets is 
not equivalent to distinguishing between cost-push and demand-pull, Actually, these writers 
simply separate demand-pull effects in factor-market and final-output market components 
and do not consider increases in wages where demand is not permissive. 
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I. Some Criteria of Cost and Demand Inflations 


t first glance it would not appear difficult to distinguish between 
cases of inflation which are due respectively to the push of wage in- 
creases and to the pull of demand. It seems reasonable to infer that if 
an inflationary situation is characterized by a buyers’ market, prices are 
. being pusked up faster than demand will permit.? On the other hand, 
if a sellers’ market exists in the course of an inflationary movement, 
one can infer that the inflation is demand-inspired, that demand is out- 
running supply, and that prices are being pulled up. In practice, the cri- 
teria just stated would have to be formulated differently to be opera- 
tionally useful. Thus, a buyers’ market can be said to exist when, at 
given prices, inventories begin to accumulate’ and factors of production 
become unemployed. The. opposite would be true of a sellers’ market. 

Probably the simplest indicator of softening markets is a rise in the 
level of unemployment. This is certainly an easier statistic to come by 
in most countries than the degree of capital-capacity utilization, and 
probably both are easier to come by and more reliable than other indi- 
cators such as changes in inventories, manufacturers’ advance orders, 
etc. One defect of unemployment as an indicator is that it may be 
sticky. That is, there might be cost-push with no increase in unemploy- 
ment because workers are not usually laid off immediately as markets 
soften, although underemployment may develop and show up in the 
form of shorter hours. Thus, if wage rates, prices, and unemployment 
(including an allowance for shorter hours*) are all rising simultane- 
ously, wages are being pushed up faster than demand; the cost-push 
effects of the wage-rate increase predominate over whatever demand- 
pull forces are operating in the economy. On the other hand, if wage 
rates, prices, and employment are rising simultaneously, we say, as a 
first approximation, that demand-pull predominates. This method seems 
the best for making the distinction. 

A second possible method would involve a comparison of the rates of 
increase of prices and wages. If prices are rising faster than wage rates, 
one could argue that demand is at work. The opposite would not be true 
however; wage rates rising more rapidly than prices would not be an 
unambiguous indicator of cost-push. One would expect wage rates to 
rise faster than prices as long as (1) wages do not comprise the total 
cost of commodities and (2) increases in productivity occur. If how- 
ever wage rates, adjusted both for productivity increases and for the 
percentage of total cost which they comprise, still increase more rapidly 


7We assume imperfect markets since cost-push cannot occur in a perfect market. 


3 Accumulating inventories might also signify the speculative anticipation of rising prices 
of materials such as often prevails in a sellers’ market. 


* An adjustment may also have ta be made for the annual increment to the labor force. 
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than final output prices, a case could be made for wage-push. Under 
these circumstances, the profit per unit of output would be expected to 
decline. The adjusted price-wage gap or profit criterion loses some of 
its usefulness because the price-wage gap and profit per unit of output 
are both so difficult to measure accurately for the purpose at hand. In 
addition, if there should be an autonomous profit-push either with or 
without the wage-push then the price-wage gap would not close as indi- 
cated above but would remain constant or would widen. For these rea- 
sons, the price-wage gap criterion is dropped. 

A third possible method suggests itself. Since the demand for labor 
is derived from the demand for finished products, one would expect to 
find, under demand-pull, final output prices leading wage rates tempo- 
rally though not necessarily in magnitude. Under cost-push, wage rates 
would be expected to lead prices. However, since wage rates and prices 
usually rise simultaneously, it is a chicken-egg type problem to say 
which was first. This problem poses insuperable difficulties and the 
lead-lag criterion is therefore not employed. 

The unemployment criterion seems to be operationally the most satis- 
factory. Final judgment should be withheld, however, because so far 
the cost and demand inflationary forces have been presented in an over- 
simplified manner. More realistically, we find it appropriate to treat 
cost inflation as constituting the total impact of the following classes 
of forces: (1) cost-push—the change in prices and employment as a 
direct result of the cost effect of higher wage rates; (2) direct cost-pull 
—the change in prices and employment due to the change in spending 
which results from increasing wage rates at the expense of other factor 
incomes’; and (3) indirect cost-pull—the change in prices and employ- 
ment which results from changes in investment, exports, and govern- 
ment expenditures induced by the wage-rate increases. Demand-pull, 
then, is defined as the change in prices and employment due to changes 
in investment, exports, and government expenditures autonomous to 
' the wage-rate increase. [ 


*It can be shown that, in the absence of profit-push, the price-wage gap criterion corres- 
ponds, in theory, with the unemployment criterion in distinguishing cost and demand 
inflations. 

€ The other criteria are also affected by this difficulty but not so crucially. Thus demand 
may pull prices and profits ahead of wages in one period only to have them “catch up” the 
following period. It is difficult to say in period II whether wages were pushed or pulled up. 
In the same sequence, demand may initially raise employment, but not wages. When wages 
finally rise in period IT, and employment declines, the decline in employment can be attributed 
to either cost-push in period II or to the demand-pull of period I. Clearly, if there is no 
preponderance of either cost-push or demand-pull, it is probably not very meaningful to try 
to distinguish between them as the economy shifts back and forth from one to the other, 
nor may such a distinction be possible. 

"This is not a precise definition. See equations (8)-(10) below. 
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Il. The Model: Employment and Price Effects of Wage and Demand 
Increases 


A. Components of the Model 
The symbols used to represent the variables and parameters of the 
model are: 


Y=national income=national expenditures. 

W = national wage bill or Vw. 

w= wage rate per worker per year. 

V =total profits. 

G=expenditures by government for domestic goods and services: 
G(w)=same, induced by wage change; G(a)=same, autono- 
mous to changes in income and wages. 

I=expenditures for domestically produced investment; I(w) and 
I(a) as in G; induced investment as v’ Vi. 

X=expenditures for domestically produced exports; X(w) and 
X(a) asin G. 

N=employment: AN =N 1N i2. 

P= price level. 

Q=level of output. 

m= workers’ marginal propensity to consume (spend). 

v=profit-receivers’ marginal propensity to consume. 

v’=profit-receivers’ marginal propensity to invest. 
é=profit-receivers’ marginal propensity to spend (v+’). 

e=impact elasticity of demand for labor [defined in equation (1) 
below]. 

k=percentage of wage increase which comes out of profit; (1—2) 
= percentage of wage increase passed on in higher prices. 

Ar=change in output per worker since previous wage increase (say 

1 year). 
d and d'=the percentage of the increase in demand (AD) which raises 
prices and which is spent on unemployed labor, respectively. 
AD=increment to inflationary gap (AY—AS) calculated as differ- 
ence between new level of expenditures and new supply price. 


AS'=increase in value of goods sold due to cost-push. 
2=(m—idk)—(1—&). 


t=subscript—time. 


at 


Before proceeding to the model, we will discuss briefly e, k, d and 
d’, m, v, and Ar: 

The letter e represents the impact-elasticity of demand for ‘labor by 
employers, i.e., the elasticity of demand of employers for labor in the 
short run (say 6 months to a year), when faced with a wage-rate 
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increase, on the assumption that the demand schedule remains un- 
changed.’ Write: 
AN 
Nis 
1) e= — ; 
( Aw 


Wii 

Neither e nor some of the other variables and parameters introduced 
in this section are meant to be operational but are designed to serve 
an heuristic end—to help isolate, conceptually, phenomena which can- 
not be isolated in the real world. (The purpose of e, for example, is 
to isolate the empirically nonisolable direct employment effects of a 
cost-push.) Nevertheless, the connection between these variables and 
parameters and the real economy should be obvious. 

The value of e is assumed to reflect not only overt unemployment but 
underemployment in the form of shorter hours as well. The value of e 
for labor as a whole is probably fairly low in general reflecting the low 
marginal rate of substitution between labor and other factors in the 
short run. However, it seems likely that the value of e will depend on 
the level of employment and on whether the trend is up or down. For, 
in fact, the demand curve for labor will depend largely on the expecta- 
tions of entrepreneurs as to how much they can sell at higher prices 
and this will depend on the state of the market and on whether the level 
of profits, V, is adequate to absorb all or part of a wage increase if 
necessary. In periods of expansion, profits will probably be high enough 
to absorb part of a wage-rate increase if necessary, but even more im- 
portant, entrepreneurs will be willing to raise prices and maintain out- 
put on the basis of optimistic expectations. In periods of low and declin- 
ing employment the reverse is likely to be true. The very-short-run 
demand curve for labor, as the entrepreneur sees it, then, will be very 
inelastic at high and rising levels of N, but then will become fairly elas- 
tic at low and declining levels of W (and V). For these reasons write:° 








3 AN refers to Nt-2— Nt- and Aw to we-2— we-1. The dating of N and w in equation 
(1) requires explanation. The usual method of expressing an arc elasticity in terms consistent 
with the definition of point elasticity is to use average values of N and w respectively. How- 
ever, such an expression would have substantially complicated the model presented below. 
A simpler (and more convenient in terms of our model) method of achieving the same result 
is to date N and w differently as in equation (1). Equation (1) reduces to the traditional 
point elasticity formula when AN and Aw are infinitesimals rather than finite changes. 
£ 


° The relationship between e and N may take the 

form indicated in the chart: as N increases, e approaches 

zero as a lower limit. The practical upper limit of e 

G would be much lower than infinity since the wage- 
push would stop probably before N had fallen very far. 
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a and a <0. 

ôN ôV 
In the case of fe (V), it should be noted, successive wage-rate increases 
over a period of years which successively reduce profits will cause the 
value of e to rise. 

The letter k is used to represent the part of a payroll increase which 
is absorbed by profits. The term (1-k), therefore, is the part of the 
wage increase which is marked-up into price. The value of k will be 
determined very largely by the state of the market. If employment is at 
a high level (and/or rising) because of high levels of autonomous ex- 
penditures, entrepreneurs will be able to pass on most if not all of a 
wage increase into higher prices, i.e., k will be small.** On the other 
hand, at low or declining levels of employment, & will be large as wage 
increases must be absorbed in profits. The value of & will also be af- 
fected by the customary pricing practices of entrepreneurs which to 
some extent are rigid over short periods and may not react immedi- 
ately to changes in market conditions. Ignoring this last fact, we 
write:?? 


(3) kR=f(N); ft <0. 


It should be noted that e and & tend to move in the same direction be- 
coming smaller in periods of expansion and larger in periods of con- 
traction. 





(2) e= SN, y); 


“The value of k does not represent the conscious mark-up decision of the entrepreneur 
but rather the ex post percentage of the payroll increase which comes out of profits after 
price, employment, and output have been adjusted for the wage increase. In this respect it 
is analogous to the usual measurement of the incidence of a sales tax on profits. Barring 
extremely large wage increases and very highly elastic demand curves for final output, there 
will not be much difference between the entrepreneur’s decision as to how much of the wage- 
increase to absorb and the value of $. 

“Tf there is profit-push, & will be negative; demand-pull implies k > 0. 

"k would tend to vary inversely with N as in the chart: When N is at very low levels, & 
will rise but approach a limit in the neighborhood of 1 (higher than 1 means that prices are 
reduced by even more than the amount of the wage rate increase). At high levels of N, k 

becomes 0, and under very inflationary condi- 

tions, probably, approaches some negative limit 

a little below O (meaning that prices are raised 

é by more than the wage-rate increase). Note that 

+ while we posited that k depended on both the 

level and direction of change of employment, 

for simplicity of notation, k was made a func- 

N tion of NW alone. In all functional relationships 

of N, it should be understood that rising V has 

the same effect as a high level of N, and de- 

-I clining N, the same effect as a low level of N. 

Note also that when we speak of high levels of 

N, we usually mean relative to full employ- 

ment; and when we speak of low levels of N, the implication is a high level of involuntary 
unemployment. 
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The letters d and d’ represent those fractions of a change in expendi- 
tures (demand) which raise prices and employment respectively. We 
assume that an increase in demand has both price and output effects, 
these depending in the usual way on the slopes and intercepts of the 
supply and demand curves for final output [1, p. 4]. The coefficient d 
is applied directly to the change in demand, along with a quantity de- 
flator, to give us the resulting change in price. The change in employ- 
ment of labor as a result of a change in expenditures for final output de- 
pends on the supply and demand curves for labor, the latter being de- 
rived in a complex manner from the supply and demand curves for final 
output. For simplicity, we multiply any change in expenditures by d’ 
(and divide by the wage rate) to represent the whole complex of pa- 
rameters which gives us the change in employment which results. The 
d’s do not add up to 1. 

At low levels of employment, d’ will approach a value equal to the 
percentage of wage income in total national income, or W/Y. That is to 
say, increases in demand will increase employment but not raise wage 
rates much. As employment increases and approaches full utilization of 
the labor force, the value cf d’ will decline and approach zero: since by 
definition, no more labor remains to be employed, any increase in de- 
mand will involve the use of other unemploved resources or serve to 
pull prices and wage rates up still further. The form of d’ as a function 
of N will be similar to that of e with the exception that the upper limit, 
as N declines, is probably less than W/Y.** Write: 


(4) d=fx(N); fe <0. 


The value of d will move in the opposite direction from g’. At low 
levels of employment, changes in demand will have primarily output 
effects and d will approach zero. At full employment, price effects will 
predominate and d will approach unity. Write: 


(5) d=f(N); fa>O. 


We view m as the straightforward parameter in a simple consump- 
tion function relating worker spending and wage income. As noted, we 
assume a money illusion. We also assume for simplicity, no autonomous 
changes in consumption and that the marginal propensity to invest of 
workers is zero. The value of #, particularly v’, will vary with the level 
and direction of changes in employment and the level of profits, but the 
exact nature of the functional relationships is hard to specify. Thus, 
if employment and income are high and rising, enterpreneurial spend- 


13 Tf wage-rates are being pushed up faster than other factor returns, other factors will be 
substituted for labor. 
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ing, and particularly investment expenditures, will tend to increase. On 
the other hand, as k declines and the level of profits rises, while the 
total amount of investment out of retained profits will tend to increase 
and the total amount of owner spending on consumers’ goods will also 
increase, the proportion of spending to profits, V, may decline in both 
instances. The opposite is true in periods of low and declining levels of 
employment. Since profits tend to rise in good times and fall in bad 
times, these forces always tend to offset each other and we cannot say 
here in which direction the net effect is likely to be. We write: 


ofs 0 Ofs 
aN” ° oe 

Since we do not know the net effect of these forces on 7, we assume 

throughout this paper that the value of ¥ remains constant. 

5. The term Ar stands for the change in labor productivity since the 
previous wage-rate change, or change in output per worker per period 
(say one year). We assume that the change in productivity, like the 
wage change, takes place all at once. Its impact on the absorption of 
wages into profits is treated explicitly in our equations (and f is there- 
fore here left unchanged by changes in productivity). An increase in 
productivity also reduces the value of e by increasing the level of prof- 
its [see (2)]; its impact on e is treated implicitly—a large increase in 
productivity is assumed to reduce the unemployment which results 
from a wage-push. 

Before proceeding to the equations, it should be noted that we as- 
sume a one-period lag of expenditure behind income. To simplify the 
model, we assume that consumption and savings, imports, and taxes 
are all functions of income and that the values of m and 74 reflect this 
fact. The equations presented below are derived in a national income 
framework in the appendix. 








(6) d= fi(N, V); 


20 


B. Employment Effects* 


1. Cost-push: Assuming no change in demand, a wage-rate increase 
will act to reduce employment (and output). Following equation (1), 
the reduction in employment is defined as: 


N 12Awe 


Wit 


(7) AN! = — 


“ The starting point of the model is Bronfenbrenner’s brilliant paper, “A Contribution to 
the Aggregate Theory of Wages” [2]. Rothschild has shown in a comment [6] that Bron- 
fenbrenner’s analysis and results are conditioned by the fact that he assumes a complete 
money illusion on the part of his consumers rather than real-income consciousness, Bron- 
fenbrenner’s reply points out that the effects of real-income consciousness tend to be 
offset by rezl-balance (Pigou) effects. In a later section, an attempt is made to show 
the effects on our results of assuming real-income consciousness. 
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2. Direct cost-pull: We assume that wages and profits are the only 
factor returns. Then the increase in wage rates will (in the absence of 
profit-push) result in a reduction in profits. If the propensity to spend 
of wage-earners, m, exceeds that of profit-receivers, 9, expenditures will 
rise and employment will tend to increase, offsetting the cost effects 
noted above.* 

(8) ’ AY = mN,2Aw(1 — e) — kN (Aw — Ar)(1 — e). 

The first term on the right represents the change in expenditure out 
of wages. The change in wages, N:-2 Aw (i-e), is multiplied by m to get 
the change in spending by wage-earners.** The second term represents 
the change in expenditures out of profits. This is obtained by estimating 
the extent to which the wage-rate increase diminishes profits. For this 
purpose the wage-rate increase is reduced by ^r, the increase in output 
per worker since the- previous wage increase. The wage increase ad- 
justed-.for Ar is multiplied by &, the percentage of wage increase ab- 
sorbed in: profits, and by ¥, the marginal propensity to spend of profit- 
receivers. * 

The expenditure effect of equation (8) does not represent the net 
inflationary (deflationary) gap generated by the wage-push. The gap 
is reduced to the extent that the wage-push has raised wages and prices. 
In other words, labor and final output must now be purchased at higher 
prices. The increase in supply price (i.e., value) of goods sold due to 
cost-push and adjusted for Ar is represented as follows: 


(9) AS = Ni2(Aw — Ar)(1 — e)(1 — k). 
In equation (9), the increase in wage rates is adjusted for an increase 
in productivity; the resulting amount is multiplied by the price mark- 
up (1-2). The inflationary (deflationary) gap or net direct expenditure 
effect of the wage-push is equal to (8) — (9): 
(10) AD = mN,2Aw(t — e) — Nvo(Aw — Ar)(1 — &) [ak + (1 — 5]. 
The change in employment which results from the expenditure effect 
of direct cost-pull is obtained by multiplying (10) by d’ /w:-. where d’ 
is the fraction of expenditures which goes to hire labor. 

æ This is only true given certain values of the other parameters in equation (8). The cost- 


pull effects will be analyzed in more detail in Section III. Equation (8) is derived in a 
national income framework in the appendix. 


16 The change in wages is equal to Ni-2 A w — 
A N w. Substituting in (7) gives us, Ni-2 A w 
— Ni- A w e, which reduces to Ni-2 A w (I-e). 
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(11) AN? = AD. 





Wii 


3. Indirect cost-pull: Wage-rate increases have an indirect cost effect 
on expenditures and employment by affecting, with some lag: the level 
of autonomous (to income) investment, the level of exports, and the 
level of government expenditures.” 

The level of, and changes in the level of, investment are a function 
of the rate of profit, rate of interest, availability of credit, expectations 
about prices, and many other variables.** The rate and level of profit 
depend importantly, of course, on both Aw and & as indicated in equa- 
tions (8) and, in the appendix, (a.6). Following these equations we 
assume that an increase in wage rates tends to reduce investment via 
the cost effect. 

Wages are an important part of the selling price of export commodi- 
ties. An increase in the wage rate would tend, in the absence of com- 
parable changes in wages abroad or of offsetting changes in produc- 
tivity and exchange rate, to reduce a nation’s level of exports. 

While increases in wage rates have a depressing effect on spending 
and employment through investment and exports, the opposite may be 
true in the case of government expenditures. There is a tendency for the 
government to try to maintain its level of real expenditures despite in- 
creases in costs. Also, as a matter of general fiscal policy, the govern- 
ment tends to validate wage-rate increases by spending to maintain 
employment when wage increases (or anything else) lead to unemploy- 
ment. It appears strategic, however, to abstract here from the effects of 
fiscal policy designed to maintain full employment, in attempting to 
assess the impact of a cost-push, since fiscal policy is a tool used to 
deal with the’ unemployment or inflation which results from a wage-rate 
increase. 

The change in employment, then, which results from indirect cost- 
pull is likely to be negative through the impact of a wage increase on 
exports and investment, but could be positive as a result of positive 


government reaction: 
la 





(12) AN? = [AT (w) + AX(w) + AG(w)]. 


Wey 
4. Demand-pull: Finally, the level of demand and of employment 


™ Recall that we assume savings, taxes and imports are induced. 

3 We divide investment, here, into that induced by changes in wages I(w), that induced 
by changes in profits or income (represented by v’V:-1 in equation (a.4) of the appendix, 
and that autonomous to both wage and income changes, J(a). It should be noted that an 
increase in wages could have a positive effect on investment over the longer run by encourag- 
ing expenditure on labor-saving machines and equipment. Also, part of the impact of a 
wage increase on investment will be reflected in the marginal propensity to invest, v’. 
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will be affected very importantly by autonomous” changes in: invest- 
ment, (a); exports, X(a@); and government expenditures, G(a). The 
change in employment which results may be represented by:”° 

t 


(13) AN‘ = “tar (a) + AX(a) + AG(a)]. 


It should be noted that changes in autonomous investment, exports, and 
government expenditures can affect the level of employment indirectly 
by affecting the value of e and k, as indicated above. Also, given equiva- 
lent values of new autonomous expenditures, on the one hand, and in- 
creases in payroll, Nz24w(1-e), on the other, the employment (and 
price) impact of the former will be much greater than that of the latter. 
This is because the full amount of autonomous expenditures is spent in 
the first round on goods and services, whereas the increase in payroll: is 
partly saved (1-m); is partly at the expense of entrepreneural spend- 
ing (k); and is offset in part by the cost-push impact on employment. 

The total change in employment, AN, is represented as the sum of 
the AN’s where AN’ will always be negative except under the most infla- 
tionary circumstances, but the remaining AN’s can take on positive, 
negative or zero values. From this it becomes quite clear that one can- 
not necessarily infer either that wage-rate increases cause unemploy- 
ment because an increase in wage rates is observed to be associated 
with a rise in unemployment or that wage-rate increases increase em- 
ployment because a rise in wage rates is observed to be associated with 
an increase in employment. One must also take into consideration the 
fact that autonomous changes in investment, exports, and government 
expenditures unrelated to the wage change may have been responsible 
for the observed relationship. 


C. Price Effects of Wage and Demand Increases 


The price effects of wage-rate and demand increases are quite closely 
related to the employment effects and can therefore be set forth very 
briefly. The cost-push effect on prices can be represented by simply 
dividing the increase in value of goods sold due to cost-push, of equa- 
tion (9), by the quantity of goods: 





14 AP! = : 
(14) Onn 


The direct cost-pull effect on prices is represented by multiplying the 
change in expenditures of equation (10) by d, that fraction of the in- 


2 With respect to income and wage changes. 
2 w takes on the date at which autonomous changes occur. 
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crease in expenditures which raises prices, and dividing through by the 
’ total quantity of goods: 


(15) AP? = AD. 





t~1 
The indirect cost-pull and demand-pull effects on prices (AP* and 
AP*) are written analogously to the employment effects in (12) and 
(13). The total price rise in the period is the sum of the AP’s. 


TII. Cost Inflation or Demand Inflation? 


A. The Problem 

We define a cost inflation as comprising all those effects which result 
from an autonomous increase in wage rates, viz., the sum of the effects 
of cost-push, direct cost-pull and indirect cost-pull. A demand inflation 
is that inflation which results from autonomous (to wages and income) 


TABLE 1—Cost AND DEMAND EFFECTS ON PRICES AND EMPLOYMENT 


Direct and Indirect Cost-Pull Demand-Pull 
Cost-Push a] a 
Positive Negative Positive Negative 
Price upward upward downward upward downward 
Unemployment | upward downward upward downward upward 


changes in investment, exports and government expenditures. The cri- 
terion for distinguishing between cost and demand inflation presented 
earlier in the paper was that a cost-push raised prices but increased un- 
employment while a demand-pull raised prices but decreased unemploy- 
ment.” 

It is quite obvious, intuitively, that an increase in demand will have 
the effect just noted. From equations (7) and (14), we see that the 
cost-push effect of a wage-rate increase will be to increase unemploy- 
ment and raise prices.” So far, then, the inflations are distinct. 

What about the effects of direct and indirect cost-pulls? Leaving 
aside, for the moment, whether they are likely to be positive or nega- 
tive, the essential point is that they work through demand. Thus, if 
positive, they reduce unemployment and prices; if negative, they in- 
crease unemployment and prices. The sum total of effects may be more 
easily visualized in Table 1. 

*t Assuming no increase in the labor force. 


2 There are other conditions as well but these are almost sure to be fulfilled. For an increase 
in unemployment, e must be greater than 0. This is sure to be the case except under very 
inflationary circumstances. And for prices to increase, e and k must be less than 1. k will 
always be less than 1, and e will be less than 1 except in a moderately deep recession. 
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The difficulty in distinguishing between cost and demand inflations is 
apparent from the table. Positive cost-pull while re-enforcing the price 
effect of cost-push tends to reverse its impact with respect to unemploy- 
ment (and has the same effect as positive demand-pull). Negative cost- 
pull re-enforces the unemployment indicator but reverses the price 
effect and, if strong enough, could cause deflation rather than inflation. 
In this respect it has the same impact as negative demand-pull. 

It is clear that a necessary condition for the validity of our unem- 
ployment criterion is that cost-push effects must dominate cost-pull 
effects where they operate in different directions. This condition has 
two parts: (1) if cost-pull is positive it must not reduce unemployment 
by as much as cost-push increases it; (2) if cost-pull is negative, it must 
not reduce the price level by as much as cost-push raises it (or the re- 
sult would be deflation). Because the indirect cost-pull effects are so 
long-run in incidence and their magnitude and direction impossible to 
define with any precision, we shall have to restrict ourselves here to 
cost-push and direct cost-pull. 


B. Does Cost Inflation Increase Prices and Unemployment? 
Condition (1), stated in the previous paragraph, will be fulfilled if: 
(16) AN! + AN? <0. 


Assuming for the moment that there have been no changes in produc- 
tivity, (Ar = 0) this can be expressed in terms of our variables and 
parameters as [from (7) and (11) ]: 

‘ 4 P i 
an d'(1 — e)[(m — ak) — (1 — k)] A, 

e 

Let us look first at the bracketed term [(#-¥%) — (1-k)] which we des- 
ignate by the letter z. Recall that & is the percentage of a wage increase 
absorbed in profits, and m and ¥ are the marginal propensities to spend 
of wage-earners and profit-receivers, respectively. The range of possi- 
ble values of z can be estimated by assuming all possible values of k 
and examining the implications for m and ¥. At the extremes, £ is likely 
to approach 0 at full employment and approach 1 at high levels of un- 
employment. This gives us the following equations: 


Full employment: R=0,m=2+1 
Much unemployment: k=1,m-—d= 8% 


Where k = 0, # must be negative since it is unlikely that the marginal 
propensity to consume of workers will be unity or greater. Where k = 
1, £ will undoubtedly be less than, say, .5 as a maximum since this value 
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represents the difference between workers’ and entrepreneurs’ propen- 
sities to spend. Thus, we see that 2 may vary from a small negative 
fraction at full employment to, say, .5, at low levels of employment. 

Returning to inequality (17), Table 2 summarizes probable hypo- 
thetical value-ranges of its parameters at different levels of unemploy- 
ment. Extreme values are taken purposely to establish the condition 
unambiguously. 


TABLE 2——HYPOTHETICAL VALUES OF VARIABLES AT DIFFERENT UNEMPLOYMENT LEVELS 





Little Much Intermediate 
Unemployment Unemployment Unemployment 
Cg <3%) | ey >8%) | 8M) i 
z 1to—. € .I to .3 tw .3to—.2 
a’ ‘to 3 Ë Tto .9 Ato .6 
Fe „lto .3 .9 to 1.1 Ato .6 
1l—e 7 to | aa 9 —.Íto .1 6to .4 
Sorda) BER | 
Maximum Er —.09 i +.03 +.28 





From Table 2 we may infer that inequality (17) and therefore con- 
dition (1) are fulfilled. Thus a wage-push leads to unemployment be- 
cause the positive employment effects of direct cost-pull are not likely 
to be sufficiently strong to offset the negative employment effects of 
cost-push. 

Condition (2) will be fulfilled if: 

(18) Pit P?> 0, 


Assuming again no changes in productivity, this condition can be ex- 
pressed as follows [from (14) and (15)]: 

(19) (1 — e)[(1 — d)(1 — k) + d(m — ok)] > 0. 

Since we are not primarily interested in situations of such a high level 
of unemployment that e > 1, we can rewrite (19) as follows: 
1—d+dm 

1 — d + dõ 

Since m > ¥ the fraction will be greater than 1. And k, as we have seen, 
will be less than 1. Thus (20) and therefore condition (2) are fulfilled. 
This means the negative price effects of negative direct cost-pull, if any, 
will not offset the positive price effects of cost-push—a wage increase 
will lead to a price rise. 


Under our assumed conditions, then, we have demonstrated that the 
cost-push and direct cost-pull effects of an autonomous wage-rate in- 


(20) e<l, 
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crease lead to unemployment and a price rise and the necessary con- 


ditions for using our criterion as an indicator of cost inflation are ful- 
filled. 


C. Qualifications: Changes in Productivity and Real-Income 
Consciousness 


We have abstracted, so far, from indirect cost-pull and from in- 
creases in productivity, and have also assumed complete money-illusion 
on the part of consumers, depriving them of any real-income conscious- 
ness. Indirect cost-pull will not be elaborated further here, but atten- 
tion will now be given to the possibility of an increase in productivity 
and of the existence of real-income consciousness. 

Examination of the cost-push and cost-pull equations indicates that 
the assumption of no productivity change, particularly where the aver- 
age wage-rate increase is small (say under 6 per cent), reduces the 
validity of our unemployment criterion for the following reasons: An 
increase in productivity (a) reduces the initial cost-push drop in em- 
ployment. This is because an increase in productivity raises profits, and 
the value of e falls since it varies inversely with the level of profits [cf. 
equation (2)]. (b) Since less labor is unemployed with a smaller e, 
the positive cost-pull of expenditure out of wages is increased. (c) The 
negative cost-pull of expenditures out of smaller profits is reduced be- 
cause the rise in productivity tends to maintain profits in the face of a 
wage increase. This is offset, but probably only in part, by the decline 
in the value of e. (d) The negative cost-pull of the rise-in-supply price 
(which reduces the inflationary gap) is also reduced for the same rea- 
sons as in (c). These effects are more easily visualized through equa- 
tions (8) — (10). The assumption of an increase in productivity does 
not appear to be serious in the case of our price condition because it 
has offsetting effects,” 

= An increase in productivity (a) tends to reduce the increase in prices due to rising costs 
(14), but also tends to accentuate the price increase by (b) maintaining entrepreneurial 
income and spending in the face of a wage increase (15); ard (c) by increasing the infla- 
tionary gap due to the failure of costs and prices to rise as much as mentioned in (a). 

Note that if productivity increases are as large as wage-rate increases, the entire cost-push 
effect on employment and prices is eliminated, as can be seen from (7) and (14). This does 
not mean that the wage-rate increase has no inflationary impact—it has; but the impact is 
through positive cost-pull which, as we have seen, is increased by increases in productivity. 
From a policy point of view, this has considerable significance. This is because inflationary 
forces which operate through demand can be offset through fiscal and monetary measures 
and price stability: can be achieved without a reduction in employment. Cost-push forces, on 
the other hand, can only be stopped through fiscal and monetary measures in so far as these 
measures reduce the level of employment and weaken the bargaining strength of the unions. 

Finally, we must consider whether a price rise which occurs concomitantly with wage-rate 
and productivity increases (the latter two of equal magnitude), can be legitimately considered 


cost-push even though it doesn’t meet the criterion of causing unemployment. I would argue 
that it should be so considered where the wage-rate and productivity increases are large 
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If we remove the assumption of money illusion and give our con- 
sumers real-income consciousness, two new effects are introduced, one 
with respect to increases in productivity and the other with respect to 
rising wage rates and prices. The positive effect on employment of pro- 
ductivity increases is reduced or negated by such a change of assump- 
tions. An increase in productivity means that the same number of work- 
ers can produce a larger output and at no greater cost or the same out- 
put can be produced by fewer workers and at a lower cost. The money- 
illusion assumption is equivalent to postulating that the entire incre- 
ment in output will be taken off the market and workers will not be un- 
employed as a result of the productivity increase. On the other hand, 
if there is real-income consciousness, the output effect of the produc- 
tivity increase will lead to some unemployment. This will be offset 
either partially or completely by the positive impact on employment 
which results from the cost-pull effect of the productivity increase. 

While real-income consciousness implies more unemployment in the 
case of a productivity increase, it means just the opposite in connection 
with rising wage rates and prices. Faced with rising prices, a family 
with money illusion spends the same percentage of its money income 
thereby ending up with relatively smaller real consumption. On the 
other hand, a family with real-income consciousness will spend a larger 
percentage of money income than previously in an attempt to main- 
tain its real level of consumption. In terms of our model, this would 
mean that the positive cost-pull effects on employment of a 1 wage-push 
would be larger than we have indicated ` 













relative to the price increase. Suppose, for example, there have been wage-rate and produc N 
tivity increases of 6 per cent each alorg with a price increase of 2 per cent. Clearly, demand 
forces also must. have been present or there would not have been a price rise. But suppose 
there had been no wage increase! Under these circumstances prices would have fallen by 4 
per cent instead of rising by 2 per cent (ignoring here the possibility that part of the produc- By 
tivity increase would have served to raise profits rather than lower prices). One could say, 
then, that the 6 per cent wage increase, not the increase in demand, was primarily could sy 
for the price increase if the wage increase can be considered to have been autonomous to 
demand forces. Since autonomous demand forces are assumed to pull up prices by 2 per cent, 
it can be assumed that these forces had a similar impact on wages. This leaves two-thirds of] ' 
the wage increase to be explained either as an autonomous “push” or as the result of the 
productivity increase, While the productivity increase may cause an increase in demand for 
goods because of its real-income effects on spending, it causes no increase in demand for 
labor because the same number of laborers can produce the larger output—in fact it might 
even reduce zhe demand for labor (see next paragraph in text). Therefore, we conclude that 
the wage-rate increase would have been largely autonomous and, under the circumstances ‘ 
outlined, largely responsible for the price increase which occurred. Difficulty in visualizing <a 
this may stem from the fact that, for analytical convenience, productivity and wage-rate 
changes were paired together in the model, though in fact they are largely mutually auto- 
nomous. In conclusion, it should be noted that where there has been, say, a price increase 
of 6 per cenz and wage and productivity increases of 3 per cent, demand (not cost) forces 
obviously would have been the cause of inflation. z 

* Rothschild [6], in his manipulation of Bronfenbrenner’s model, deduces that real-income 
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To summarize: Our criterion does not provide a completely unambig- 
uous indicator of a cost inflation. Cost inflation will not necessarily give 
rise to unemployment: (a) If productivity increases are large relative 
to wage increases, cost-pull may be strong enough that rising wage 
rates and prices will be accompanied by rising employment. (b) If real- 
income consciousness is assumed, however, the output effects of a large 
productivity increase will cause unemployment which will offset in 
whole or in part the cost-pull effect in (a). (c) Real-income conscious- 
ness also implies, however, larger cost-pull effects from rising wage 
rates and prices, which will, in turn, reduce unemployment and tend 
to offset in whole or in part the output effects of (b). 

The distinction between cost and demand inflation can be made un- 
ambiguously only where prices, wage rates and unemployment are ris- 
ing simultaneously. In this situation, cost inflation is primarily respon- 
sible because (a) demand inflationary forces, if dominant, would more 
than offset the cost-push reduction in employment and (b) deflationary 
demand forces, if dominant, would prevent prices from rising. Cost in- 
flation will be more likely to exhibit these characteristics the smaller 
the increase in productivity and the more complete the money illusion. 

If price and wage rates are rising, and unemployment declining, the 
situation is ambiguous. The declining unemployment could be due 
either to dominance of demand-pull forces, on the one hand, or to (a) 
strong cost-pull effects of a small gap between the increase in wage 
rates and productivity,” or to (b) strong cost-pull effects of rising wage 
rates and prices if consumers are real-income conscious.” 

Under certain conditions, even in this case, it could be argued that 

jdemand-pull is responsible. First, a rapid rise in employment almost 
x Teerlalaly indicates demand-pull since it is unlikely that the positive 
“employment effects of cost-pull could so overwhelm the negative effects 
of cost-push. Second, rising employment from a very high level of un- 
employment to begin with also indicates demand-pull because at high 
levels of unemployment wage pressures are weak or nonexistent and by 
themselves could not start a recovery.” 





consciousness implies no decline in employment from a wage increase so long as the marginal 
propensity to spend of workers is greater than that of profit-receivers, Aside from pointing 
out that complete real-income consciousness is as unrealistic as complete money-illusion, it 
should also be noted that this result also depends on the assumption that all of the price 
„effects of the wage increase precede the spending effects. In actual fact, of course, part of the 
income increase will be spent at the old prices or at some intermediate level of prices short 
of the final price adjustment due to the wage increase. 


3 With money illusion and therefore no output effects of the productivity increase. 

» The output and cost-pull effects of a large increase in productivity tending to offset each 
other. 

*t Some final qualifications: Our analysis has indicated the direction but not the magnitude 
of the impact on employment of wage and demand changes. It may often be the case that the 
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Finally, if cost-push leads to rising unemployment, as we believe it 
usually does, then it is bound to be a very short-run phenomenon. This 
is because the rising level of unemployment rapidly robs labor of its 
power to “push” up wages and prices. If substantial cost-pull is gener- 
ated and largely offsets the unemployment effects of the cost-push, then 
of course, the “push” may sustain itself for a much longer period of 
time. It seems unlikely, however, that a cost inflation could, in fact, 
continue uninterrupted for more than a few years (in the United 
States); over any longer period, cost-push forces are almost certain to 
be supplanted by stronger negative or positive cyclical demand forces. 


IV. The U.S. Economy, 1955-58 —— 


We will briefly examine the U.S. inflation in this period in order to 
show the usefulness of the general conceptual approach developed 
above” and to evaluate alternative approaches. We will begin with the 
last 2 years of the period since they are the easiest to analyze. 

The inflation from March 1957 to August 1958 seems to have been 
caused, unambiguously, by cost-push. Unemployment (adjusted) rose 
from 3.9 per cent in March 1957 to 7.6 per cent in August 1958 with 
only a brief decline in May-June 1958. Unemployment was accentuated 
from March 1957 until April 1958 by a 4 per cent decline in average 
weekly hours of work in manufacturing. Concomitantly, average hourly 
earnings in manufacturing and the CPI (consumer price index) each 
rose by almost 4 per cent and the WPI (wholesale price index) by 
about 2 per cent. An important contributing factor to the rising unem- 
ployment was the drop in demand.” Both private domestic investment 
and net foreign investment fell sharply and were not at all compensated 
for by the gradual rise in government purchases. While declining de: 
mand contributed (along with cost-push) to rising unemployment, it. 
must also have constituted a drag on prices and wage rates. That prices 
and wage rates rose at all during this period, therefore, must be attrib- 
uted to the dominance of cost-push. 

L. E. Gallaway [4] rejects cost-push or what he calls the “unquali- 
fied wage-push inflation thesis” for 1950-1957. His reasoning as applied 
to 1957 at least, is based primarily on the mistaken premise that no 





employment effects of either force operating in isolation may be too small to allow one to 
say with any confidence what type of inflation is being experienced. Difficulties are com- 
pounded when both forces are operating simultaneously on the economy; likewise when, as 
indicated earlier (fn. 6), the two forces take turns so that the impact of neither has time to 
build up a measurable impact on the level of employment. 

2 While the detailed model cannot, of course, be readily applied to real situations for lack 
of data, the deduced results and general framework are readily applicable. 

2I am using quarterly changes in real GNP minus changes in business inventories as well 
as changes in the individual components of GNP as a crude indicator of changes in demand. 


These data are taken from [9]. k 
“ 
k 
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change in the number of unemployed occurred. In fact, he assumes that 
the whole period, 1950-1957, was one of “relatively full employment” 
implying by this that no significant variations occurred. He arrives at 
this conclusion from observation of annual average rates of unemploy- 
ment.” Certainly, annual average rates are inadequate for the analysis 
of this problem. 

From his judgment of “relatively full employment,” Gallaway argues 
that the unqualified wage-push hypothesis requires either that (1) the 
income effects of the wage increase or (2) some exogenous increase in 
demand just offset the unemployment effects of the wage-push. He re- 
jects (1), though it seems a reasonable possibility at “relatively full 
employment,” primarily on the grounds that government expenditures 
and government debt had increased from 1950 to 1957 and these con- 
stituted, in his opinion, the exogenous demand forces that give us “rela- 
tively full employment.” However almost all of the increase in govern- 
ment expenditures over 1950-57 took place in 1951 and 1952; expendi- 
tures in 1957 were $1 billion more than in 1952 and $1 billion less than 
in 1953. Furthermore, the budget ran surpluses in 1956 and 1957. 
Had Gallaway examined the fiscal data for the period 1950-57 on a 
quarterly or annual basis and the unemployment data on a monthly or 
quarterly basis, I feel certain that he would have been led to a different 
conclusion at least for 1957.7 

R. T. Selden [7] supports, in part, the cost-push explanation for 
1957 though for a somewhat different reason.** He disaggregates the 
increase in wholesale prices into its various subgroups finding that the 
largest price increases were experienced in the farm and processed food 
subgroups. A major factor in the rise of meat prices, he finds, was the 
voluntary withholding of livestock from the market which, he argues 

2I would even disagree with this conclusion on the basis of his annual average rates. 
Certainly his 2.51 per cent for 1953 is of a different order of magnitude from the 5.01 per cent 


for 1954 [4, p. 968 n.]. 

** Expenditures fell sharply in 1954 and rose again from 1954 to 1957. 

2 Gallaway may have been thinking of the long-run impact of cost-push forces. It seems 
clear, however, that the long-run impact of cost-push cannot be detected easily in terms of 
its impact on the level of unemployment for two reasons. First, since the strength of cost- 
push is largely a function of the level and direction of change of unemployment, the greater 
the unemployment effect of the cost-push, the quicker the process peters out as labor loses 
the power to push up wages. The unemployment criterion is only useful in the short run. 
Second, if substantial cost-pull develops, the impact of the wage increase on unemployment 
will be negligible or unemployment may even be reduced. It would seem, incidentally, that 
the larger the cost-pull, the greater the impact of wage-pushes on the long-run level of wages 
and prices and the lower the price stability of the economic system. 

S Selden’s arguments are very involved because he is concerned with demonstrating the 
relative effects of cost and demand changes on the quantity end especially the velocity of 
money. His general line of reasoning and his arguments are much too long and detailed to be 
reproduced here. 
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and I think correctly, is analogous to an autonomous cost change such 
as a wage-push. I would accept this as an additional factor in favor of 
the cost-push for 1957. 

I find it hard to characterize the year 1955 as “inflationary.”** The 
CPI showed no rise at all and the WPI rose by only a fraction of one 
per cent. With respect to demand, gross private investment and per- 
sonal consumption rose very sharply while net foreign investment and 
government purchases remained fairly stable. At first glance, one would 
be inclined to attribute the less than one per cent rise in prices, 5 per 
cent rise in wages, decline in unemployment from 4.9 to 4.1 per cent, 
and 2% per cent increase in hours worked per week entirely to the 
sharp increase in autonomous demand as evidenced primarily by the 
substantial increase in private domestic investment and in personal con- 
sumption. Certainly, these were the major inflationary forces. The 
anomalously small increase in prices may be attributed to the enormous 
increase in output per man-hour in manufacturing which occurred in 
1955—-an increase of 5.8 per cent [3, p. 366]. This productivity in- 
crease completely offset the wage-rate increase in manufacturing. 

But consider the following additional factors and interpretation. The 
large rise in productivity tended to blunt the cost-push negative effects 
and to accentuate the cost-pull positive effects of the wage increase on 
employment. The large cost-pull which resulted thereby contributed to 
the increase in personal consumption which occurred in 1955 and which 
on casual observation appeared to have been entirely demand-pull. To 
put it another way, had productivity not increased by such a large per- 
centage in 1955, prices would have risen more rapidly due to the wage 
increase and unemployment would not have declined by as much— 
might even have risen. This would have been a picture much closer to 
that of a cost-push inflation. In other words, there may well have been 
some cost-push but its impact was disguised by the rapid increase in 
productivity which reduced the price rise and contributed through cost- 
pull to the large increase in spending. While I agree that demand fac- 
tors predominated in the 1955 inflation, I do feel that the very strong 
cost-pull forces cannot be ruled out as an important contributing factor. 

The year 1956 was definitely inflationary with a 6 per cent increase 
in wage rates, 3 per cent in CPI and 4 per cent in WPI. Real expendi- 
tures increased by a small amount, money expenditures rather sharply 
over the year. The level of unemployment remained stable, at about 
4 per cent fluctuating by only fractional amounts as did average weekly 
hours worked. In terms of the crude indicator developed in this paper, 

% Selden also considers, in detail, the 1955-56 period. He feels that whatever inflation 
characterized this period was demand inflation. I agree, on the whole, but think that cost 
factors were also partly responsible in 1955 though not in 1956. 


You 
a 


40 THE AMERICAN ECONOMIC REVIEW 


it would be impossible to choose on the evidence presented so far, be- 
tween cost and demand forces. Two additional factors must be intro- 
duced: (a) the productivity increase in 1956 of .4 per cent was the 
smallest of the postwar period; (b) the increase of 1.9 million in the 
nonagricultural labor force was the largest since 1947. If there had 
been any cost-push, the small increment to productivity would imply 
relatively little positive cost-pull, and therefore some unemployment 
effects. That unemployment did not decline despite this and the more 
than 3 per cent rise in the nonagricultural labor force implies that 
strong demand forces were at work and were predominantly responsible 
for the wage and price rises which occurred. 

Selden argues that if a cost change is responsible for a price increase, 
output should fall. On the other hand, if demand is responsible, output 
should rise. He then proceeds to correlate changes in industrial output 
with changes in wholesale prices on an industry-by-industry basis for 
1955-56. He finds a positive relationship between the two variables, 
with a correlation coefficient of +.4. Since output typically increases in 
industries which experienced price increases, he concludes that demand- 
pull is responsible for the inflation. 

While Selden showed considerable ingenuity in devising his test 
(which is only one part of his argument) I have one reservation regard- 
ing its general validity. Selden’s method takes no account and shows no 
awareness of the possibility of cost-pull effects associated with a cost- 
push, and these may have been unusually strong, as we have already 
noted, in 1955 because of the large increase in productivity in that year. 
To take an extreme example, if there were no increase in autonomous 
demand, and if wage increases were just offset by productivity in- 
creases, the resulting cost-pull would still cause increases in prices and 
output and these would be positively correlated. 

There is another type of argument from disaggregated data which 
is even more fraught with pitfalls. Many persons have argued that the 
recent inflation must have resulted from demand-pull because the larg- 
est price increases have occurred in industries (e.g. the service indus- 
tries) least dominated by strong unions and oligopolistic producers. But 
the amount by which price will rise and output will change in a par- 
ticular enterprise due to rising wages will depend not only on the size 
of the wage increase in that enterprise but also on (1) the original level 
of profits in each industry, (2) the increment in output per man-hour 
in each industry since the previous wage increase, (3) the percentage 
of wage cost to total cost by industry, (4) the change in aggregate 
demand due to the national wage increase (cost-pull), and associated 
with this (5) the income-elasticity for the product of the particular 


enterprise. 
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APPENDIX 
1. Write national income, F,, as the sum of wages and profits: 
(a.1) VY,=W.t+ Vi. 
On the expenditure side (income = expenditure) write: 
(a.2) Y, = Ci Ilt Xit Gae 


where all components of F, are for domestically produced goods. 
Write consumption and investment equations: 


(a. 3) C: = mW ii + YV ii. 
(a. 4) lL = vV + Ila) te 


Let the wage rate rise, increasing total wages paid and changing the level 
of profits: 


(a.5) Wii =a W io + NAwW(1 _ e). 
(a.6) Fimi = Vio E RN (Aw aa Ar) (1 pni e). 
Substituting (a.5) and (a.6) in (a.3) and (a.4): 
(a.7) Ci = MW 2 + Ni2Aw(1 — e)] 
+ ol — kNt2(Aw — Ar)(1 — e)]. 
(a.8) I, = v [Vio — RN (Aw — Ar)(1 — e)] +a). 
Substituting in (a.2) and consolidating: 
(a.9) Y.: = mW 2 -L IVi + mN .Aw(1 = e) 


— IRN l Aw — Ar) (1 — e) + Ilaje + Xit Ge 


The change in national expenditure due to a wage increase and assuming 
no change in autonomous expenditures is: 


(a.10) F; — Yeu = mNy2Aw(1 — e) — kN (Aw — Ar) (1 — e). 
Equation (a.10) is the same as (8) in the text. 
2. The model presented can be viewed as consisting of the following: 
Unknowns: Y, C, N, V, W, I, e, k, d, d', v', w. 
Exogenously given parameters and variables: X, G, I(a), m, v. 


Equations: The 12 equations which determine the unknowns are (1) — (5); 
(a.1) — (a.4); 


(a.11) W = Nw 

(a.12) v = 7,(N, V) 

(a.13) Aw = fan[N, AX, AG, AI(a)]. 
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THE MEANING AND VALIDITY OF THE INFLATION- 
INDUCED LAG OF WAGES BEHIND PRICES 


By R. A, KESSEL AND A. A. ALCHIAN* 


Many economists write as if the proposition that inflation causes 
prices to rise faster than wages were well established. From this propo- 
sition at least two important classes of inferences have been derived. | 

1. A lag of wages behind prices as a result of inflation produces ex- 
traordinarily large business profits. These swollen profits generate a high 
rate of capital formation. In this role, the wage-lag axiom constitutes 
the foundation of a theory of industrial development. 

2. The lag of wages behind prices caused by inflation accentuates 
oscillations in the general level of economic activity. The failure of 
wages to keep pace with prices reinforces disequilibrating movements 
in the general level of economic activity. In this capacity, the wage-lag 
axiom functions as an integral part of both overinvestment and under- 
consumption business cycle theories [14, p. 137 and ff.]. 

The contention that inflation causes real wages to fall appears fre- 
quently in the literature of economics. Those who make this contention 
argue in effect that inflation produces a negative correlation between 
real wages on the one hand and money wages and prices on the other. 
As a practical matter, it is extremely difficult to employ this idea as a 
tool of analysis for understanding observed movements of time series 
of wages and prices. This difficulty stems from the fact that, as almost 
everyone would agree, the level of real wages can be affected by such 
real forces as the relative supplies of labor and capital, the quality of 
the labor force, the pattern of final demands in the economy, and the 
state of the arts. Furthermore, increases in the general price level can 
be produced by changes in the real stock of goods, e.g., by droughts, 
plagues, wars, etc., even with a fixed money stock. For any time series 
of real wages, there exists a fantastically difficult problem of imputing 
changes in the level of real wages to one or the other of two classes of 

* Alchian is professor of economics at the University of California, Los Angeles and 
economist at The Rann Corporation, Santa Monica. Kessel is assistant professor of eco- 
nomics at the University of Chicago. This paper is one of a series reporting the results of a 
study of inflation made possible by a grant from The Merrill Foundation for the Advance- 
ment of Financial Knowledge. The authors are indebted to Karl Brunner, Gregg Lewis, 


William Meckling, Albert Rees, and William Taylor for improvement in analysis and 
exposition. 
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variables, i.e., real or monetary forces. Only if one is able to abstract 
from the effects of real forces can one determine the effect of inflation 
upon an observed time series of real wages. 

To illustrate this problem, consider the data showing real wages, 
money wages, and prices in the United States since 1889 [39, pp. 15- 
16]. These data indicate a high positive correlation between real wages 
on the one hand and money wages and prices on the other. Are these € 
positive correlations to be interpreted as evidence against the proposi- 
tion that inflation causes real wages to fall? Surely not. Real wages rose 
during this time, according to most observers, because of the per capita 
increase in capital, improvements in technology, and improvements in 
the skills of the labor force. Those who believe that inflation causes 
real wages to fall would not deny this. Their position would be that 
real wages rose despite inflation and that if the effects of real forces 
upon real wages were properly abstracted, one could observe a fall in 
real wages attributable to inflation.* S 


I. Some Alternative Wage-Lag Hypotheses 


What, then, is the wage-lag hypothesis? To answer this question, we 
have turned to the works of those economists who have used this idea. 
The most important “explanation,” importance being measured by 
either the extent to which it has been used or its deviation from the way 
economists explain behavior in nonlabor markets, is the belief that 
wages have more “inertia” or “sluggishness” than other prices because 
of custom, weak bargaining power of labor, or lack of foresight of 
workers. For example, Hamilton states: “The chief factor in the failure 
of wages te keep pace with soaring prices in the second half of the 
eighteenth century was the ‘natural’ inertia of wage movements in both 
directions. History records few instances of wage movements in unison 
with rapidly changing commodity prices” [18, p. 259]. And: 

There have been no such offsets to the strong tendency during most of the 

last four hundred years for wages to lag behind prices whenever they 

were rising. This lag has benefited capitalists as a class at the expense of 
laborers as a class and awarded gains that dwarf into insignificance the 
profits from inventory appreciation and from declines in the real value of 
debts. A tendency for wages to lag behind falling prices has inflicted losses 
on businessmen, discouraged saving and investment, and aggravated com- 
mercial crises [20, p. 327]. 


Mitchell also contended that an imperfection exists in the labor 
market. He wrote: 


1Or for a less recent inflation, consider the Black Death period. During this time prices 
rose and real wages rose. Clearly what explains this phenomenon is the decrease in the stock 
of labor which also produced a fall in rents. See Lipson [30, pp. 93 and f.]. 
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In the ’60’s and, though in somewhat less degree, in the ’70’s, the labor 
market of the United States was one in which individual bargaining pre- 
vailed. Now the individual laborer is a poor bargainer. He is ignorant of 
the possibilities of his situation, exposed to the competition of others with 
the same disabilities, more anxious to sell than the employer to buy. 
Moreover, custom in the form of rooted ideas about what is a “fair wage” 
has a peculiarly tenacious hold upon the minds of both parties in the 
labor market, weakening the wage-earner’s aggression and strengthening 
the employer’s resistance [35, pp. 275-76]. 


e In his study of the Civil War, Mitchell concluded: “All of the statistical 
evidence that has been presented in the preceding pages supports un- 
equivocally the common theory that persons whose incomes are derived 
from wages suffer seriously from a depreciation of the currency” [34, 
p. 347]. Basically, the rationale for this position is that there exists a 

~ flaw in the labor market which, during times of inflation, lowers the 
wage rate below the marginal product of workers. In effect Mitchell 
and Hamilton are saying that the same principles economists use in 
explaining what happens in other markets are invalid for explaining 
what happens in labor markets during inflation.” 

Bresciani-Turroni enunciated, in his famous study of German infla- 
tion, a hypothesis that could explain declines in real wages during infla- 
tion and be consistent with a perfectly functioning labor market.” This 
hypothesis rests on the postulate that employees, as a condition of em- 
ployment, are almost invariably creditors of their employers. And as 
creditors, employees lose to their employers for the same reason that 
creditors generally lose to debtors as a result of inflation. Therefore, 
even if wage rates correctly represented the marginal product of work- 
ers, the fact that wages accrue, i.e., that wages are paid after they are 
earned, implies that workers extend credit to their employers and incur 
a loss on this account. 

There exists strong prima facie evidence for accepting the wage- 
accrual hypothesis of Bresciani-Turroni. This explanation rests upon 
a debtor-creditor relationship that is essentially similar to debtor-credi- 
tor relationships between, say, department stores and their charge cus- 
tomers, finance companies and the credit purchasers of automobiles 
and other appliances, corporations and their bond holders, etc. Since 
there already exists evidence that supports the belief that interest rates 
are biased downward during inflation, because of the public’s lack of 

2 Explanations of this type may be found in [31, p. 7 and f.] [41, p. 213] [6, p. 380] [29, 
p.222] and [32, p. 88]. 

3 «In fact, wages were fixed on the basis of an index number of prices which, at the time 
of payment, no longer represented actual conditions” [7, p. 310]. It failed to represent actual 
conditions because of the bias in interest rates. Also he argued that wage earners lost because 


they held cash during inflation [7, p. 302]. Both of these are of course special cases of the 
proposition that creditors lose during inflation. 
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‘knowledge of the course of future prices, there appears to be a reason- 
able basis for accepting the proposition that wealth is transferred from 
employees to employers when inflation occurs.* 

As a practical matter, it does not appear that this relationship be- 
tween employees and employers, at least in modern times, has the po- 
tential for transferring a great deal of wealth from employee to em- 
ployer. Consider a case that is most favorable for sustaining the propo- 
sition that accrued wages constitute an important source of business 
profits during inflation. Assume that cash is acquired for wage pay- 
ments at the very instant these payments are made by a business firm. 
Therefore this firm may be regarded as a consistent net debtor with re- 
spect to its employees. 

What can be said about the magnitude of such profits under these 
assumptions? Of all industrial firms listed on the New York Stock Ex- 
change in 1952, approximately 200 reported the size of their aggregate 
wage bills, or more properly the size of their aggregate wage and salary 
bills, for at least one year between 1939 and 1952. Among these 200 
firms, the ratio of total annual wages to equity (equity being measured 
by the market value of outstanding shares) ranged from a low of .1 to 
a high of about 4, depending upon firm and industry. If it is assumed 
that wages are paid biweekly, then the average amount of wages and 
salaries accrued is 1/52 of the annual wage bill. Consequently it follows 
that accrued wages range from a low of about .2 per cent to 8 per cent of 
equity. This analysis implies that if the price level doubled in any given 
year, the real value of stock prices would rise from a minimum of .1 per 
cent toa maximum of 4 per cent." 

Using this same debtor-creditor relationship, Fisher had earlier set 
forth still another explanation of why real wages would fall during infla- 
tion. Like the Bresciani-Turroni explanation, Fisher’s was consistent 
with a perfectly functioning labor market. Fisher contended that rela- 
tions between employer and employee can be viewed as being con- 
tractual, just as are economic relations between, say, bondholders and 
those who incur bonded debt [10, p. 185 and ff.]. The same lack of 
foresight that would lead to too low an interest rate to permit debtor- 
creditor relations to be unaffected by inflation would lead to an effective 


*This of course does not imply that business firms gain through inflation. Such a statement 
would be correct only if an examination of all of their debtor-creditor relations, of which 
relations with employees are only a part, revealed that business firms are on balance debtors. 
On this point, as well as for evidence that interest rates are biased during inflation, see 
Kessel [23, p. 128]. Nor does the “bias” of interest rates imply any defect in the capital 
market; instead it reflects people’s inability to predict future prices. 

ë The Bresciani-Turroni hypothesis also appears in Meyer [33, p. 17]. “Creditors lost in 
inflation. Wage-earners and salary-earners normally work before they are paid. They lend 
their labour until pay day; their work is work given on credit.’ Meyer also asserts that 
wages lag because of contractual arrangements between emplayers and employees. 
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wage below the marginal product of labor when prices are rising. Only. 
at the time wage contracts are signed would wages be equal to the 
marginal product of labor. Between contract negotiations, real wages 
would fall as a result of rising prices. 

Prima facie evidence does not support this hypothesis. Wage con- 
tracts are typically nonenforceable when broken by employees. Con- 
sequently, the legal reasons for arguing that contracts between employ- 
ers and employees are on a par with contracts between creditors and 
debtors are of dubious validity. As far as employees are concerned, 
wage contracts have generally been continuously renegotiable, at least 
until relatively modern times. Employees can almost always leave their 
current jobs in favor of alternative employment possibilities in com- 
plete freedom from legal sanction by employers. Consequently, in the 
absence of other evidence there is very little basis for accepting Fisher’s 
hypothesis. 

However, there is more to a substantive hypothesis than its logical 
structure. In its broader aspects, the Fisher hypothesis implies that 
during inflation there exists a differential in the movements of wage 
rates of workers under contract as compared with workers employed 
without contract. It also implies that the longer the life of a contract, 
the greater the differential in the movements of real wages during infla- 
tion. No evidence is contained in this paper for evaluating these two 
implications. 

If one abandons a legalistic frame of reference and argues, as Fisher 
has, that custom plays a great role independent of contractual arrange- 
ments, then this hypothesis becomes indistinguishable from the argu- 
ment of Hamilton and Mitchell, namely, that a flaw exists in the labor 
market which manifests itself during times of inflation by a fall in real 
wages. 

he use of inflation as a means of taxation appears to have created a 
belief that inflation causes real wages to fall. Inflation is a means of 
taxation, and has been used by those who control the stock of money as 
an alternative to explicit forms of taxation, such as income taxes, ex- 
cises, tariffs, etc. Using their power to create money, governments have 
exchanged money for real resources. Such an exchange reduces the 
volume of real resources available to the private sector of the economy. 
The mere existence of an exchange of this character has led many ob- 
servers to conclude that a fall in real wages is necessarily implied [e.g. 
25, pp. 171-74]. Yet it can and has been shown that taxation through 
inflation is consistent with no reduction in real wage rates.® 

9 A discussion of the mechanism by which the government acquires resources from the resti 
of the community through inflation has been presented in [1]. For the first published analysis 


of this mechanism that the authors have encountered, see the revised portion of Friedman 
[11, p. 263]. See also Cagan [8]. 
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Inflation constitutes a tax upon monetary wealth and not upon wages 
or other factor incomes. This tax affects the real functional returns of 
the cooperating agents of production if inflation is anticipated, i.e., 
when the increased cost of holding money caused by rising prices is 
recognized and enters into the calculations of the community. Under 
these circumstances, both velocity and the nominal or money rate of 
interest rise. These higher costs of using money are ultimately reflected 
in a rise in product prices relative to the sum of the returns to the co- 
operating agents of production. Whether or not real wages fall depends 
upon the cross elasticity between the price or cost of holding money e 
and the quantity of labor demanded. If one is prepared to argue that 
capital is a better substitute for money than labor, and to assume that 
the alternative to inflation as a means of taxation is no tax or a wealth 
or income tax, then the argument that anticipatory inflation can cause 
real wages to fall can be sustained. 

However if inflation is not anticipated, then the losses of the money 
holders are on a par with an ex post facto penalty or Knightian profits 
and do not affect resource allocation. In general, it appears that the in- 
flations associated with our Civil War in the North and our two world 
wars were unanticipated. If excise taxes or turnover taxes are regarded 
as the alternative to taxation through an unanticipated inflation, then 
inflation implies a higher level of real wages than would otherwise be 
true. 


II. The Empirical Evidence 


The remainder of this paper falls into two parts: (1) a review of the 
statistical evidence that has been used to support the Mitchell-Hamil- 
ton hypothesis and (2) a new test of this hypothesis based on differ- 
ences in the labor intensiveness of business firms and the performances 
of their stock prices during inflation.” 


7 The field of income and employment theory contains still enother hypothesis that implies 
the existence of a lag of wages behind prices when prices are rising. It stems from the 
observation that less than full employment, where full employment is defined as a labor 
market in which everyone who wants a job at the prevailing wage rate can find one, implies 
nonprice rationing of employment opportunities. This is consistent with an infinitely elastic 
supply function of labor that relates the quantity of labor offered with money wages if 
rising prices will restore full employment. Under these assumptions, increases in prices at 
times of less than full employment imply a fall in real wages. 

This hypothesis is clearly relevant to the present discussion, if it is relevant at all, only for 
inflations or portions of inflations associated with less than full employment. Since the 
authors cited believe that inflation causes wages to lag behind prices independently of 
whether full or less-than-full employment exists, this is not a hypothesis they considered ex- 
tensively although it appears in the work of Mitchell and Bresciani-Turroni. 

This model leads to difficult questions. One is: Shoulcn’t the wages of unemployed 
workers be considered in the wage index? If they are included in the wage index, then it is 
not clear that real wages decline under these circumstances. Another difficulty is that we do 
not know enough about how an economy returns to full employment to impute to inflation 
a fall in real wages of those continuously employed. Possibly real supply conditions have not 
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What is the empirical evidence used to support the hypothesis that 
inflation, independently of real forces, causes real wages to fall when 
prices are rising? Major data used to support this hypothesis have been 
collected for six inflationary episodes: (1) the period from 1350 to 1800 
in Spain, (2) the early days of the industrial revolution in England, 
(3) the U.S. Civil War in the North, (4) the U.S. Civil War in the 
South, (5) the German inflation following the first world war, and (6) 
the inflation in the United States associated with the first world war. 


A. Spanish Data 

E. J. Hamilton probably has contributed more to the acceptance of 
the hypothesis that inflation causes real wages to fall than has any other 
single economist.* His evidence consists almost entirely of time series 
of wages and prices. In order to use such data as evidence of a wage lag, 
the impact of real forces must be distinguished from that of inflation. 
Hamilton is not unaware of this difficult problem of imputation. 
Throughout his monumental three-volume work on Spanish wages and 
prices, which covers the interval from 1350 to 1800, are references to 
real forces and their impact upon the price level and real income [17, 
pp. 100-4]. Yet, as far as we can discover, he consistently forgets about 
real forces when using his time series to test the hypothesis; any fall in 
real wages when prices are rising he interprets as evidence supporting 
the wage-lag hypothesis. 

Yet even with this implicit assumption that real forces are constant 
during inflation and consequently any change in real wages is attribu- 
table to inflation, Hamilton’s data in his study of Spanish wages and 
prices fail in large part to support his thesis.’ Of the three areas studied 
in the first episode from 1350-1500, Valencia, Aragon, and Navarre, 
only Navarre incurred inflation during this time. He concludes: “The 
greatest anomaly disclosed by the present study is the complete failure 
of wages to lag behind prices in any of the kingdoms during a single . 
period of upheaval. In fact, Navarrese wages advanced much faster 
than prices in the last decade of the fourteenth century” [17, p. 203]. 

For the second period, 1501 to 1650, he concludes: “With few inter- 
ruptions, the trend [in real wages] was downward from 1520 to 1600” 
[16, p. 280]. And, “The calamitous depreciation of the inflated Castil- 
ian vellon and debased Valencian silver coinage in 1623-1650 impaired 
the economic welfare of workers no less catastrophically than had the 





changed but demand conditions have changed. Real aggregate demand could increase, through 
an increase in the nominal monetary stock, and with an infinitely elastic aggregate supply 
function, full employment would be restored with no fall in real wages. 
® This view runs through most of his works. See particularly [18, p. 256] [20, pp. 335-36]. 
° In the ensuing examination of his statistical results, the reported data will be taken at 
face value. However, the statistical procedures employed merit more extended critical 
examination than is possible here. 
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TABLE 1—COMPOSITE INDEX oF ReaL Waces* 
Base 1571-1580, Period 1501-1650 











Year Year Year Year Year Year 





1501 112.78 |1526 105.661551 100.27 |1576 103.47 | 1601 100.881626 101.15 
1502 115.551527 102.26|1552 98.64]1577 106.521602 108.681627 97.82 
1503 118.96 | 1528 106.62|1553 102.76 |1578 102.95 |1603 112.80,1628 102.44 
1504 111.56|1529 100.151554 108.401579 97.811604 111.94|1629 104.22 
1505 108.621530 91.351555 110.41] 1580 102.86} 1605 112.1011630 109.31 
1506 92.47} 1531 94.39] 1556 109.60]1581 104.43] 1606 116.80/1631 110.89 
1507 99.68] 1532 99.40] 1557 100.66] 1582 101.12] 1607 119.60|1632 107.79 
1508 102.75] 1533 106.25} 1558 101.75 | 1583 100.09} 1608 121.35|1633 111.11 
1509 117.06 | 1534 102.43] 1559 111.05] 1584 102.48] 1609 127.83) 1634 113.47 
1510 127.84/ 1535 114.03] 1560 110.75] 1585 102.221610 125.49) 1635 114.60 
1514 120.80] 1536 104.49] 1561 102.02] 1586 106.01]1611 130.56] 1636 111.63 
1512 126.85 |1537 108.19] 1562 96.50) 1587 103.14] 1612 127.96) 1637 105.83 
1513 125.48 | 1538 99.82] 1563 100.96] 1588 111.63] 1613 128.09] 1638 105.86 
1514 122.04} 1539 104.06] 1564 102.121589 107.31]1614 122.85] 1639 110.81 
4515 118.56] 1540 102.30} 1565 101.271590 105.851 1615 126.57] 1640 111.59 
1516 120.62] 1541 103.73}1566 99.22|1591 107.70)1616 121.45) 1641 106.13 
1517 123.87) 1542 98.23}1567 103.37)1592 104.12|1617 119.81;1642 98.07 
1518 118.36) 1543 97.24)1568 105.80]1593 107.07/1618 122.90} 1643 101.30 
4519 119.771 1544 101.45/1569 108.14] 1594 106.47|1619 127.08) 1644 102.45 
1520 125.56) 1545 105.14] 1570 105.56]1595 106.29]1620 121.61]1645 105.91 
1521 112.61) 1546 98.36/1571 99.58/1596 103.84]1621 122.11] 1646 102.07 
1522 104.81) 1547 99.2811572 100.02]1597 99.00) 1622 121.85) 1647 103.10 
1523 109.89] 1548 95.54/1573 97.40) 1598 93.02 | 1623 120.16) 1648 98.20 
1524 109.36] 1549 93.6111574 100.11]1599 91.40/1624 114.64|1649 97.53 
1525 106.87] 1550 97.61/1575 94.18]1600 91.31} 1625 113.82|1650 93.30 











* Reproduced from Hamilton [16, p. 278], with permission of Harvard University Press. 


influx of American gold and silver in the last eight decades of the six- 
teenth century” [16, p. 282]. However again, and once more holding 
real forces constant, Hamilton’s conclusion is not supported by his data. 
While it is strictly true that real wages as reported by Hamilton were 
lower in 1600 than they were in 1520, the trend he reports is absent 
from his data. The reason he gets the results that he does is that 1520 
is a year when real wages were exceptionally high when compared with 
the years immediately preceding and succeeding 1520. On the other 
hand, 1600 appears to be a year when real wages were exceptionally 
low when compared with the years immediately preceding and succeed- 
ing 1600. If real wages in 1522 are compared with real wages in 1602, 
then one can conclude that real wages rose. The results Hamilton ob- 
tained can be obtained from random series. There is no downward trend 
in real wages nor any coincidence of wages lagging with inflation.*° 
Hamilton’s data for the episode are reproduced in Table 1. 

® Alternatively one might say that the base year for Hamilton’s observations had a strong 
plus random factor and the final year a strong minus random factor, and what he attributes 


to inflation can be attributed very easily to sampling error. In statistical jargon, he commits 
the regression fallacy. 
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In his third volume, Hamilton covers the time interval from 1651- 
1800 and he finds that real wages declined in the urban areas, Madrid 
and Valencia, in the second half of the eighteenth century. What hap- 
pened to real wages for the country as a whole is unclear since real 
wages rose in some rural areas and presumably the country as a whole 
was predominantly rural [19, p. 210]. The second half of the eight- 
eenth century was characterized by rising prices. However it was also 
a time when the Spanish population was increasing sharply; it doubled 
during this century, and was associated with migration from rural to 
urban areas [19, p. 216]. Consequently one would expect, in the absence 
of any imperfections in the labor market, that such a population increase 
would lower real wages. Yet Hamilton did not disentangle the effects of 
this population increase from the effects of inflation upon real wages, 
and he concluded in the final sentence of his last volume: 


By involuntarily sacrificing real income through the price-wage squeeze, 
the laboring class bore the burden that implemented material progress, 
just as laborers and peasants in Soviet Russia, sacrificing through gov- 
ernmental directives, have largely financed the mechanization of industry 
that was instrumental in the recent expulsion of German invaders [19, 
p. 225]. 


B. English and French Data 


Hamilton buttresses his conclusions about the effect of inflation upon 
industrial development by citing similar effects for England and France 
during inflations that occurred in these countries. Specifically, in his 
third volume he says: 

The concurrence of profit inflation and of rapid economic development in 

England and France tends to confirm the thesis that the lag of wages be- 

hind prices was an important factor in the great material progress in 

Spain during the second half of the eighteenth century [19, p. 224]. 


Again, even if the potential impact of real forces upon wage-price re- 
lationships is ignored, can it be said that wages fell during the inflation 
in England? 

Hamilton’s study of the movement of prices and wages in London 
between 1729 and 1800 indicates that real wages fell.** Mrs. Gilboy, 
however, who also studied prices and wages in England at this time, 
supports Hamilton’s findings of fact but not his conclusions [12, pp. 


1118, p. 259]. One of the relevant problems for analyzing Hamilton’s data, which he fails 
to discuss, is the fact that he has more observations, typically, in his price than in his wage 
index. Consequently, if the price and wage observations change with the same degree of 
frequency, say once a year, it will appear, falsely, as if wages were lagging behind prices. This 
error accounts for much of the intuitive appeal of the wage-lag hypothesis. If during inflation 
one sees prices moving up day by day whereas one’s own wage rate changes once a year, the 
conclusion that wages lag behind prices during inflation is difficult to resist. 
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TABLE 2—InpEx NUMBERS OF Prices AND WAGES IN ENGLAND, 1500-1702* 
(Index for 1451-1500= 100) : 




















Period Prices 3 Wages 
1501-1510 95 95 
1511-1520 101 93 
1521-1530 113 93 
1531-1540 105 90 
1541-1550 79 57 
1551-1560 132 88 
1561-1570 155 109 
1571-1582 171 113 
1583-1592 198 125 
1593-1602 243 . 124 
1603-1612 251 124.5 
1613-1622 257 134 
1623-1632 282 138.5 
1633-1642 291 152.5 
1643-1652 331 175 
1653-1662 308 187 
1663-1672 324 190 
1673-1682 348 205.5 
1683-1692 319 216 
1693-1702 339 233 


* Reproduced from Hamilton [15, p. 352], with permission of London School of Economics 
and the author. 


191-215]. She found that real wages fell in London and rose in the 
north of England [12, pp. 191-215]. Therefore she concluded: “Gen- 
eralizations as to what happened to English wages as a whole must at 
present meet no little skepticism.””* Her findings were particularly dam- 
aging to Hamilton’s interpretation of the implications of a fall in real 
wages during inflation. Capital formation in the north of England was 
especially high, whereas Hamilton’s hypothesis implies that capital for- 
mation ought to have been particularly low in this area." 

Hamilton has also examined data for an earlier period of English 
history, 1500 to 1702 [15, p. 351, Chart 1]. Will these data support 
the hypothesis that inflation causes wages to lag behind prices if one 
abstracts from the effects of real forces? (See Table 2.) Taking the 
period as a whole, Hamilton is right. Real wages declined. However, 
virtually all of the decline occurred during the first 50 years of this 
period, and it is unclear whether this shorter time interval ought to be 
regarded as being on net balance inflationary or deflationary. Prices 


12 [12, p. 227]. In a paper dealing with this same issue, Mrs. Gilboy puts the case even 
more forcefully. “Sufficient data are not at present available to make any statements concern- 
ing the movement of real wages in England as a whole for this period” [13, p. 141]. 

* For a partially overlapping time period, 1790-1830, Ashton does not believe that real 
wages declined [4, p. 158]. 
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TABLE 3—InpEx NUMBERS OF Prices AND WAGES IN France, 1500-1700* 
(Index for 1451--1500= 100) 














Period Prices Wages 
1501-1525 113 92 
1526-1550 136 104 
1551-1575 174 103 
1576-1600 248 113 
1601-1625 189 113 
1626-1650 243 127 
1651-1675 227 127 
1676-1700 229 125 





* Reproduced from Hamilton [15, p. 353], with permission of London School of Economics 
and the author. 


were about 17 per cent lower at the end of these 50 years than they 
were for the base observation. The first 40 years were inflationary, and 
real wages fell. However, the next 10 were deflationary, and real wages 
fell even more. Again these data will not support even this very simple 
conception of the wage-lag hypothesis.” 

Tucker studied real wages in London during the latter half of the 
eighteenth century but has no data for the country as a whole [40]. 
In view of Gilboy’s findings, his data are not of great relevance for 
England as a whole. Tucker, for reasons quite different from Hamil- 
ton’s, was interested in testing the hypothesis that real wages fall as a 
result of rising prices. However, every time he observes a fall in real 
wages, he is able to explain this fall by real factors such as poor crops, 
resources consumed by wars, etc. [40, p..82, for example]. Yet he ig- 
nores these explanations when drawing his conclusions. 

For France, Hamilton does have data that unambiguously show that 
real wages fell [15, p. 353]. (See Table 3.) However his explanation of 
why they fell is not supported by related evidence. His hypothesis im- 
plies that the larger the fall in real wages, the greater the rate of indus- 
trial development. Differences in the rates of capital formation between 
England and France ought, therefore, to be related to differences in 

* Using time series of wages and prices as Hamilton does involves the vexing question of 
how to choose one’s starting point or base observation. Presumably one wants to start 
observations when prices start to rise. But the trough of a price series is usually determined 
by random components. This produces a transitory peak in the real wage series; the sub- 
sequent decrease, if interpreted as a lag, provides an example of the regression fallacy. Only 
by averaging out transitory or random variations about some turning point can one avoid 
part of this problem. 

Only after acceptance of this paper for publication did we discover the following cor- 
roboratory conclusion, “It follows that Keynes was misled when he argued in the Treatise 
that the general rise in prices had stimulated industrial growth by widening profit margins,” 


in E. H. Phelps Brown and S. V. Hopkins, “Wage-rates and Prices: Evidence for Population 
Pressure in the Sixteenth Century,” Economica, Nov. 1957, N.S. 24, 299. 
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either the observed fall in real wages or the rates of change of prices. 
Nef was unable to explain differences between the rates of capital forma- 
tion in France and England with Hamilton’s hypothesis.” Similarly, the 
failure to find “correlation between inflation, or its absence, and varia- 
tions in the rate of economic growth” has led another student of indus- 
trial development, Felix, to reject Hamilton’s theory of development.*® 


C. The Civil War in the North 


Mitchell’s basic time series of wages and prices for the North during 
the Civil War [34] are substantially better than the data for the early 
days of the industrial revolution. And there is little doubt that real wages 
truly fell during the Civil War; most of Mitchell’s results cannot be ra- 
tionalized as an artifact resulting from the choice of the time period said 
to be inflationary. Moreover, these data [34, p. 343] indicate that a sub- 
stantial fall in real wages occurred. 

One might quarrel with Mitchell’s use of a wholesale price index as a 
deflator of real wages. This index was in large part composed of com- 
modities like opium, mercury, zinc, soda ash, tin plate, blue vitriol, etc. 
A mere count of such items indicates that an unweighted index over- 
represents their effect on the cost-of-living index. Rent, as is typically 
the case for wholesale price indexes, was absent. But it is easy to make 
too much of this point. Mitchell also computed a cost-of-living index 
for this period, and when either this index or one computed by Ethel 
Hoover, who used the same source material, is used as a deflator, the 
results still indicate a substantial fall in real wages, although smaller 
than when wholesale prices are used. (These data are reproduced in 
[24, p. 102]). 

These results led Mitchell to conclude that: “All of the statistical 
evidence that has been presented in the preceding pages supports un- 
equivocally the common theory that persons whose incomes are derived 
from wages suffer seriously from a depreciation of the currency” [34, 
p. 347]. They also led Mitchell to embrace the hypothesis that the 
labor market in the 1860’s and 1870’s was imperfect and that this 
imperfection was of a kind that virtually no serious student of in- 
dustrial organization asseris exists in any other factor or product 
market [35, p. 276]. However, there is an alternative explanation of 
the fall in real wages in the North during the Civil War that is con- 


3 T, Nef has collected evidence that fails to show a relationship between the magnitude of 
the lag and the rate of industrial development. He also has evidence that Hamilton’s data 
exaggerate the magnitude of the fall in real wages [37]. 

1 See also Felix’s discussion, “Hamilton’s Tour d’Horizon” [9, pp. 457-59]. 

1 Ethel Hoover’s index [22, p, 40, Table 1] is better than Mitchell’s CPI because it uses 
more of the available data and better techniques for accounting for gaps in the data.” 
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sistent with the way economists explain changes in price relationships 
in markets other than labor and it explains more of the relative price 
movements that occurred. Indeed, this explanation is consistent with 
the postulate that the labor market was operating perfectly during the 
inflation associated with the Civil War. Because it has none of the 
ad hoc character of the explanation employed by Mitchell and Hamil- 
ton, it is to be preferred.” 

The outbreak of the Civil War substantially destroyed a triangular 
trading relationship among the North, the South, and England. The 
° South earned foreign exchange through its exports of cotton, which 
accounted for roughly two-thirds of all U. S. exports. It, in effect, traded 
these foreign exchange earnings for Northern goods and services, and 
the North in turn used this foreign exchange to purchase imports. The 
outbreak of hostilities, in addition to destroying a mutually profitable 
trading relationship between the North and the South, presented the 
North with what would be regarded today as an extremely difficult 
balance-of-payments problem. This problem was aggravated by a capital 
flight of foreign investments during the early years of the war. 

That this important problem confronting the North has been largely 
unrecognized is in large part to be explained by the fact that it was 
solved unobtrusively and successfully by a measure designed for a 
largely unrelated function. During the war, the North engaged in the 
printing of greenbacks; and the resulting inflation and the maintenance 
of convertibility at the prewar exchange rate were incompatible. In 
consequence, the North abandoned the gold standard in favor of an 
inconvertible paper standard and a freely fluctuating exchange rate 
which inadvertently solved the balance-of-payments problem. 

The rise in the prices of imports relative to the rise in domestic prices 
and wages inevitably produced a fall in real factor incomes of all types. 
In so far as money wages are deflated by a price index that includes 
international goods, particularly imports, real wages decline. Since 
Mitchell’s wholesale price index was more heavily weighted by imports 
than his consumer price index, the use of the former as a deflator 
produces a greater fall in real wages than does the latter. And of course 
if imports are excluded from his consumer price index and what re- 
mains is used as a deflator of money wages, a still smaller fall in real 
wages in measured. 

However, this is only part of the explanation of the fall in real wages 
that Mitchell observed. The North, in addition to taxing through in- 
flation, also employed turnover taxes and tariffs as means of war 
finance. The severity of these taxes increased during the course of the 


3 The analysis which follows is more fully developed in a paper which appears elsewhere. 
See [24]. 
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war. These taxes produced a divergence between the sum of the pay- 
ments to agents of production and final product prices, because unlike 
retail sales taxes today, they became a part of final product prices. 
One would also expect for this reason to find that real wages, as meas- 
ured by Mitchell, declined during the course of the Civil War. 

Both the balance-of-payments problem and the turnover taxes would 
have produced a fall in real wages whether or not inflation had oc- 
curred. If the government’s increased expenditures had not been 
financed by inflationary methods, some other means of taxation would 
have been required. Had tariffs or turnover taxes in any part replaced 
the inflation tax, an even greater fall in real wages would have occurred. 
The inflation tax implies that real wages were higher than they otherwise 
would have been. 


D. The Civil War in the South 


In a number of respects, Eugene Lerner’s study of the Confederacy 
[27] [28] is parallel to Mitchell’s work. In particular, both found that 
real wages declined. In neither case can most of the decline be attrib- 
uted to the special characteristics of the base or terminal years for 
the time period defined as inflationary. Like Mitchell, Lerner attributes 
the fall in real wages to the lag of wages behind prices and accepts 
the extraordinary profitability implication of the wage-lag argument. 
“Prices rose much faster than wages in the Confederacy, and southern 
businessmen made large profits’ [28, p. 31]. His paper contains 
virtually no evidence on profits. 

The acceptance by Lerner of the wage-lag explanation of the fall in 
real wages is inconsistent with another interpretation of the events of 
the time that may be found in his own papers. He indicates that much 
of Southern capital was highly specialized to the production of cotton 
for an international market and that the Northern blockade sharply 
reduced the productivity of this capital. Lerner also reports that excises, 
either in the form of taxes or payments in kind, constituted an im- 
portant means of war finance. In fact, Lerner implicitly presents a 
hypothesis that explains the fall in real wages by nonmonetary phe- 
nomena, but he explicitly accepts the thesis that the fall in real wages 
is attributable to inflation. 


E. The First World War 


Hansen’s study is concerned with real wages and price changes in 
the United States from 1820 to 1923 and thus includes the inflation 
associated with the first world war. His position is much like that of 
Mitchell and Hamilton, “Rising prices cause a gap between the mar- 
ginal productivity of the various factors employed by the entrepreneur 
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TABLE 4—HANSEN’S SERES oF Money Waces, Cost oF Livinc AND REAL WacEs* 














(1913 = 100) 
y Index of Money Index of Index of Real 
par Wages Cost-of-Living Wages 
1910 94 94 100 
1911 95 92 103 
1912 98 96 102 
1913 100 100 100 
1914 102 102 100 
1915 104 104 100 
1916 118 111 106 
1917 134 131 102 
1918 168 159 106 
1919 193 183 105 
1920 232 208 112 
1921 207 182 114 
1922 201 ; 168 120 
1923 220 171 129 





* Reproduced from Hansen [21, p. 32]. 


and the return that each receives. Indeed in such periods it is literally 
true that ‘labor does not receive the full value of its product’” [21, 
p. 40]. 

However, even if real forces are assumed to be constant, as Hansen 
presumably assumed, the data do not support the wage-lag hypothesis. 
Indeed, they can be just as easily construed as undermining the hy- 
pothesis. Only if one chooses the year 1916 as a base and compares it 
with 1919 or 1917, can one show that real wages fell. (See Table 4.) 
If one uses 1913 as a base, and every succeeding year through 1920 asa 
terminal point, there is nothing to indicate a fall in real wages. In fact, 
Hansen’s data show that real wages were almost 10 per cent greater in 
1920 than in 1917. 

These data of Hansen’s contain an unfortunate bias in favor of the 
wage-lag hypothesis for the entire time interval with which he was 
concerned, Starting with 1890, Hansen uses weekly earnings rather 
than hourly earnings. If leisure is a superior good, and if real hourly 
earnings per capita rise, then weekly earnings understate real wages 
because of the substitution of leisure for income from work. Conse- 
quently, evidence collected to reveal a fall in real wages can be ex- 
plained, at least in part, by the hypothesis that they were in fact rising. 
This bias is particularly unfortunate in a study of secular inflations 


2 Hamilton in a parenthetical remark [15, p. 355] selects 1916 as a base year and observes 
that “... American profiteers reaped [income] from a similar divergence between prices and 
wages from 1916 to 1919.” Hansen’s data, reproduced as Table 5, show a less than one per 
cent fall in real wages for this period. 
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because the longer the time period considered, the greater the error it 
introduces into the calculations. 


F. The German Inflation 


Bresciani-Turroni contends that real wages declined as a result of 
the inflation in Germany following the first world war [7]. For the 
entire inflationary episode, he concluded: “But it may be said that on 
the whole the inflation generally favoured the entrepreneurs and the 
owners of material means of production, especially strengthening the 
positions of industrial capitalists; that it caused a lowering of the real 
wages of workmen...” [7, p. 286]. However, leaving aside questions 
of the impact of real forces upon real wages, Bresciani-Turroni’s wage 
data, which consist almost exclusively of miners’ wages, show that real 
wages sometimes declined and sometimes rose during the course of the 
inflation. Over the period as a whole, real wages did not fall [7, pp. 
307, 309]. 

During the later stages of the inflation when the real value of the 
nominal stock of money declined sharply, or during the time that ve- 
locity increased at a rate more rapid than the rate of increase of the 
monetary stock, Bresciani-Turroni found that real wages fell. This rise 
in velocity was attributable to the recognition by the community of the 
increased cost of holding cash balances caused by rising prices. In this 
respect the German hyperinflation was unlike the inflations examined 
by Mitchell, Hansen, Hamilton, Gilboy, and Tucker, and it led to a 
marked reduction in the effective stock of capital in money form. Under 
these circumstances, the higher marginal cost of using money is an 
additional cost of doing business, and this implies that the share of the 
final output of the economy going to the other cooperating agents of 
production has decreased. Consequently, a fall in real wages during an 
inflation that is generally anticipated is consistent with a perfectly 
functioning labor market and does not imply an increase in business 
profits. In fact this analysis is consistent with Bresciani-Turroni’s data 
on share prices, which do not support the thesis that business firms are 
extraordinarily profitable as a consequence of inflation [7, p. 253]. 

In general, it appears that a highly selective sampling from the popu- 
lation of all inflations has produced two important unambiguous cases 
of a fall in real wages for indivdual economies, those of the North and 
the South during the Civil War. For these cases, the wage-lag hy- 
pothesis has to compete with price theory. For the one case that has 
been studied in great detail, that of the North during the Civil War, 
price theory offers a more satisfactory explanation. 

“The increase in nominal wage rates was slower than the increase in prices caused by 


monetary inflation. In other words, real wages fell” [7, p. 305; also pp. 186-88]. This fall in 
real wages, according to Bresciani-Turroni, continued until the summer of 1922. 
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Whether or not available data indicate that real wages fell during 
inflation for some particular economy does not in itself establish or 
disprove the existence of an inflation-induced wage lag unless one as- 
sumes real forces to be inoperative. A time series of wages and prices 
can be made relevant evidence for testing the wage-lag hypothesis only 
after the effects of real forces are controlled. Unfortunately, the wage- 
lag theorists have generally ignored real forces. In the case of the North 
during the Civil War, the real forces ignored are substantial in magni- 
tude and capable of producing the effects upon real wages imputed to 

*the wage-lag hypothesis. When one considers the implications of this 
hypothesis, as the wage-lag theorists have not, the differences between 
industrial development in the North and South of England during the 
early days of the industrial revolutions, along with the Nef findings, 
must be regarded as still more evidence against this hypothesis. 


III. New Evidence 


In an effort to bring some new evidence to bear on the validity of 

wage-lag hypothesis, the annual wage bills for 56 industrial corpo- 
rations listed on the New York Stock Exchange during the time interval 
1940 to 1952 have been collected. These were all the industrial firms 
listed that reported their wage bills during this entire period. 
_-The proposition tested was that the firms with large annual wage 
bills would experience an increase in profits (and wealth) relative to 
firms with smaller annual wage bills. That is, for any given rise in 
prices, sales and costs other than wages rise by the same proportion, 
whereas total wages [W] rise by less, e.g., by only some fraction, «, of 
the general price rise. Thus, W (1 —«) constitutes the size of the gain 
in profits for any firm. The relative magnitude of the gain is a function 
of the size of a firm’s wage bill relative to its equity, as measured by its 
market value. In other words, the ratio of wages to equity is an indi- 
cator of the relative rise in stock prices attributable to a lag of wages 
behind prices.” 

The ratio of wages to equity was obtained for each of the years from 
1940 to 1952 through the use of the annual wage bill and the market 
value of stock outstanding at the end of the year. Unfortunately, testing 
for a relationship between the relative change in market value and the 
wage-to-equity ratio produces a bias in favor of finding a positive 
correlation because ratios with the same denominator are being corre- 

71 Hamilton evidently regards the ratio of wages to total costs as the correct indicator of 
the size of the gain attributable to the lag of wages behind prices [18, p. 262]. However, two 
firms with identical equity values and identical ratios of wages to total costs might have 
different mark-ups and consequently different aggregate wage bills. (For example, consider a 
jewelry store and a supermarket grocery.) What is relevant is the size of the wage bill, And 


for interfirm comparisons, the relationship of the wage bill to total equity is the appro- 
priate one. 
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lated. To reduce this bias, the annual wage-to-equity ratios, one for 
each year in the 1940 to 1952 period, were averaged for each corpo- 
ration and then used as a predictor of relative changes in equity 
values.” 

The use of this average seemed reasonable because the differences 
between firms with respect to this average were significantly greater 
than the variations of any given year from the average for any firm. 
(The wage-to-equity ratios exhibited no trend over time.) The standard 
deviation of the ratio of wages to equity for any given year was about 
20 per cent of the average for any firm. On the other hand, the average 
ratio varied, from firm to firm, from a low of 1 to a high of 7. And 
because the interfirm variation was so much greater than the intrafirm 
variation, it seemed sensible to enlarge the size of the sample by using 
data for firms that reported annual wage bills for as little as two years 
of the time-span studied. This brought the sample to 113 firms. (A 
listing of the firms and other relevant data may be obtained through 
personal communication with the authors. Unfortunately, space con- 
straints do not permit us to publish them here.) 

By trying to detect a correlation between wage-to-equity ratios and 
changes in stock prices, the effects of a lag of wages behind prices 
caused by inflation can be disentangled from the effects of real forces 
upon real wages. After all, if one believes that real and monetary forces 
can operate independently and concurrently, the wage lag should be 
operative regardless of whether time series of wages and prices during 
inflation show that real wages fell, rose, or were constant. Given inde- 
pendence between real forces and the wage-to-equity ratio of a firm, 
this test ought to reveal the presence of the effects of inflation upon 
real wages. 

According to the wage-lag hypothesis, the greater the wage-to-equity 
ratio, the larger should be the rise in equity values as a result of in- 
flation.** To test whether or not this implication is in fact correct, firms 
were ranked according to their average ratio of wages to equity. The 
percentage increase in equity for firms with an average ratio of annual 
wages to equity below .5 were compared with those above 1. The results 
of this comparison are presented in summary form in Table 5. The 
_™ This also buys some insurance against committing the regression fallacy. If the wage-to- 
equity ratio at the beginning of the time period were used, firms with large wage-to-equity 
ratios might be those with transitorily small equity valuations and conversely. 

*™This ratio is affected by-the financial structure. A firm with large debts and small 
equity financing will have a high wege-to-equity ratio and conversely. 

*¥or example, if a firm’s stock sold for $4 at the end of 1939 and $40 at the end of 1952, 
the equity increase is shown as a ratio, 10. Dividends paid are assumed to be reinvested into 


more shares of the same firm, and thus their growth was compounded. In this way, differences 
in dividend payout policy were held constant. 


* 
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average equity rise was greater the lower the wages-to-equity ratio. 
Such a difference in the wrong direction clearly does not support the 
wage-lag hypothesis. Dividing the sample into two equal parts, one 
consisting of firms with the larger wage-to-equity ratios and the other 
of firms with the smaller wage-to-equity ratios, yields similar results. 
In any attempt to impute the absence of causality to the absence of 
correlation between two variables, there always exists the danger that 
still another variable is so correlated with what is regarded as the inde- 
endent variable that the effects of the independent variable upon the 
dependent variable are concealed. Relevant to this problem is the fact 
that a relationship is known to exist between the net monetary status 


TABLE 5—MEAN EQUITY INCREASES OF FIRMS CLASSIFIED BY 
WaceE-to-Eguity Ratio* 











Average Increase 





Ratio of Wages-to-Equity in Equity Number of Firms Variance 
(1939-52) 
Under .5 8.41 34 48.4 
.5 to .99 7.40 30 39.1 
1. and over 6.19 49 26.5 


“ for 8.41—6.19= -+1.58 
P(t>1.26)= .12 


* Sources: Moody’s Industrials [36], Annual Reports [3], and New York Times [38]. 


of a firm and the relative change in its stock prices during inflation 
[23, p. 128]. The increase in the equity of the 43 firms in the sample 
that were net monetary debtors at least two-thirds of the time from 
1940 to 1952 was greater than that experienced by the 29 firms in 
the sample that were net monetary creditors at least two-thirds of 
the time.” These results are consistent with known effects of debtor- 
creditor status upon stock-price changes during inflation.” Conse- 
quently, if firms that were large net debtors were also firms that had 


* There were 43 debtor and 29 creditor firms. The mean rise for the debtor firms was 8.25 
with a variance of 39.67; for the creditor firms, the mean was 5.94 and the variance 19.20. 
Xa — že == 2.31, £ = 1.82, P (t > +- 1.82) = .04 Sources: [3] [36] [38]. 

= Possibly this is too strong a statement. Bach and Ando [5] report that they were unable 
to detect the debtor-creditor effect. There seem to be two reasons for the apparent difference 
between the outcome of Kessel’s early work and the results reported here on the one hand, 
and the results reported by Bach and Ando on the other. Bach and Ando used several different 
criteria for determining whether or not the debtor-creditor effect existed. Only one of these 
criteria was implied by the hypothesis being tested. On that one pertinent criterion their 
results do verify the debtor-creditor wealth transfer. But they relied on the rule of the 
majority rather than the rule of a decisive test. This error was compounded by their erroneous 
use of a “two-tailed” probability calculation instead of a one-tailed calculation. For 
additional evidence, published subsequent to the Bach and Ando paper, see [2, p. 537]. 
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large wage-to-equity ratios, debtor status would counteract the effect of 
the wage lag upon stock prices, and the consequences of inflation- 
induced lags of wages behind prices would go undetected. 

In order to determine whether or not debtor-creditor effects were 
masking the effects of inflation upon business profits, the relationships 
among (1) changes in equity values, (2) annual wage-to-equity ratios, 
(3) debtor-creditor status, and (4) annual sales-to-equity ratio (for 
those who think that sales are correlated with wage-to-equity ratios) 
were explored by means of a multiple correlation analysis. As a meas- 
ure of a firm’s net monetary creditor or debtor status over the interval 
1940 to 1952, the average of debtor-creditor status in each year was 


TABLE 6—-MATRIX OF SIMPLE AND RANK CORRELATION COEFFICIENTS AMONG EQUITY RISE, 
Wace-to-Eguiry Ratio, Net MONETARY STATUS, AND SALES-TO-Equrry Rat10* 











(1) (2) (3) (4) 





Equity Rise, 1952/1939 (1) 1. .04 (— .09) .01 (.24) .10 (.02) 
Ratio of Wages-to-Equity (2) 1; .33 (.15) 51 (.83) 
Net Monetary Status (3) 1. .10 (.36) 
Ratio of Sales-to-Equity (4) 1. 


Partial Correlation Coefficients me.s=— .09 (— .11) 
T.a = .04( .36) 
Tu= .16( .08) 


* The rank correlation coefficients are in parentheses. For the ranks, the one-tailed 5 per 
cent probability value is .16, the two-tailed probability value is .22, P(r>.36) <.001. 


weighted by the price rise for the year as measured by the change in 
the consumer price index of the Bureau of Labor Statistics.” For each 
of 113 firms there are observations with respect to four variables. The 
simple correlation coefficients among these four variables are presented 
in Table 6 along with the partial correlation coefficients of each pre- 
dictive variable with the other two predictive variables held statistically 
constant. Results of this partial correlation analysis do not support the 
wage lag.” However, these correlation coefficients are difficult to in- 
terpret because the necessary conditions for computing their sampling 
distribution are not satisfied. In particular, the predicted or dependent 
variable is not normally distributed.”® Therefore, no reliable probability 
tests of significance can be applied. 


” Subsequent examination indicates that an unweighted average, which is cheaper to com- 
pute, would have given essentially similar, but not quite as effective, results. 

2 Since these are the same data used in the previous test, these results cannot be construed 
as new independent evidence against the wage-lag hypothesis. 

One objection to this procedure that does not seem warranted is the objection that 
correlations among ratios, such as these are, must be invalid because they are subject to 
biases. But it is the ratios themselves that are interesting in an economic sense. Secondly, 
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To obtain a probability test, the values associated with each of the 
variables were converted to ranks, and rank correlation coefficients 
were computed. These are reported in Table 6. These calculations 
indicate a positive partial correlation between net monetary status and 
increases in equity values. And there is only one chance in 1,000 that 
such a result could be obtained by randomly sampling from a population 
characterized by an absence of this relationship. The negative partial 
correlation of wage-to-equity ratios and changes in stock prices still per- 
sists; however, this correlation can be easily rationalized as the result of 
vandom sampling from a population characterized by an absence of this 
relationship. Again the wage-lag hypothesis is not supported after the 
potential masking effects of two variables are specifically eliminated. 
The absence of a relationship between sales and changes in equity values 
is probably the result of using the level of sales rather than the rate of 
change of sales as an independent variable. 

If neither a regression phenomenon nor a masking effect from mone- 
tary status is operating, can the results obtained be attributed to a 
correlation among specific industries? Relative price changes have 
possibly favored industries consisting of low wage-to-equity firms. 
Eight of the 34 firms in the low wage-to-equity class are oil firms. The 
removal of these firms from the sample failed to alter significantly the 
results obtained. The average equity rise, with the oil firms removed, of 
the low wage-to-equity firms was still greater than for the other class 
by a 6.76 to 6.19 margin. Needless to say, there exists an indefinitely 
large number of variables that might be so correlated with wage-to- 
equity ratios that the effects of the wage lag upon changes in equity 
values would be concealed. All any investigator can do is to eliminate 
only the most promising candidates in the light of his knowledge of the 
economics of the problem. 


IV. Conclusions 


One of the important advances in economic analysis in the postwar 
period has been the formal incorporation into theory of the effects of 
wealth upon consumption expenditures. Previously it seemed reasonable 
to argue that wages must lag behind prices during inflation if the 
government acquired resources through inflation. The logic of this 
argument has been shown to be false. 

Another independent line of argument for the proposition that in- 
flation causes real wages to fall is based on sluggishness or flaws in the 
labor market whereby wage-earners receive less than their marginal 
even if one thinks in absolute terms, the weighting of observations by the inverse of their 


standard deviation eliminates the bias. Moreover, the bias of ratios, if present, would work 
in favor of the wage-lag hypothesis, not against it. 
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product when prices are rising. But much of the data which investi- 
gators have collected to show a fall in real wages during the course of 
selected inflations simply fail to support the hypothesis. By one selec- 
tion of beginning and terminal points for an inflation it can be shown 
real wages fell; by another selection it can be shown that real wages 
rose. The fall in real wages reported by these observers is a product of 
the arbitrary way the time period during which inflation occurred was 
defined. 

However, data do exist, particularly in Mitchell’s work, that unam- 
biguously indicate a fall in real wages. But before such data can be. 
seriously considered as supporting the wage-lag hypothesis, one must 
first show that even after price theory has done all it can to explain 
the altered price-wage relationship, there is still something left to ex- 
plain. The advocates or investigators of the wage-lag hypothesis have 
never shown this. As for the time period studied by Mitchell, it appears 
that known and measurable real forces can and do explain the fall in 
real wages that he has observed. 

Efforts to detect the existence of the wage lag during inflation 
through the examination of stock prices of firms that differed with 
respect to the volume of labor hired per dollar of invested capital by 
owners have also failed. This evidence contradicts the wage-lag hy- 
pothesis. Still, it is easy to make too much of this evidence since it was 
based on a nonrandom sample and was obtained for only one inflation. 

In general, it appears that unwarranted validity has been assigned to 
the wage-lag hypothesis, given the character of the evidence that has 
been used to support it. A rereading of this evidence suggests that the 
wage-lag hypothesis ought to be regarded as essentially untested. 
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THE PURE THEORY OF INTERNATIONAL TRADE 


By ROBERT ALEXANDER MuNDELL* 


The English classical model of foreign trade is the source of many 
propositions which form the body of international trade theory today. 
” Despite attacks on other branches of classical theory it still survives as a 
basic tool of analysis. Its survival can be attributed to its applicability 
to leading policy issues in the country in which it originated, and to the 
power of its methodology: it was logically immune to the criticisms of 
general equilibrium and macroeconomic analysis. 

The classical economists were content to establish the direction in 
which the terms of trade move as a result of such disturbances as dis- 
hoarding, tariff adjustments, devaluation, income transfers and pro- 
ductivity changes. Nowadays more refined methods make it possible 
-to derive more implications from the model, implicit in their analysis, 
and to ascertain the quantitative extent of the change in the terms of 
trade. The purpose of this paper is to derive and summarize these re- 
sults. 

Specifically, I shall construct an international trade model owing its 
origin to the classical school, and apply it to determine the exact effects 
on international equilibrium of unilateral transfers, productivity changes, 
export and import taxes, and production and consumption taxes. Many 
of the conclusions are already known, but it is believed that the methods 
employed will help to simplify the techniques used in this branch of 
international trade theory, and that the results established will provide 
a convenient survey of the subject. The first part of the analysis will be 
concerned with the implications of the two-country two-commodity 
model usually employed by the classical economists. In the final section 
an attempt is made to determine the validity of the results when there 
are many countries. 


I. The Free Trade Model 


Assume that there are two countries, A and B, in full employment, 
producing two commodities—X, which is exported by A, and Y, which 
is exported by B. Let capital letters denote production, small letters 
consumption, and subscripts, countries. Let T represent the capital 


* The author is visiting professor of international economics at the Bologna Center, School of 
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exports (lending) of country A expressed in terms of X ; let P denote the 
terms of trade, the price of F in terms of X; and let D represent domestic 
expenditure. 

The system can then be described by the following equations: 

(1) Da = ta + Pya = Xa + PY. — T. 

Domestic expenditure in A (in terms of X) equals national income minus 
net capital exports. 

(2) Dy = %o/P + Yo = DF a Ys -+ T/P. £ 
Domestic expenditure i in B (in terms of FY) equals national income plus 
net capital imports. 

(3) Ya = Yal Da; P). 

The demand for Y in A depends on domestic expenditure and the terms 
of trade. 

(4) xy = Xal Da, 1/P). 

The demand for X in B depends on domestic expenditure and the terms 
of trade. 

(5), (6) Xa = Xa(1/P); Ya = Pa(P). 

The production of X and F in A depends on the terms of trade. 

` (7), (8) Xs = X(1/P); Y= YP). 

The production of X and Y in B depends on the terms of trade. 

(9) , T = £p — Xa — P(ya — Ya). 

` The net capital exports of country A equal the balance of trade of 
country A, 

Variations in domestic expenditure in each country are assumed to 
depend on changes in policy. In the free-trade case the system is com- 
pleted by the following equations: . 

Da = DAT); and Dy = DiT/P). 
We then have eleven independent equations in the twelve unknowns: 
Ha, Xb, Yay Yo, Xa, Xb, Ya, Yo, Da, Ds, P and T, so there is one degree of 
freedom. Knowing the rate at which A is lending to B (i. e., T), we can 
solve for the equilibrium terms of trade (P); or, assuming that the 
terms of trade are fixed, we can find the rate of lending which will estab- 
lish equilibrium.! 

There are other, equivalent ways of expressing the same system. 

1 The system can be represented in one diagram by the Edgeworth-Bowley box diagram if 
production is fixed, and by the technique introduced by Meade [13] if production is variable. 


The diagrams in the text provide an alternative proof of some of the propositions; but if the 
reader prefers to do so he can follow the argument without reference to the diagrams. 
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Equations (1) and (2) could be replaced by conditions stating that 
world production and world consumption of each good must be equal— 
these alternatives imply each other when combined with equation (9) 
expressing balance-of-payments equilibrium. Equations (3) and (4), the 
demand functions for the good which is imported in each country, could 
be replaced by the demand functions for the good which is exported 
since all income is spent—the part of domestic expenditure which is 
not spent on one good must be spent on the other good. 

It will be convenient to define an import demand function for each 
ecountry. The demand for imports is the difference between the quan- 
tities of the imported good demanded and supplied, i.e., J,.=ya— Ya, and 
I,=%,—Xs, where I, and I, are, respectively, the demands for imports . 
in A and B. Then since the demand and supply functions depend only 
on domestic expenditure and the terms of trade, the import demand 
functions must also depend on these variables. Thus we have two more 
equations and two more unknowns: 


(10) Ig = TIa(Da, P) and (11) Is = In(Ds, 1/P). 


If we now substitute (10) and (11) in the balance-of-payments equation 
(9) we obtain 


(12) T = I,(Dy, 1/P) — PIa(Ds, P). 


The task of the following analysis is to introduce into these equations 
various policy parameters, and to show how the equilibrium values of 
the variables are affected by changes in these policies. It is first con- 
venient, however, to outline the procedure by which the effect of these 
changes may most simply be obtained. 


IL. Procedure 


The purpose of comparative-statics analysis is to compare two posi- 
tions of equilibrium distinguished from each other by a shift in some 
parameter. In this paper we call the parameter shift a “policy change.” 
A policy change disturbs the initial equilibrium by causing an excess 
demand for one of the commodities which must be eliminated by an 
adjustment in some other variable at the new equilibrium. The adjust- 
ing or “equilibrating” variable may be another policy change, a reversal 
of the original policy change, or a process of adjustment which is suffi- 
ciently traditional—hence predictable—to be called “automatic.” 

In classical theory the adjustment mechanism was automatic. A 
policy change disturbed balance-of-payments equilibrium, induced a 
gold flow and, through changes in relative price levels, a change in the 
terms of trade. Today this mechanism is not so automatic, i.e., central 
bank and government reaction to disequilibrium in the balance of 
payments is less predictable. Besides the traditional inflation-deflation 
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method of the gold standard a disequilibrium may be corrected by bor- 
rowing (in the short run), trade controls, tax changes, technological 
change (in the long run), or exchange rate adjustment. Most of these 
methods have been used by one country or another since the break- 
down of the gold standard system to resolve balance-of-payments crises. 

Because of this change in institutional response to disequilibrium any 
analysis of policy changes must be taxonomic. Questions like: “Do 
tariffs improve the balance of trade?” cannot be given an unequivocal 
reply—the answer depends on the other policies followed by the govern- 
ment. A tariff disturbs the initial equilibrium and therefore requires, for* 
a new equilibrium to be reached, a change in some other policy; it may 
involve changes in any or all of the policies listed above. 

But exploring all conceivable policy alternatives would be tedious and 
unrewarding; limits have to be imposed somewhere. For that reason I 
shall tentatively assume that the classical mechanism is operative, that 
the terms of trade “automatically” adjust to correct disequilibrium.? 
The first part of the comparative-statics analysis will therefore deter- 
mine the effect of policy changes on the terms of trade. It will be shown 
later how the results can be manipulated to demonstrate the working of 
other mechanisms of adjustment. 

The simplest way to derive the effect of a policy change on the terms 
of trade is to differentiate the balance-of-payments equation (12) with 
respect to the change in policy, and to substitute in the result the condi- 
tions necessary to satisfy the other conditions of equilibrium. A more 
intuitive way of getting the criterion, however, is to employ a device 
implicit in all comparative-statics analysis. This is to compute the excess 
demand caused by the policy change on the assumption that the ad- 
justing variable (the terms of trade) is constant; and to equate this ex- 
cess demand to the excess supply created by the actual change in the 
terms of trade. If, for example, we wish to find the criterion for the 
effects of a tax on the terms of trade, we first determine the excess de- 
mand caused by the tax at constant terms of trade and translate the 
coefficient of the tax change into the appropriate income or price elas- 
ticity; we then compute the excess supply of the same good created by a 
change in the terms of trade, translating its coefficient into the relevant 
elasticities. By equating the excess demand and the excess supply the 
criterion is established.* 

2 The terms of trade may be assumed to change by means of exchange rate or price level 
adjustments. If e is the price of a unit of B’s currency in terms of A’s currency, and Pe and Pp, 
are the factor cost prices of exports in A and B, the terms of trade are P =e.Pp/Po in the free 
trade case. From a position of initial equilibrium an increase in e (devaluation by country A) 
would ultimately cause an offsetting change in P;/P, leaving the terms of trade and the balance 


of payments unaltered. 
4 This procedure, which may be called the “method of comparative statics,” can be illus- 
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One further point must be investigated. The adjustment mechanism 
implies a type of dynamic behavior and thus a condition of dynamic 
stability. If the system is unstable it would not tend to approach the 
new equilibrium given by the comparative-statics analysis, and there 
would be little point in pursuing the comparative-statics analysis. On 
the other hand if the system is stable, a useful clue may be obtained 
from the stability conditions about the sign of the coefficient of the 
adjusting variable, the terms of trade.‘ The first step, then, is to examine 
the conditions of dynamic stability. 





trated by two familiar examples drawn from economic theory. In the Marshallian demand- 
supply system, with mnemonic terminology, we have at equilibrium the condition that supply 
equals demand: 


(1) Dip; a) = S$) 


where @ is a parameter representing the position of the demand schedule. To determine the 
effect on price of a shift in the demand schedule first determine the excess demand caused by 
the shift at constant price; this equals 


oD 
(2) an da. 
The excess supply caused by an increase in price is equal to 
@) (F- ap 
ap ap 
At the new equilibrium (2) and (3) must be equal so the criterion is 
oD 
dp Oa 
@ da 0S aD 
ap ap 


which is the criterion we set out to find. 
In a simple Keynesian system we have, at equilibrium, equality of saving (S) and invest- 
ment (I), ie., 
(8) Ia) = Sy) 
where y is income and a is a parameter representing autonomous investment. To find the 


effects of a shift in the investment schedule on income, first consider the excess demand for 
goods at constant income, i.e., 


ol 
— da 
(6) es 
and then the excess supply induced by a change in income, i.e., 
os 
— dy=s'd 
1) ay oe 


where s’ is the marginal propensity to save. At the new equilibrium the excess demand caused 
by the shift in investment and the excess supply created by the change in income must be equal. 
Equating (6) and (7) and rearranging terms we then get the familiar multiplier: 


al 
dy ða 
n Par 


4 By the correspondence principle [22, Ch. 9]. Thus in the first example cited in the pre- 
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- JIT. Stability Conditions 

An equilibrium is stable if a small displacement is followed by a re- 
turn to equilibrium. I assume that the above system is stable if a dis- 
placement of the terms of trade from equilibrium sets in motion forces 
inducing a return to that equilibrium. Now a disequilibrium in the classi- 
cal system induces a gold flow and a deterioration of the terms of trade 
of the deficit country: the system is therefore stable only if a fall in the 
terms of trade of the deficit country causes an improvement in its bal- 
ance of payments. To find the stability conditions we need to compute, 
the excess supply caused by.a change in the terms of trade. This excess 
supply will simultaneously establish the coefficient of a change in the 
terms of trade for use in the comparative-statics analysis. 

With no lending, and expenditure in each country constant, the bal- 
ance of payments (B) of country A in terms of home goods can be writ- 
ten as follows: 

(13) B=], (1/P)-P I, (P). 


In equilibrium this must be zero. Now choose commodity units so that 
P is initially equal to unity; then at equilibrium the volume of B’s im- 
ports equals the volume of A’s imports so that we can write ==, 
initially. Differentiating (13) we get 

dB ` Pdl, PdIa ( P dl P dla ) 


dP od(i/P)d(1/P) Ty d/P) la dP 
The first two terms in the bracket are, respectively, the elasticities of 
demand for imports in A and B; write these terms as na and ye. For 
stability a fall in A’s terms of trade must improve A’s balance of pay- 
ments so that the system is stable or unstable depending on Wether: 


14 ea Ila + 1) 2 

(14) ap = hte + z 0 | 
In words, the system is stable depending on whether the sum of the 
elasticities of demand for imports is greater or less than unity.® This is, 





ceding footnote, on the dynamic hypothesis that excess demand induces an increase in price, 
stability requires that: 


> 
op ap 

Therefore the change in demand has the same sign as the resulting change in price. 

In the second example, on the dynamic hypothesis that income rises when there is excess 
demand for goods, stability requires that: 

s'>0 

so an increase in investment induces an increase in income. 

5 The dynamic behavior of the system may be approximated by the following differential 
equation: 


dP 
a) ; pm HP LP) — 1e(0/P)] 
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of course, the familiar Marshallian condition.® (See Figure 1.) 

The stability condition can be expressed in terms of one good only. 
To see this, recall equation (1) which expresses the equality of income 
(plus borrowing) and expenditure in country A. With lending zero this 
equation can be written: 


Xa — ka = P(ya — Yo) = P La. 


i.e., offers of exports equal the value of imports demanded. Substituting 
in (13) and making a similar substitution for F, we can write the balance 
of payments (with no lending) as follows: 


B = (%5 — Xv) — (Xa — 2a). 

Differentiating and rearranging terms we get: 
dB (d(2%a + 2) p d(Xa + Xs) P X 
aP ( aP (ata) dP rea 


where X is world production and consumption at equilibrium, and the 
arguments in the bracket are, respectively, the world elasticity of de- 
mand for X and the world elasticity of supply of X: 


(n= _ Keate) (1/P) ) 
d(1/P) (£a + 2o) 
(< _ &Xet Xs) (1/P) ) 
: d(i/P) (Xa+ X) 


which states that the speed of the change in the terms of trade is proportional to the dis- 
crepancy between foreign exchange payments and receipts. Expanding (1) in a Taylor series, 
omitting nonlinear terms, and choosing time units to make k=1, we obtain 





(2) eo age wee P’) 
where P’ is the terms of trade at equilibrium. Equation (2) has a solution 
(3) P = PO Agathe, 


The equilibrium point is stable only if P eventually approaches P®; this can only be the case if 
the other term in (3) disappears, i.e., if ya-+-m—1>0. 


§ Marshall’s dynamic postulates differ from those described in the text and in the preceding 
footnote. The latter assumes that the budget equations in each country are instantaneously 
satisfied (each country is always at a point on its offer curve) but that markets are not neces- 
sarily cleared. Marshall’s postulates are based on adjustments of offers toward the budget 
equations (offer curves) [11]. This difference corresponds roughly to the distinction made be- 
tween instantaneous and lagged adjustments analyzed in Arrow and Hurwicz [1]. Marshall’s 
adjustment process, which is rationalized by the varying profitability of export industries, ad- 
mits the possibility of complex roots and therefore an oscillatory path to equilibrium. See 
Samuelson [22, pp. 266-68]. 

This discussion refers to the stability of an eguilibrifm rather than to the stability of a 
system. John Stuart Mill recognized the possibility of multiple equilibria without reference 
to stability [17, pp. 154-63], but his treatment was faulty. Marshall, in 1879, was aware 
{11, pp. 24-25] that a point of unstable equilibrium must be flanked by points of stable equi- 
libria, that the number of equilibria must be odd, and that (therefore) if an equilibrium were 
unique it would be stable. 
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FIGURE 1. STABILITY CONDITIONS 

The offer curves OA and OB intersect at initial equilibrium Q. A change in the terms of trade 
in the proportion TQ/QM in favor of A creates an excess demand for B’s good and a deficit in 
A’s balance of payments equal to RW (in terms of Y). The situation is therefore stable: 
Country A loses and country B gains gold, causing deflation in A and inflation in B until the 
gap RW is closed at the original equilibrium Q. 

The stability conditions are derived as follows: Define the elasticities of demand for imports 
in each country, 





Oy AN TW / TQ 
"= om / om A 5 ou / 0M 
and the balance of payments deficit in A in terms of foreign goods, 
dB = RW 
P“ 3 
Then: 
dB TQ RW _ To RO+TW- TQ 
poe QM TQ = OM Or QM TQ 
TQ [RQ QM TW QM = 
= OM our Lom 7 + oe 79-1 
= (by definition) 1 (tmi) 
Hence: 
dB 
(15) — = X (q: + £x), 


dP 


where units are chosen so that P is, at equilibrium, equal to unity. By 


MUNDELL: THEORY OF INTERNATIONAL TRADE * 75 


similar reasoning 
B 
[trom the balance of payments equation, a = (Ya — ys) — (Ya — | 


we find that: 


; dB f 
(15) FDE F(a + 4); 
where 7, and e, are the elasticities of world demand for, and supply of, 
eeu E . 

The elasticities of demand for X and Y are defined to be positive pro- 
vided that these goods are not Giffen goods; and the elasticities of sup- 
ply of X and Y are defined to be positive provided that opportunity 
costs are not decreasing. It may then be seen that the system is neces- 
sarily stable if neither good is a Giffen good and opportunity costs are 
not decreasing. But even if the goods are Giffen goods, positive supply 
elasticities may yet make the system stable. 

In the remainder of this paper I assume that the stability condition is 
satisfied, an assumption which, as the foregoing remarks suggest, does 
not appear very restrictive.’ 


IV. Unilateral Payments 


The first policy change we shall consider is a unilateral payment from 
one country to the other. This involves two parts: a financial transfer 
and a real transfer. The financial transfer refers to the accumulation and 
liquidation of debt on the part of individuals or governments in each 
country, while the real transfer refers to the induced movement of 
goods. Assume that A is the transferring country. 

In the case of a private flow of capital (ignoring interest payments) 
lenders in A buy the debt of borrowers in B, the former financing the 
purchase out of an excess of saving over investment, the latter disposing 
of the proceeds by an excess of Investment over saving. Because of the 
identity of income-less-lending and expenditure [equations (1) and (2) } 
the excess of investment over saving in B, and saving over investment in 
A, must each equal the transfer. 

In the case of intergovernmental transfers such as reparations pay- 
ments or foreign aid, the government in A (the paying country) grants 
credits to B, the former financing the credits by means of, say, an in- 
re ae derived stability conditions in terms of one good only [18, Ch. 4]. See also Johnson 

5 Pe . 


When trade is not initially in balance a slight adjustment is required in the stability condi- 
tion. See Hirschman [5]. 


8 Marshall’s judgment is probably too strong: “... it is not inconceivable, but it is ab- 
solutely impossible” [12, p. 354]. 
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come tax, the latter disposing of the proceeds by means of, say, an in- 
come subsidy. Again, because of the identity of income-less-lending and 
expenditure, the budget surplus in A and the budget deficit in B are 
each equal to the transfer. 

Whatever the type of transfer and however it is financed and disposed 
of, domestic expenditure in A is reduced, and in B is increased, by the 
amount of the transfer. These changes in expenditure induce changes 
in demand which, at constant terms of trade, create disequilibrium in 
the balance of payments. The transfer problem may then be posed as 
the problem of determining the direction and extent of the change in , 
the terms of trade required to eliminate the balance-of-payments dis- 
equilibrium. + 

The Terms of Trade. To find the effects of a transfer on the terms of 
trade we first determine the excess demand created by the expenditure 
changes at constant terms of trade. This can be done in terms of either 
good since an excess demand for one good implies an excess supply of 
the other good. 

The reduction in domestic expenditure in A decreases the demand for 
Y in A at constant terms of trade by: 


Oa 





P dDa = Maê Da 


Q 
where 7a is the marginal propensity to spend on imports in A. The in- 
crease in domestic expenditure in B increases the demand for Y in B by: 


Ove 
—— dD, = ad D 
5D, b o4 Do 


where c is the marginal propensity to spend on home goods in B. The 
excess demand at constant terms of trade is therefore the sum of these 
changes or: f 

Mad Da + cod Di = (6s — MadT, 


noting that the changes in expenditure in each country are equal to the 
change in lending, i.e., —¢@D,=dD,=dT. Now expenditure in each 
country is divided between home goods and imports so that the sum 
of the marginal propensities to spend on home goods and imports:is 
unity; thus q-+-m=1=c.+m,.° We can now make use of this result 
to translate the above criterion into a number of equivalent forms. The 


? Differentiation of Ds=%a+Py_ and Dy=%/P++ with respect to Da and Ds yields: 


8 ð 
EE ET at te and 


1 Ox, Ox, 
pee ae cae 
P ab,’ aD, ™ + 


¢ 
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most convenient for our purposes is the familiar one: 
(16) (1 ~ mq — m)dT, 


which states that transfer creates an excess demand for, or excess supply 
of, the good of the transferring country depending on whether the sum 
of the marginal propensities to spend on imports is greater or less than 
unity. Only in the special case where the receiving country increases its 
consumption of the two goods in the same proportion that the paying 
country does without them (1—#,—m,=0) will no change in the terms 
of trade be required. If m.-+mm,>1 the receiving country experiences a 
deficit; if ma-+m <1, the paying country suffers a deficit. (See Figure 2.) 

To correct the disequilibrium equal to (1—.—,)dT a change in the 
terms of trade is required. But we already know from the stability con- 
dition (14) that a change in the terms of trade causes an excess supply 
of B’s good (or an excess demand for A’s good, or improves A’s balance, 
or worsens B’s balance) by an amount equal to: 


(17) (na + m — 1)IdP. 


The excess demand for B’s good at constant terms of trade must, at the 
new equilibrium, be equal to the excess supply of B’s good caused by 
the actual change in the terms of trade. Equating of (16) and (17) there- 
fore provides the general criterion for the change in the terms of trade: 
dP 1 — Ma — tity 

dT I (ma + 98 — 1) 

It may be seen that the higher are the price elasticities of demand for 
imports the smaller will be the change in the terms of trade (a small 
change relieves a large excess demand). In the limiting case where one 
of the elasticities is infinite, no change in the terms of trade is required. 
Similarly, the closer to unity is the sum of the marginal propensities to 
import, the smaller is the excess demand to be eliminated by a change 


in the terms of trade, and so the smaller is the actual change in the 
terms of trade.t? 


(18) 


1 To obtain the criterion directly, differentiate the balance of payments equation: 
T= Ly(Ds, 1/P) ar P In(Da, P) 
with respect to T. This yields: 


dD dD, aly &(1/P) al, dP dP 
boar ar a0 a ae a aT 
Expenditure changes are equal in absolute value to the transfer so 
dD dD, 
dT qT 


Then by forming elasticities from the terms on the right, and taking P initially equal to 
un‘ty, we get (18). 

For a sample of recent literature on the transfer problem see [18, Ch. 4] [15] [7] [23]; and for a 
survey of earlier literature see Viner [24, pp. 290-3771. 
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FIGURE 2. Tut TRANSFER PROBLEM 


The pretransfer offer curves (not drawn) are assumed to intersect initially at Q’. Assume 
that country A makes a payment equal to OH of X to ccuntry B. Then at constant terms of 
trade expenditure in A is reduced and in B is increased by OH of X or ST of Y. These changes 
in expenditure induce A to buy UR less of Y and B to buy UW more of Y, creating an excess 
demand for Y and a deficit in A’s balance of payments equal to RW. To eliminate this excess 
demand a deterioration in A’s terms of trade is required until a new equilibrium such as Q 
is achieved. The new equilibrium Q is determined by the intersection of the new offer curves 
HA and HB which originate from the new endowment-position H. 

The criterion for the change in the terms of trade following transfer may be derived as fol- 
lows: Define the marginal propensities to import in each country, 


UR 
Ma ST and 2, Cb ST oT 
and the transfer 
aT OH 


oe OH/ST = ST in terms of F. 


Then the deficit in the balance of payments of country A due to the transfer at constant prices 
(in terms of Y) is: 


dB UW UR SU —TW UR ST 
we = | — — —— = | 1 — ——— — —_ | — 
P aW Ls sr lst [ ST ST 3 OH a 
ey dT 
= (by definition)(1 — Ma — m) >" 
On the other hand we also have, from Figure 1, 
dB TQ TRO QM TW QM ] dP 
—= 0 | as et Il E a t m — 1). 
p ~°" ou Lom To ~ 0M TO p Mtn — i 


dP _ 1 — Ma — m 
aT (nat — 1)" 


. 
oe 
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Real Income. How is real income affected by a grant or gift from one 
country to the other? In the reparations discussions of the interwar 
period the view was widely held that the terms of trade of the paying 
country must fall, thus imposing an additional burden. The change in 
real income implicit within the change in the terms of trade was called 
the “transfer burden.” 

The change in real income due to transfer is composed of two effects — 
the direct effect of the change in expenditure, and the income effect 
implicit within the change in the terms of trade. Thus the real income of 
the receiving country improves by more or less than the transfer itself 
depending on whether the terms of trade improve or worsen. For small 
changes we can approximate the income effect of a change in the terms 
of trade by the change in cost of the initial volume of imports, i.e., by 
IdP. The change in real income as a result of transfer is therefore ap- 
proximately: 


dU, dU, dP 
(19) 


== 147 
dT dT i aT 

where U, and U, are, respectively, the real incomes of A and B. Now 

substituting for dP/dT from (16) we obtain an approximate quantita- 

tive measure of the change in real income evaluated at pretransfer 

prices: 





dU, dU, 1 — Ma — ms 
(20) —— = = 14 
aT aT (ta + m — 1) 

It will now be convenient to introduce a relationship between price 
elasticities and income propensities based on Slutsky’s separation of 
price effects into income and substitution effects. A price elasticity of 
demand can always be written as the sum of a compensated (pure sub- 
stitution) price elasticity and an income propensity. We can therefore 
write the price elasticity of demand for imports as the sum of the com- 
pensated elasticity of demand for imports and the marginal propensity to 
spend on imports. If the primes denote the compensated elasticities 
we have ja=na +m, and m= +-m.1! Since pure substitution effects 


1 Consider any demand function of the form J=I(D, P) and differentiate with respect to P. 


This yields: 
Pd ia dD P a 
I aP? aD IP’ I aP 
after multiplying by P/I. Now —P/I ðI/ðP is the (money-income constant) elasticity of de- 
mand, n, and P ðI/ðD is the marginal propensity to spend, m. Thus: 
P dl dD 
kaaa ea 
I dP IdP 
A change in price can be associated with a change in real income approximately equal to the 
change in cost of the initial amount bought, ZdP. If expenditure is adjusted to compensate for 


-y 
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are, in the two-good case, always positive the ordinary elasticity of 
demand for imports is always larger than the marginal propensity to 
import by an amount which depends on the size of substitution effects. 
(See Figure 3.) 

Using this relationship we can manipulate (20) to get: 


(21) 


dU, dU, Na ~~ Ma -+ no — Ma = Ne + nb 


dT dT Na + qo — 1 ag ee l 


From this criterion it can be seen that the real income of the receiving | 
country can only decline, as a result of transfer, if the system is un- 
stable.” Assuming stability, the higher are ma and m, (the marginal 
propensities to import) the smaller is the increase in real income of the 


receiving country, since income effects enter only in the denominator of 
(21). 








V. Productivity Changes 


Assume that the country experiencing the productivity increase is 
completely specialized and that expenditure increases by the full amount 
of the increase in output. We shall first determine the effects of a change 
in productivity on the terms of trade, and then its influence on real in- 
come. 

The Terms of Trade. To determine the effect of a change in produc- 
tivity on the terms of trade we first determine the excess demand 
created for one of the goods on the assumption that the terms of trade 





this change in real income, i.e., if dD=IdP, then —P/I dI/dP becomes the compensated 
elasticity of demand, 7’, and we get 
n= +n. 

If indifference curves are convex all substitution effects are positive, so „’>0. From this it fol- 
lows that the elasticity of demand for imports is always greater than the marginal propensity 
tc import. A fortiori the sum of the elasticities of demand for imports is greater than the sum 
of the marginal propensities to import so that if m_-++m is equal to, or exceeds, unity the ex- 
change market is necessarily stable. Alternatively, an unstable exchange market implies that 
the sum of the marginal propensities to import is less than unity. J. E. Meade has made ex- 
tensive use [14] of this relation; his stability condition is split into income and substitution 
effects and, in our notation, is na ped -Fna tmm — i. 


2 Leontief produced an example [9] consistent with convex indifference curves, where the 
change in the terms of trade in favor of the paying country is so great that the real income of 
the latter improves as a result of the transfer. Equation (21) proves that this cannot happen 
unless the system is unstable. The identification of this “Leontief Effect” with instability is 
due to Samuelson [22, p. 29]. 


13 Transfer analysis has many applications in economic theory. It applies to any redistribu- 
tion of income between sectors, individuals or groups within a country. In the Keynesian prob- 
lem of income redistribution a gift or tax-cum-subsidy from the rich to the poor increases or 
decreases effective demand depending on whether the marginal propensity to spend (MPS) 
of the rich is less or greater than that of the poor. In public finance theory an increase in govern- 
ment spending financed by new taxes stimulates effective demand if the MPS of the govern- 
ment is greater than that of the public. And in monetary theory a fall in the price level stimu- 
lates effective demand if the MPS of creditors is greater than that of debtors (including gov- 
ernments and central banks). 
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FIGURE 3. INCOME AND PRICE EFFECTS 
Initial equilibrium is at Q on A’s offer curve OA. Suppose that the terms of trade change 
in the proportion 7Q/QM, and that at the new terms of trade A trades at the point Q’. The 
income effect of this change in the terms of trade can be approximated by OD in terms of X 
or TQ in terms of Y, where DQ is drawn parallel to OT. 
To prove the relation between compensated and ordinary elasticities: Define the elasticity of 
demand for ea in A, 


RC. 
M = i A £ OM’ and the marginal propensity to mport in A, ma = TO` 
Then 
m= FO _RC_ CO, 
Na a TO TO TQ" 
But 
CO CQ 


TQ QM oe 


which is the elasticity of demand for imports with the income effect removed, i.e., the com- 
pensated elasticity of demand for imports, nd . 


are constant. If output in country A increases by dX* then the change 
in demand for imports in A is 


Ol. GD, 








since expenditure (equals money income) increases by the full amount 
of the increase in output. Since at constant terms of trade no change 
occurs in country B, this is also equal to the excess demand for imports 
in A. This excess demand must be eliminated by a change in the terms 
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of trade. The criterion is therefore: 

dP Ma 

adX* Ilqa + m-— 1) 
This result is obvious: an increase in the world output of X must lower 
the relative world price of X. The only exception (apart from constant 
costs and incomplete specialization, or perfect substitution in consump- 
tion) is the case where the country which has grown spends all of its 
increased income on its own good (ma= 1— ca.= 0). 

Equation (22) can be translated into proportional changes by multi- 
plying both sides by X (output) and dividing by P, with the following 
result: . 

- dP/P MaX/ PI, a 
(23) Lee ae aetati 
dX*/X mti mti 
where s, is the marginal propensity to spend on imports divided by the 
average propensity to spend on imports—i.e., the income elasticity of 
demand for imports. Alternatively we can express the criterion in terms 
of annual rates of change as follows: 


(22) 





P Ca 
(24) a 
R Ne + M — 1 


where P is the percentage deterioration of A’s terms of trade per year 
and R is the annual rate of growth. 

By following a similar procedure for country B we can find the annual 
percentage change in the terms of trade when both countries are grow- 
ing: 


(25) pw eke mks 


No Hm — 1 


where s, and K are, respectively, the income elasticity of demand for 
imports in B and the annual rate of growth of B. 

Real Income. A more interesting question is whether or not real income 
will increase or decrease as a result of a change in productivity. An in- 
crease in productivity affects real income in two ways which work in 
opposite directions. On the one hand real income increases by the full 
amount of the change in output at constant terms of trade; but, against 
this may be set the negative income effect of the actual deterioration in 
the terms of trade. We may very simply derive a measure of the change 

44 To derive this criterion direczly, differentiate T=Ii(Dp, 1/P)—PIa(Dz, P) with respect to 
X* (output in A). With lending (T) constant and zero, this yields 
ae ee 
a(l/P) aP aX* axe aXe 
Expenditure in B is constant (in terms of B’s good) so dDp/dX, a =0; but expenditure in A in- 
creases pari passu with output, i.e., dD,/dX*= 1. Then, forming elasticities from the terms of 
the left, we get equation (22) above. 
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in real income by adding the effects of the change in real income at con- 
stant terms of trade, and the reduction in income due to the change 
in the terms of trade. The change in real income is dUS=dX,—IdP. 
Dividing by dX% and applying equation (22) we obtain the following 
criterion: 


dU, dP Ma 
(26) 


= 1 -I — aa . 
dX ë dX ë Na + 1b — 1 

Real income will be increased by growth provided that y.+7.> 1+, 
i.e., if the sum of the elasticities of demand for imports is greater than 
unity plus the marginal propensity to import. Note that violation of 
this condition is consistent with stability. (See Figure 4.) 

It will clarify the meaning of (26) if we make use of the relationship 
used in the previous section between “ordinary” and “compensated” 
elasticities of demand for imports—in particular, 7.=7¢ +HmMa. Manipu- 
lating (26) we get 





(27) 





dXa na ts — 1 Na t+ ye — 1 


Thus real income will increase in the growing country if nd >1—m, i.e., 
if the compensated elasticity of demand for imports in the growing 
country is greater than unity minus the ordinary elasticity of demand 
for imports in the other country. This criterion may be simplified some- 
what by substituting in it the well-known relation between the elasticity 
of demand for imports and the elasticity of supply of exports (e): 
no—1=e. The criterion is therefore nd +e 20.15 


15 This relationship can be derived from the income= expenditure condition. From equation 


(2), with no lending, we have: 
xo/P -+ ye = Xo/P + Vo 


1 
or Yo — = 5% — Xi) 


1 
or Ey = P I b 
where Æs represents B’s offers of exports. Differentiating, and taking P as initially unity, we 


have: 
P dE P dl, 


Es dP Ia dP i, 
after dividing by E= I/P. 
Thus &=m— 1, recalling that 
P diy 1/P dIy 


Note that when the elasticity of demand is unity the elasticity of supply of exports is zero; 
this means that the same amount of exports is spent on imports regardless of the terms of 
trade. 

A geometric proof of this relation can easily be got from Figure 3 or from Marshall’s analysis 
(11, pp. 337-38]. 
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FIGURE 4. PRODUCTIVITY, THE TERMS OF TRADE AND REAL INCOME 


Quadrant I illustrates trade equilibrium with the initial offer curves, OA and OB, intersecting 
at Q’. Quadrant II illustrates production and consumption equilibrium in country A: Output 
in A is initially OZ of X; consumption equilibrium is at C (the length and slope of ZC is equal 
to the length and slope of 0Q’). 

Suppose that output and expenditure in A increase to OZ’ in terms of X. Then at constant 
terms of trade inhabitants of A demand more of both goods (in the absence of inferior goods), 
wishing to consume at a point like D. This means that, at any given terms of trade, A demands 
more imports than before the productivity change so that A’s offer curve unambiguously shifts 
to the right (quadrant I). At the original terms of trade there is an excess demand for Y anda 
deficit in A’s balance of payments equal to RW. The disequilibrium induces a flow of gold from 
A to B and a deterioration in A’s terms of trade. 

To connect the ratio of the change in the terms of trade TQ,/0M to the increase in output 
ZZ', i.e., to derive a criterion for the change in the terms of trade, first define the marginal 
propensity to import in A. Since expenditure increases by VS at constant terms of trade and 
the demand for imports increases by the vertical distance between C and D, i.e., by RW, we 
have ma=RW/V S. Now the deficit in A’s balance of payments at constant terms of trade is: 


dB- RW RW ` „VS 
— = RW = — VS = ——-22'-— = 1d X*/P 
P m Sa ae "ER, 
where dX*=ZZ’. On the other hand we know from the analysis of Figure 1 that: 
dB TQ : 
PF OM ou (ma + m2 — 1), 
It follows that: 
dP Ma 


e inte D. 


It is easily seen that the shift in A’s offer curve is greater the higher is the marginal propensity 
to import in A, and that if the latter is zero no shift occurs (all the extra expenditure in A is 
spent on home goods). : 

The change in real income in A, as a result of the productivity increase, is HG, measured at 
pretransfer prices. The criterion: 


dU, GH T 
CH 4 So goe 


CHi TQ _ 7 oP _ ta +m — 1 
adx* ZZ Zz! VS ax* 


g ta +m — 1 f 
is zero for small changes in output when Z’G-extended passes through C. The numerator of this 


criterion can be derived directly by examining the conditions under which a change in the terms 
of trade to Z’C can be an equilibrium, Note that this result is not possible if OB is elastic. 








MUNDELL: THEORY OF INTERNATIONAL TRADE 85 


An alternative, direct method of getting this criterion is to apply the 
“method of comparative statics.” To find whether real income in the 
growing country increases or decreases first determine the excess de- 
mand for imports on the tentative supposition that real income in A is 
constant. If real income is constant the terms of trade move against A 
so there is a pure substitution effect, —n¢ IdP, which measures the in- 
crease in demand for imports in A. On the other hand the increase 
in supply of imports forthcoming from B due to the change in the terms 
of trade is &/d4P. The excess demand at constant real income is there- 
” fore — (nd +e) IdP. The deterioration in A’s terms of trade which leaves 
A’s real income unchanged is therefore too great or too little to relieve 
the excess demand due to the productivity change depending on 
whether nd +620. The criterion for the change in real income is thus 
established since, depending on whether the terms-of-trade change has 
been too great or too little, real income increases or decreases. 

It appears then that a country may be worse off with, than without, 
the improvement in productivity. Growth may be ‘‘damnifying.”!* Too 
rapid growth of the export industries of one country, and the resultant 
attempt to push exports onto world markets, results in such a large 
decline in the terms of trade that the negative income effect of the 
change in relative prices is greater than the positive income effect of the 
increase in domestic output at constant prices. The case of the group of 
primary-producing countries readily presents itself. And, if the model 
were applied to different sectors within a single economy, it might be 
found that U.S. agriculture is another example. 

Nevertheless, this possibility does not present a valid argument 
against growth. In the first place the conditions under which increasing 
productivity can affect real income perversely are quite strict: the 
foreign elasticity of demand must be less than unity and, perhaps, ap- 
preciably so if home substitution effects are high. Second (and more 
important), since world income as a whole increases, by compensation 
both countries (or sectors) could be made better off than before. Finally, 
the damnified country can always impose taxes on trade sufficient to 
reap at least some of the benefits of the productivity increase. Obviously 
the perverse effect is not possible if the growing country is following an 
optimum tariff policy since that implies an elasticity of demand in the 
foreign country greater than unity. 


18 Mill was aware [17, pp. 150-53] that an increase in productivity would lower the com- 
modity terms of trade and even the factoral terms of trade if foreign demand, in the latter 
case, were inelastic. Edgeworth interpreted [3, p. 10] Mill’s passage as indicating that a 
country could be “damnified” by growth, supplying the necessary assumption to make Mill’s 
analysis correct. The first derivations of criteria (23) and (26) are due to Meade /14, e.g., p. 
153} and to Johnson [6] [8]. 
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VI. Taxes and Subsidies on Trade 


A tax or subsidy on trade introduces a divergence between foreign 
and domestic price ratios. Equal taxes on exports or imports create the 
same divergence between foreign and domestic prices ratios (if trade is 
balanced) so that the real effects of import and export taxes are sym- 
metrical. A tax on imports at constant terms o trade raises the relative 
price of imports in the taxing country and therefore draws resources 
away from export industries into import-competing industries. A tax on 
exports at constant terms of trade lowers the relative price of exports 
in the taxing country and thus pushes resources into import-competing 
industries. With balanced trade the revenues collected by the two taxes 
are the same. We may therefore speak of trade restriction or trade pro- 
motion without specifying whether the tax or subsidy is on exports or 
imports.!7 

There are two analytic methods of disposing of the tariff proceeds. 
We may assume that the government spends the tariff proceeds on the 
two goods in a given proportion; or we may suppose that tax proceeds 
are redistributed as income subsidies to consumers. The latter method, 
which is used here, is simpler because it avoids the necessity of introduc- 
ing a government demand equation, and does not give rise to asym- 
metries when dealing with trade subsidies. In the following analysis it 
should be remembered that we are in fact examining the effects of 
tariffs combined with this method of disposing of the proceeds. 

The Terms of Trade. To determine the effect of a tariff on the terms 
of trade first compute the excess demand for imports at constant terms 
of trade. At constant terms of trade the relative price of imports in the 
tariff-imposing country (A) rises by the full amount of the tariff. Then, 
with ¢, representing unity plus the ad valorem rate of tariff, the change 
in demand for imports before redistribution of the proceeds is: 


Of, d( Pt.) pos Ol, Pla 
(Pls) dts ° (Pts) Ie 
assuming initial free trade (t4= 1). To this change in demand must be 


added the increase in demand for imports occasioned by the redistribu- 
tion of the tariff proceeds, i.e., Maladta. Adding the terms we get the 


! 











Idle SS: Nal alte 


17 Marshall writes [12, pp. 180-81]: “ . . . The considerations which can be urged for and 
against the levying of an import tax on a particular commodity differ widely from those 
appropriate to a particular export tax: and this is perhaps the origin of an opinion, which seems 
to pervade a good deal of economic discussion, that a general tax on all imports would have 
widely different effects from a general tax on all exports. In fact the two taxes would have the 
same effect: provided they were evenly distributed, equal in aggregate amount, and their 
proceeds were expended in the same way.” He then shows how this can be proved {Bastable, 
Edgeworth and others were also aware of the symmetry. For a modern treatment see Lerner 
[10]. 
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excess demand for imports due to the tariff at constant terms of trade, 
i.e., (hat Ma) dia= —nd Idia. This excess demand must be eliminated, 
at the new equilibrium, by a change in the terms of trade. We then have 
the following criterion: 


dP —nd 
(28) ú 


dt, agile ng Sod 


Tariffs normally improve the terms of trade.}® 

The degree to which the terms of trade change following a tariff 
depends on the elasticities. The more elastic is the foreign offer curve 
the smaller will be the improvement in the terms of trade due to a tariff, 
and in the limiting case where the foreign offer curve is perfectly elastic, 
the terms of trade remain unchanged (the only exception). On the other 
hand if the foreign offer curve is elastic!® the greater is the compensated 
elasticity of demand for imports at home the more effective will a given 
tariff be in improving the terms of trade; in the limiting case where 
nd is infinite the terms of trade will improve in the same proportion as 
the (ad valorem) tariff. Now both the above propositions are related to 
the classical notion about the division of the gains from trade between 
large and small countries. Because small countries tend to be more 
completely specialized than large countries, it was generally believed 
that the offer curve of a small country was less elastic than that of a 
large country. This means that the gain per unit of trade going to a 
small country was likely to be larger than that going to a large country. 
Then since the small country already reaped a large proportion of the 
gain from trade, opportunities for increasing that gain further through 
tariffs were small. On the other hand large countries, gaining little from 
trade, could exact a larger gain by imposing tariffs and forcing small 
countries to trade at a less favorable price ratio. 

The Domestic Price Ratio. A common motive for trade restriction is 
the protection of import-competing industries. In order that these in- 
dustries be protected the domestic relative price of imports (inclusive of 





18 To derive (28) directly differentiate: 
T = 0 = I,(Ds, 1/P) — PIa (Da; Pls) 
with respect to ża. With Ds constant this yields: 
dP ðla dD, = Oa 
2c f) Fee Pe eS 
(he + m ) din 3D, ale IP) 
= (ma =; RaM 
since dDa/dla= F; i.e., expenditure in A rises by the value of the tariff proceeds. 

The qualitative direction of change in the terms of trade was admitted by Ricardo and 
known to most of the later classical economists. The algebraic criterion can be got from 
Meade’s analysis [14]. 

10 Note that if the foreign offer curve is inelastic the terms of trade may improve by more 


than the tariff, provided that the home offer curve is not perfectly elastic; if the latter is per- 
fectly elastic the maximum change in tke terms of trade is equal to the rate of the tariff. 
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the tariff) must rise. We shall therefore develop a criterion for the change 
in the domestic price ratio following a tariff. 

The domestic price ratio in country A is Pt. (where /, is unity plus 
the ad valorem rate of tariff). We are interested in how Pt, will change 
as a result of an increase in fg, i.e., in the sign of 

d(Pt,) dP 
dig “dhe 
where P and l, are initially equal to unity. Substituting for dP/dt,, from 
equation (26) we obtain the following criterion: 


Ph) i na mt ma — i 





(29) 





dla hti mtp- i 

A tariff raises the domestic price of imports if the sum of the foreign 
elasticity of demand for imports and the domestic marginal propensity 
to import is greater than unity.?° The only exception is the case pre- 
viously mentioned where the home offer curve is infinitely elastic, in 
which case the domestic price ratio remains unchanged. (See Figure 5.) 

The meaning of the criterion will be clarified if we consider the excess 
demand for imports on the assumption that the domestic price ratio 
remains unchanged. In that event the terms of trade improve by the full 
amount of the tariff, so that the change in supply of imports from B is 
— eI di,= (1—m)Idi,. On the other hand the redistribution of the tariff 
proceeds and the resulting increase in domestic expenditure in A in- 
creases the demand for imports by m,[dt,. Subtracting the change in 
supply of imports from B from the increase in demand for imports in A 
we get the excess demand for imports at constant domestic prices, i.e., 
(ns-+ma—1)Idt,. Now if the foreign demand is less than unit-elastic 
(foreign supply elasticity is negative) an improvement in A’s terms of 
trade results in an increase in supply of imports from B; but against this 
must be set the increased demand for imports in A resulting from the 
spending of the tariff proceeds. If the former effect is greater than the 
latter, the relative price of imports must fall. If, for example, the foreign 
elasticity of supply were —.6 (implying an elasticity of demand equal 
to .4) while the domestic marginal propensity to import were .5, the 
tariff would cause, at constant domestic prices, an excess supply of 
B’s good equal to .1 Idi,; to eliminate this excess supply of B’s good, the 
relative (tariff-inclusive) price of imports must fall, and the terms of 
trade must improve by more than the tariff. 

20 The classical economists, many of whom tried to determine whether a country gained more 
or less than the amount of the tax, generally employed the criterion n 2 1, assuming, implicitly 
or explicitly, that the tax proceeds were spent on domestic goods, or that the tax was on the 


transit of goods that would be re-exported. For modern discussions see Lerner [10] and Metzler 
[16]. 
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FIGURE 5. Tarrers, THE TERMS OF TRADE AND THE DOMESTIC PRICE RATIO 


The offer curves of A (not drawn) and B (OB) intersect at the free-trade equilibrium Q 
Suppose that this equilibrium is disturbed by the imposition of a tariff by A’s government. At 
constant terms of trade the price of Y in A rises by the full amount of the tariff LO/OM and 
trade equilibrium in A moves to a point on A’s original offer curve, such as H. But when tariff 
revenues equal (approximately) to OL in terms of X are redistributed to consumers the demand 
for both goods increases, The equilibrium point for A at constant terms of trade therefore 
moves to a point on A’s revenue-redisiributed offer curve, such as J. At constant terms of 
trade the tariff-cum-income subsidy results in an excess supply of Y anda surplus in A’s balance 
of payments equal to QW since the new equilibrium at J must be below Q if substitution effects 
are positive. Gold therefore flows into A from B and A’s terms of trade improve until the 
excess supply WQ is relieved. Assume that the new equilibrium is at Q’. 

The excess demand for imports in A at constant terms of trade is: 


dB wo WQ OM OL , 
— T = W = —=-OM = — ——-——-0M = i Tite. 
Por or! = or oL om T” 
On the other hand we have: 
dB WR QM TR QM ] TQ 
Liema = = = ee Pn ara ee ee cas 
P RA QM TQ OM TO om QM 
dP . 
(utot IS: 
It follows that: a, 


dP =ne 
dia Ne + +p —1 


Note that ya refers to the elasticity of the revenue-redistributed offer curve in A. < 

For the domestic price ratio in A to be unchanged at the new equilibrium, as a result of the 
tariff, the slope of the A-indifference curve at Q’ must be the same as the slope of the indiffer- 
ence curves of A and B at Q. But in that case the marginal propensity to import in A is equal 
to RQ/TQ (for small tariffs); and since 


it follows that 7:—7.—1=0. This is the borderline case. It is easily seen that the slope of A’s 
indifference curve at Q’ is flatter or steeper than that at Q as ma Zm-l. 


‘ 
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This possibility is consistent with stability. It means that a tariff 
may have an adverse protective effect. To protect the domestic in- 
dustry imports must be subsidized instead of taxed! Under no circum- 
stances, however, would a country ever find it beneficial in fact to sub- 
sidize imports to protect the domestic industry. For the adverse pro- 
tective effect to occur the foreign demand must be inelastic, and in 
that case a tariff must always result in an improvement in national 
welfare (more imports are obtained for fewer exports). If an optimum 
tariff policy is being followed a further increase in the tariff always 
raises the relative price of imports in the tariff-imposing country and . 
thus has a normal protective effect. 

Tariff Changes in Both Countries. If both countries adjust their tariff 
rates the extent and direction of the disequilibrium depends on the size 
of the tariff changes and the elasticities of demand. In bilateral tariff 
negotiations it may be useful to know what adjustment in the tariffs of 
both countries will leave the balance of payments unaltered. If, for 
practical reasons, changes in the terms of trade (through exchange rate 
or wage changes) must be ruled out, countries embarking on, say, a cus- 
toms union experiment may need to know the rate at which each can 
reduce tariffs so as to leave the balance of payments unchanged. The 
answer to this question can readily be obtained from equation (28) 
making appropriate adjustments for country B. If we write P as the 
annual deterioration of country A’s terms of trade, i, as the annual 
change in A’s tariff and /, as the annual change in B’s tariff we can ob- 
tain the following criterion: 

ne h = Na be 
(30) P= =, 
Na + Nb 1 


In order to prevent any change in the terms of trade the numerator 
must be zero; tariffs must then be changed at a rate inversely propor- 
tional to the compensated elasticities of demand for imports. [Note 
that equation (28) applies with a changed sign to subsidies since sub- 
sidies are simply negative tariffs. ] 

Income Transfers and Trade Taxes. Suppose the authorities in one 
country wish to make a grant to another country but, for political or 
other reasons, are unable to make the gift official. Alternatively, suppose 
that one country wishes to exact a transfer of real income from another 
country without imposing a formal tribute. Can this be accomplished 
efficiently by changes in trade taxes? (See Figure 6.) 

To show that it can consider first the relation between trade taxes 
and subsidies. Suppose that country A subsidizes exports (or imports) 
while country B taxes imports (or exports). In that case the same goods 
are being taxed, the only difference being that the customs duties are 
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FIGURE 6. INCOME TRANSFERS AND TRADE TAXES 

Initial equilibrium is at Q on the contract curve KK. Suppose that A subsidizes, and B 
taxes, trade at the same rate OT /TM. Then A’s and B’s offer curves bend down to OA’ and 
OB’, respectively, intersecting at Q’ (they still originate from Q). Since price ratios remain the 
same in both countries Q’ must be on the contract curve. The slope of the indifference curves 
at Q’ are, from the transfer analysis, greater or less than the slope at Q depending on whether 
the sum of the marginal propensities te import is greater or less than unity. The terms of trade 
are now OQ’, necessarily worse for A if the system is stable. Real income in A falls to the same 
extent as if A had made a gift of OT of X to B. 

Suppose now that only B has a tax (equal to OT /TM) so that trade equilibrium is at S. To 
restore efficiency (Pareto optimum), A can impose a subsidy equal to B’s tariff, attaining the 
equilibrium (worse for A, better for B) Q’. A more interesting possibility is for A to bribe B to 
remove the tariff, the value of the bribe being the transfer necessary to effect an equilibrium 
between W and Z (better for both than S). Or if A is already receiving gifts from B then tariff 
reduction in B and the elimination of gifts to A (i.e., “Trade, not Aid”) can make both A and 
B better off. 


collected by officials of different nationality. Trade is subsidized in A 
and taxed in B. Now if the increase in trade subsidies in A is equal to 
the increase in trade taxes in B this combined policy is equal to a trans- 
fer of income from A to B equal to the value of the tax-subsidy pay- 
ments. Since the tax in B cancels the subsidy in A, price ratios in the 
two countries must be the same. The change in real income, evaluated 
at the original price ratio, in each country is given by: 


(=ni ta + nb ty) I y 


—dU, = dU, = IdP = 
ha + me — 1 
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Now if —dt,=di,= di we have: 
~—dU, —dUs, na +78 


(31) = = 
Idi Idt ta + 45 — 1 








But (31) is the same as the criterion for the change in real income after 
transfer [equation (19) above] if Idi, the value of the tax-subsidy re- 
ceipts, is substituted for the transfer. 


VII. Consumption and Production Taxes 


Taxes on commodities, as distinct from taxes on trade, make it neces- 
sary to distinguish between consumers’ and producers’ price ratios. A 
consumption tax or subsidy creates a divergence between the price ratio 
facing consumers in the taxing country and all other price ratios, while 
a production tax causes a discrepancy between the price ratio facing 
producers and all other price ratios. 

There are eight taxes and subsidies in each country which are pos- 
‘sible, but it will not be necessary to consider more than two. A subsidy 
is a negative tax so that we need only consider taxes. And a tax on one 
good is equivalent to a subsidy on the other good because of our as- 
sumptions about the disposal of tax proceeds and the financing of sub- 
sidy payments. Because of these assumptions an equal tax on the two 
goods has no effect on equilibrium; this follows because each tax is 
combined with an income subsidy, and an income subsidy has the same 
effect as an equal subsidy (or an equal reduction in taxes) on the two 
goods. But if an equal tax on the two goods does not affect equilibrium, 
then neither does a tax on one of the goods combined with the elimina- 
tion of a subsidy of equal amount on the other good—hence it follows 
that a tax on one of the goods is equivalent to a subsidy on the other. 
Thus we need only consider one consumption tax and one production 
tax. 

Consumption Taxes and the Terms of Trade. To find the effects of a 
consumption tax on the terms of trade first determine the excess demand 
caused by the tax at constant terms of trade. Let us suppose that a tax. 
is imposed by country A on the imported good, Y. Then at constant 
terms of trade the price of F to consumers in A rises by the amount of 
the tax. Before the redistribution of the tax proceeds the change in 
demand for y in A, at constant terms of trade, is 

Oye Pleya 


— alley = — Vall cya 
ee ya Vath cy Aua¥at cy 


where teya is unity plus the rate at which commodity Y is taxed in A 





` 
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and aya is the elasticity of demand for y in A (P and teya are both 
initially taken to be unity.) Now the tax proceeds amount to Yađteya SO 
that the increase in demand for y due to their disposition is MaYadteya- 
Adding the two effects we get the excess demand at constant terms of 
trade, 


(m = Nya) Yadloya = nyavadt cya; 


where nja is the compensated elasticity of demand for y in A, i.e., the 
elasticity of demand for Y after consumers have been compensated for 
the change in real income implicit within the price change. We now have 
the following criterion: 





(32) 


The compensated elasticity term is positive (it represents the elastic- 
ity of a consumption indifference curve) so that a consumption tax on 
the imported good generally improves the terms of trade of the taxing 
country. This conclusion is to be expected since a tax on the imported 
good diverts demand away from that good, thereby causing an excess 
world supply. 

There are some special cases we may consider: (1) in the unusual case 
where nya is zero—implying no substitution in consumption (a kinked 
consumption indifference curve at that point)—the terms of trade do 
not change; (2) if the foreign offer curve is perfectly elastic any excess 
demand can be eliminated by shifts in production or consumption at 
constant cost in the foreign country so there results no change in the 
terms of trade; (3) if the domestic offer curve is perfectly elastic (ņa is 
infinite) it is now necessary to know whether this is due to perfect sub- 
stitution in production (incomplete specialization at constant cost) or 
derfect substitution in consumption; if the former is the case the de- 
iominator of (32) is infinite, so the terms of trade do not change; but if 

2 The elasticity of demand for the imported good is never larger than the elasticity of de- 


nand for imports. The exact relation can be derived from the definition of the demand for 
mports. From Ja=4a— Yq we get, by differentiation, 


OIn _ Ya Ya 
aP aP aP 
nd 
P l _ Oy. P Ya Ya P Ya 
“l ðP OP yala OPY, In 
thence 


Ya 

I 

there eya is the elasticity of supply of F in A. (A similar result, holds for country B.) The 
lasticities nya and 7, coincide only when there is no home production of the imported good. 


Ye 
Ya = Nya pa Eya 


' j 
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the goods are perfect substitutes in consumption both the denominator 
and the numerator are infinite so that the terms of trade change by the 
full amount of the tax; (4) if there is no domestic production of the 
imported good the tax has the same effect as a tarif (ya=I and 
Nya = Na ) , 

This analysis applies also to a subsidy on the consumption of the good 
which is exported and, with a change of sign, to a subsidy on the im- 
ported good or tax on the exported good. 

Consumption Taxes and the Ratio of Market Prices. Does a consump- 
tion tax necessarily raise the market price of the taxed good relative to 
that of the untaxed good? By analogy to the effect of a tariff on the 
domestic price ratio we should not expect this to be so. The market 
(relative) price of importables is Pt.yz., which we assume to be initially 
unity. The change in this price ratio due to the tariff is: 


d(Pleya) ae dP Ya Nya 
dteya dleya I mtm- i 





(33) 


a 





No + Ma + eye -1 


Na + 7 —1 


where eya is the compensated elasticity of supply of F in A, and repre- 
sents the elasticity of the production transformation curves.?? Only by 


2 The compensated elasticity of supply requires some explanation. From the two relations: 
Y, 


Ya a 
Ma = ha FMa, and Na = Nya T + éva F 


we can obtain: 


a Y, 
Ne = Na — Ma = Cya se Ma) 7 + (eya F Ma) T . 


Tt can now be shown that nya—Ma=nya , the compensated elasticity of demand for Y in A; and 
that ¢,0+-a=eys , the compensated elasticity of supply of Y in A. We have dl,=dy,—dYa 
from the definition of the demand for imports. Now dIa contains an income effect equal to 
— Malad P where — Ied P measures the charge in real income of country A looked at as a whole. 
The term dy, contains an income effect equal to —Iayad P, where —yad.P measures the change 
in real income of people of country A looked at in their role as consumers alone. Finally the 
term dYa contains an income effect equal to #a Yad P where Y,dP measures the change in real 
income of producers of Y in country A. We now have the following relations: 


dla = (dla) — meladP; dYa = (dya) — Maad P; and dYa = (YoY + MaYedP 
where the primes denote pure substitution effects. Substituting in dle =dye—d Ye we get 
(dla)? — malad P = (dya) — mayad P — [(4¥ 2)’ + mY.dP |. 


The income effects on the two sides cancel and the proof of the relation between compensated 
elasticities follows readily. Dividing by TadP, multiplying by P, and changing signs we obtain 


T 
where the primes denote that the elasticities contain no income effects. 
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this term does the last criterion in (33) differ from the criterion for a 
change in the domestic price ratio after the imposition of a tariff [see 
equation (29)]. If a tariff will raise the domestic relative price of im- 
ports so will a consumption tax on the import good. The converse is not 
true. Even if the foreign offer curve is inelastic and the domestic margi- 
nal propensity to import is low, high substitution effects in production 
will be sufficient to ensure a rise in the tax-inclusive price of importables. 

Production Taxes and the Terms of Trade. To find the effects of a pro- 
duction tax on the terms of trade first consider the excess demand 
caused by the production tax at constant terms of trade. If a tax on 
the production of the import good is imposed and the proceeds of the 
tax are redistributed to producers there remains only a pure substitution 
effect, a movement along the production-possibility curve. At constant 
terms of trade (which is also the price ratio facing domestic consumers) 
the excess demand for imports, after the redistribution of the proceeds, 
is equal to: 


eva Yadlpya 


where fpya is equal to unity plus the tax, and éja is the elasticity of the 
transformation curve. This excess demand must be eliminated by a 
worsening of A’s terms of trade. The criterion is therefore: 


(34) ee e 
dipya I (na +m- 1) 


Since with increasing opportunity costs ¢), is always positive the terms 
of trade of the taxing country fall. Again this applies to a production 
subsidy on the exported good and, with a change of sign, to a production 
subsidy on the imported good and a production tax on the exported 
good. This conforms to common sense. A tax on the production of any 
good decreases the production of that good and increases the production 
of the other good causing a rise in the relative world price of the taxed 
good. 

Production Taxes and Relative Prices at Factor Cost. The price ratio 








These elasticities have a simple interpretation: 2 is the elasticity of a trade-indifference 


curve; ‘te is the elasticity of a consumption-indifference curve; and Ms is the elasticity of a 
production-indifference (production-possibility) curve. The identification is formally valid 
for small changes only. 
Criterion (32) can be derived directly by differentiating: 
T = 0 = I,(Ds, 1/P) — P[ya(Da, Pleys) — Ya(P)| 
noting that Dy is constant and that 
dDa 


dleya 
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facing producers is P/tpye, which is initially taken to be unity. This will 
change as a result of a tax depending on the sign of: 





d(P/tyye) AP f Y, Eya 
dipa diyya I pu ee | 


(35) 


7 


Yu 
—1 
I 





? 
Nb + Ma + Nya 


Na + yn — 1 


The analogy to equations (29) and (33) above readily presents itself.” 

Relation between Commodity Taxes and Trade Taxes. A tariff, at con- 
stant terms of trade, raises the price of imports to both consumers and 
producers in the taxing country by the full amount of the tariff. Any 
other system of taxes which does the same thing will have the same 
effect on the terms of trade as a tariff. Thus taxes on trade can be dupli- 
cated by taxes on commodities. We can establish these relations either 
by showing that the tax combination affects the price ratios facing con- 
sumers and producers in the same way as a trade tax, or by adding the 
effects of the criteria obtained above in each case. By either method it 
is readily shown that a tariff (on F) or an export tax (on X) is equivalent 
in real terms to: (a) a consumption tax on Y plus a production subsidy 
on Y; (b) a consumption tax on F plus a production tax on X; (c) a 
consumption subsidy on X plus a production subsidy on Y; (d) a con- 
sumption subsidy on X plus a production tax on X. And because trade 
subsidies are negative trade taxes, an export subsidy (on X) or an im- 
port subsidy (on Y) can be duplicated by: (e) a consumption subsidy 
on Y plus a production tax on Y; (f) a consumption subsidy on Y plus 
a production subsidy on X; (g) a consumption tax on X plus a produc- 
tion tax on Y; (h) a consumption tax on X plus a production subsidy on 
X. From these relations it follows that: (1) the effects of devaluation 
can be duplicated or frustrated by changes in commodity taxes and 
subsidies (since devaluation is equivalent to an import tariff plus an 
export subsidy); (2) the optimum tariff can be duplicated by com- 
modity taxes; and (3) income transfers can be duplicated by changes in 


z3 Criterion (34) can be derived directly by differentiating: 
P 
T = 0 = 14(Ds,3/P) — P| Da P) ~ ¥e(—) | 


‘Pye 
noting that 
dDa 


dipya 
To my knowledge the effects of consumption and production taxes on the terms of trade have 
not been formally treated in the literature before, although the general direction of their 
influence is indicated in many classical writings. See, for example, Viner [24, p. 363]. 
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commodity taxes in both countries. A further application is to customs 
unions; an agreement over tariff reduction has little force if it is not 
combined with agreement over the domestic tax structures. 

Consideration of the commodity-tax structure is necessary before 
evaluating the desirability of tariff reductions. If there are commodity 
taxes and subsidies in each country none of the well-known welfare 
propositions of international trade theory holds. In particular from a 
“free-trade” (i.e., no trade taxes) position, it can be shown that, if there 
are commodity taxes and subsidies: (1) both countries simultaneously 
may be better off without, than with, trade; (2) a country may gain by 
a deterioration in its terms of trade even if the initiating cause occurs 
in the foreign country; (3) a small tariff may worsen the welfare of the 
tariff-imposing country even if the foreign offer curve is not infinitely 
elastic; and (4) the imposition of a tariff may simultaneously improve 
the welfare of both countries. These propositions follow because com- 
modity taxes overextend or underextend trade. 


VIII. Other Mechanisms of Adjustment 


Thus far we have dealt with the effect of policy changes on the terms 
of trade, the latter adjusting through price-level or exchange-rate varia- 
tions. It was argued earlier that authorities may adopt other policies 
which prevent, or render unnecessary, changes in the terms of trade. 
This would be the case if authorities pegged the exchange rate and 
stabilized domestic price levels, relying on, say, trade controls to correct 
disequilibria. The purpose of this section is to show how the results 
already obtained can be applied to other mechanisms of adjustment. 
The procedure to be followed is the same as before: First state the 
postulate on which dynamic behavior is based, deduce the condition 
of dynamic stability, and then examine the excess demands caused by 
the policy changes. 

Fiscal Policy and Capital Movements. Suppose that authorities peg 
the exchange rate and stabilize the domestic price level in each country. 
The price level may be stabilized in a variety of ways but the simplest 
for our purpose is to suppose that authorities inflate domestic expendi- 
ture by means of a budget deficit when there is deflationary pressure 
(excess supply of its export good) and deflate domestic expenditure by 
means of a budget surplus when there is inflationary pressure (excess 
demand for its export good). We may assume that the deficits and sur- 
pluses are financed and disposed of by drawing on or accumulating 
credits with an international agency—say, the International Monetary 
Fund. Now since an excess supply of one country’s good implies an ex- 
cess demand for the other country’s good it follows that one country 
will be borrowing at the time another country is lending; and because of 
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the indentity of income (including loans) and expenditure, the rate of 
lending by one country is equal to the rate of borrowing in the other 
country, and both are equal (with appropriate signs) to the rate at 
which the budgets are out of balance. 

Whether or not a system based on these rules is stable depends on 
the effectiveness of the deflation-inflation policy in relieving excess de- 
mand for the deflating country’s good and excess supply of the inflating 
country’s good. But it is easily seen that this is equivalent to whether a 
transfer from one country to another will cause an excess supply of the 
transferring country’s good. The system is therefore stable or unstable 
depending on whether the sum of the marginal propensities to import is 
less than or greater than unity. The term 1—m,—m, also gives the 
denominator of the criterion showing the direction and amount of lend- 
ing required to eliminate a given excess demand. (See Figure 7.) 

To determine the effects of policy changes on lending in a system 
obeying the above rules we (as before) find the excess demand due to 
the policy change with no lending. For example, the excess demand for 
imports due to a tariff in country A is —y7 Idf,. The change in the trade 
balance and lending of country A is therefore: 

dT na 
(36) — =; 

dig 1 — Ma — m 
if the systern is stable the tariff improves the trade balance.” Or we may 
consider the change in lending and the trade balance due to an increase 
in productivity in, say, country B: 

dT Mb 


dYËë 1-—m—m’ 
assuming stability, country A must lend to country B to maintain 
equilibrium in the balance of payments. 

In a similar fashion we can find the effects on lending of all the policies 
discussed in previous sections. It may be helpful to consider two cases. 
Suppose that country A devalues its currency. Applying the same . 
method we find that the criterion for the change in the balance of trade 
and lending is: 


(38) 





(37) 


dT (ma +m — M 
dP 1 — Ma — m, 


It should be noticed that (38) is the reciprocal of (18), the criterion for 
the change in the terms of trade after transfer. The interpretation is 





% This criterion has been used by Meade [14, p. 155] and derived geometrically by Ozga 
{21] although in neither case is a distinction made between stable and unstable situations. 
Ozga’s analysis, which was presented to a seminar in London in 1956, greatly improved my 
own geometrical representations. 
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FIGURE 7. STABILITY oF THE “IMF SYSTEM?” 


Let equilibrium be initially at Q with the government of A lending or giving to the govern- 
ment of B the annual payment OH. It is assumed that exchange rates are fixed and that each 
government, by means of fiscal policy, stabilizes export price levels. 

Now suppose that the equilibrium is disturbed by, say, a private flow of capital of HZ from 
B to A, and that this induces an excess of saving over investment in B, and an excess of invest- 
ment over saving in A, equal to the transfer. Now if the sum of the marginal propensities to 
import is less than unity, as in the diagram, the Engel curve of A (A.A) must be flatter than the 
Engel curve of B (BB); the capital flow therefore induces an excess demand for A’s good and 
an excess supply of B’s good, and a surplus in A’s and a deficit in B’s balance of payments. 

To correct the disequilibrium, A’s government deflates expenditure by means of a budget 
surplus and turns the proceeds over to the IMF; and B’s government inflates expenditure by 
means of a budget deficit borrowing from the IMF. This process continues until the infla- 
tionary pressure in A and the deflationary pressure in B are eliminated, i.e., until the equilib- 
rium Q and the net lending position OH are restored. By similar analysis it can be shown that 
a movement of capital from A to B in excess of OH (say to OK) will cause deflationary pressure 
in A and inflationary pressure in B, necessitating government action in each country to elimi- 
nate the disequilibrium. In either case the equilibrium @Q is stable. 

But if the sum of the marginal propensities to import exceeds unity the system is unstable. 
This may be seen by considering again a movement of capital from B to A of HL. This time 
the capital movement causes an excess supply of A’s good and an excess demand for B’s good. 
A’s government therefore inflates expenditure and B’s government deflates expenditure, mov- 
ing the system ever further from equilibrium. 

As a practical problem it would be necessary to distinguish between the Engel curves ap- 
propriate for different types of transfer. 


fundamentally different. In (18) the stability condition is that the sum 
of the elasticities is greater than unity, while in (38) the stability condi- 
tion is that the sum of the marginal propensities to import is less than 
unity. In (18) lending induces—because of the “rules of the gold- 
standard- (or flexible-exchange-rate-) game”—a change in the terms of 
trade; in (38) devaluation induces—because of the “rules of the IMF 
game’’—-a change in the balance of trade and lending. An interesting 
result is the following: If the IMF system is unstable the gold standard 
(or flexible exchange) system is stable; and if the gold standard (or 
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flexible exchange) system is unstable the IMF system is stable. Imstabil- 
ity of one system therefore implies stability of the other system, though 
not vice versa. This relation holds because the sum of the marginal 
propensities to import is less than the sum of the elasticities of demand 
for imports. 

Finally, consider a trivial case. A change in capital exports has no 
ultimate effect on net lending! In the IMF system there is only one 
equilibrium rate of lending (in the absence of other trade policy changes), 
just as, in the classical system, there is only one equilibrium value of 
the terms of trade (assuming that the equilibrium is unique). This 
trivial case is cited for purposes of comparison with the classical con- 
tention that devaluation, from a position of equilibrium, does not 
change the terms of trade or the balance of trade: instead, it initiates 
price level changes which restore the equilibrium terms of trade. A dis- 
placement of the variable of adjustment from equilibrium initiates 
dynamic forces which induce a return to equilibrium. 

Similar analysis can be applied to systems of adjustment based on 
tariff, tax or productivity changes. 


IX. Summary 


The results of the preceding analysis may all be summarized by in- 
troducing all policy parameters into the balance of payments equation 
and differentiating. We obtain: 


(1 — ma — my) dT — I (qa + m — DdP — Ind dia + Ini dio — yanyd dloa 
+ Load db ep + Facya dlpa z X iero dipo + Mad X gf a mid X E = 


where the same terminology is used as before except that effective tax 
rates are used. (Thus dé, and di, refer to the effective rate at which 
trade taxes are changed in A and B; changes in trade subsidies are sub- 
tracted from changes in trade taxes. Similarly dica and dia represent the 
effective rate at which consumption taxes or subsidies are changed in 
A and B; a tax on the consumption of import goods combined with an 
equal tax on the consumption of home goods would leave the effective 
rate unchanged. Similarly for production taxes dtpa and dtp.) 

The policy equation (39) shows the relation between policy changes 
which are necessary to maintain equilibrium in the system; it can be 
used to show the policy changes which are necessary to offset the dis- 
equilibrium caused by other policies. Suppose, for example, country A 
wishes to know the rate at which it must tax import goods in order to 
relieve a disequilibrium caused by an increase in productivity in the 
foreign country. To find the answer set all policy changes except dtea and 
dX} equal to zero. This leaves the equation 


(39) 


—Yanyadtea — md Xf = 
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and the answer 
db ca My 
XË Yd 


The productivity change in B causes a surplus in A’s balance which can 
be relieved by a reduction in the rate at which consumption of import 
goods (export goods) are taxed (subsidized) in A. Any other relation 
between two or more policy changes can in this way be determined.” 


X. Extension of the Model: The Multiple Country Case 


The propositions now established have been derived from a model 
consisting of only two goods and two countries. The traditional use of 
this model in international trade literature is based on a belief that it 
suggests “theorems which may be seen to admit of extension to more 
concrete cases” [3, p. 31]. In this final section general results are derived 
and it is shown that in at least one important case the propositions pre- 
viously established for two countries hold for an arbitrary number of 
countries. 

Suppose that there are n+1 countries, and let all prices and balances 
of payments be expressed in terms of the currency of country 0 (e.g., 
dollars). If prices (of export goods or currencies) are flexible then the 
balance of each country depends on all prices. The conditions of equilib- 
rium can be written as follows: 


Bi(Pi, Bey Pa; a) = 0 
(40) 
B,(Pi, +++, Paja) = 0 


where a is a parameter representing a particular policy.** Note that only 


5 All of the criteria contained in equation (39) are capable of simple geometric proofs when 
the variables are taken two at a time. 

The above analysis of policy changes has been expounded on the assumption that trans- 
port costs are absent; for a geometrical representation of transport costs employing Marshall- 
ian offer curves see Mundell [19]. 

28 Let £r and Xrs be, respectively, consumption and production of the rth good in the sth 
country, and let T, be the capital exports of country s. Suppose that there are # countries and 
ut-++1 goods. Then a general model can be expressed by the following equations: 


(1) Y, — Ds = }, Pr(Xre — Hrs) = Ts (s = 1,2,+++,) 
tel 

The national “budget” equations: Income—Spending= Lending, for each country. If these 

equations are satisfied each country is on its m-dimensional offer curve. 


(2) D (Kis — tre) = 0 (ry = 1,2,-+-+,m) 
=Í 

The market clearing equations: World Supply = World Demand, for every good. Notice that 

the excess supply function of the numeraire, commodity 0 (e.g., gold), is omitted; if equations 

(1) are satisfied, then the last equation in (2) can be deduced from the others (or vice versa). 
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n equations are required since we are dealing with normalized prices; 
the balance of payments of country 0 follows from what may be called 
Cournot’s Law." 

We wish to determine the effects of a shift in the policy a on the 
equilibrium set of prices so we differentiate equations (40) with respect 
to a. With appropriate choice of units of currencies or goods we get: 


dP; dP, OB, 
bu — Ht bn — = — — 
da 








da da 

(41) Geet ede Od 
eee ee 
da da da 


where 6;;=0B,/0P; is the change in the balance of the 7th country due 
to a change in the price of the goods of the jth country. Solving for 
dP;/da we obtain, 





; dP; ðBı Ari OBn Ani z OB; Aji 
(42) — = = — pe ee ilil ae Si 
da ða A ða A Sida. A 

G@=1,- , nj 

Ven eat, (r= 1,-- sm) 

(3) rs = Brs(Ds, Pr, Pn) (s= 1,- n) 


Demand for the rth good in the sth country depends on the level of spending and the prices 
both expressed in terms of money, commodity 0. 


(r = 0,1, +++, m) 
ra = re(P1,°°* 5 Pa 
(4) : Xn = Xeo(Pr ) a 


Supply of the rth good in the sth country depends on the prices. 

Domestic expenditure is assumed to be linked to lending and other policy variables. If we 
add to this system equations of the form D,=D,(T3; a), where æ is any policy, then we have 
a system of 2(mn-+n)-++m--n equations, and 2(mn-+n)-+m-+2n unknowns. By specifying x 
parameters representing the capital exports of each country, the system becomes determined. 

In the text the P’s refer to the price level of each country’s exports (exchange rates con- 
stant), or the price of each country’s currency (price levels constant). If each country exports 
only one product, and the budget equations (1) are satisfied, then the partial derivatives 
aB;/8P;=b,; {used in equation (42)] can be identified with the world elasticity of demand 
and supply of the exports of the ¿th country with respect to a change in the price of the exports 
of the jth country, making use of the following relations: 

B; = Value of Exports — Value of Imports 
= (Foreign Demand — Domestic Excess Supply) P: 
= Pilen + ++ + win) — PX 
and differentiating with respect to P;. Elasticities can then be formed by multiplying and 
dividing by Xj, leaving the typical term @B;/OP;=X.(yj— 1). (This assumes that units are 
chosen so that each P; is initially unity.) 
27 Cournot made extensive use of the proposition that the sum of all balances is necessarily 


zero [2, Ch. 3]. 
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where 


bire + + bin R 
T and where A; is the cofactor of the 


| bni * + + Dan 


Equations (42) provide a general framework into which specific policy 
changes can be introduced. But in order to evaluate any of the signs, 
dP;/de, it is necessary to know the values, or at least the signs, of two 
kinds of terms: the coefficients 0B;/da and the ratios A;;/A. Now the 
coefficients 0B,;/da describe the change in the balances of payments 
arising from the policy change at constant prices: to evaluate these co- 
efficients, then, we can apply the method of comparative statics. ‘The 
ratios A,;/A, on the other hand, indicate the interactions of price 
changes in multiple markets, and the effectiveness of price changes in 
relieving the initial disequilibrium. In the two-country case these signs 
were determined by the stability conditions; in the multiple-country 
case, however, it is easily shown that some of the ratios may be positive 
while others are negative without conflicting with the conditions of 
stability. It appears, then, that in evaluating equations (42) we will be 
left with some positive and some negative terms, and no general pre- 
sumption about the sign of dP./da. 

To make progress some restriction on the signs of the elements 0;; in 
the basic determinant A is required. The most interesting special case, 
for present purposes, is that where 6;;>0 for i=j. This assumption 
means that an increase in the price of the exports of any country, other 
prices being held constant, improves the balance of payments of every 
other country; it also implies, by Cournot’s Law, that a rise in the 
price level in one country worsens that country’s balance of pay- 
ments. From this assumption flow two important deductions: (1) the 
system is stable under the usual dynamic postulates®® [1] [4]][20]; 


jth row and the ith column of A, 


28 There are two approaches to the stability of international equilibrium. One approach is 
to treat the world economy like the domestic economy and postulate that the price of any 
good rises and falls in proportion to the excess demand and supply of that good. For example, 
the dynamic system may be written as follows: 

o hE (tee Xn) 
di sml 

where the summation is over countries. By linearizing (1) (retaining only linear terms of a 
Taylor series), and translating the resulting partial derivatives into demand and supply elas- 
ticities, we obtain: 

dP, z. = 0, 
(2) "ap = kX > (nea — éra) (Po — Pa) 

Qe] 

where the own elasticities of demand (arr) and supply (err) in the world as a whole are defined 
to be, normally, negative and positive respectively. The linear system can be stable only if the 
real parts of the roots of the following equation: 


(3) | ReX (nra = Erg) = SrA | =0 
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and (2) every ratio A,,/A is negative [18, pp. 49-51]. With this infor- 
mation we can evaluate the direction of change in the terms of trade 
resulting from many policy changes. 

Productivity Changes. Suppose that output and expenditure in country 
0, the numeraire country, increase by dX. At constant prices, assuming 
no inferior goods, inhabitants of country 0 buy more of all goods, creat- 
ing a deficit in their own balance and a surplus in the balance of every 
other country. The surplus in the balance of country 7 is mio¢dXq where 
mo is the marginal propensity to spend in country 0 on the goods of the 
ith country. The typical term in equation (42) is therefore 

3B; 


~- = — myo. 


ða 





are all negative (6; is the Kronecker delta). The theorem on gross substitutes states that if all 
cross elasticities are positive (including the cross elasticities of demand for the numeraire good) 
the system is stable. 

The above system focuses attention on world markets for particular commodities. Classical 
international trade theorists on the other hand (with the exception of F. D. Graham) em- 
phasized the importance of disequilibrium in the balance of payments, gold flows and changes 
in the terms of trade. If we now jet P; denote the world price of the exports of country i we 
have the following system which is more compatible with the postulates of classical theory: 

dP; 
(4) qy T MBPs: Pa) G@=1,--+-,2) 
assuming that there are now #-++1 countries, and that prices are expressed in terms of the ex- 
ports of country 0. Following the same procedure as akove we find that stability requires that 
the real parts of the roots of the following equation: 


(5) | liibi; we sA | =0 


must all be negative. Again, stability is assured if all b;;>0 for ¢>j. If prices were all constant 
and exchange rates were all flexible the system would be stable if all currencies were gross 
substitutes. 

Generally the systems (1) and (4) are fundamentally different. Goods may all be gross sub- 
stitutes while some currencies are gross complements, and vice versa. The gap between the two 
systems narrows, however, when only one country produces each good: In that case an excess 
world demand for a good implies an excess demand for the currency of the country producing 
that good. 

I have said that the system (4) conforms more closely to the classical system than does 
system (1). This is not meant to imply that classical theorists would accept even as an approxi- 
mation the rigid dynamic laws postulated. Consider, for example, the following passage from 
Marshall’s privately circulated manuscript of 1879 [11, pp. 19, 25]: 

. .. BO that if we chose to assign to these horizontal and vertical forces any particular laws, 
we should obtain a differential equation for the motion of the exchange index... . Such 
calculations might afford considerable scope to the ingenuity of those who devise mathe- 
matical problems, but . . . they would afford no aid to the economist. 
For the mathematical functions introduced into the original differential equations could 
not, in the present condition of our knowledge, be chosen so as to represent even approxi- 
mately the economic forces which actually operate in the world. . . . Whereas the use of 
mathematical analysis has been found to tempt men to expend their energy on the 
elaboration of minute and complex hypotheses, which have indeed some distant analogy 
to economic conditions, but which cannot properly be said to represent in any way eco- 
nomic laws. 
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By substitution, then, we get the criterion for the change in the terms 
of trade of the growing country 


dP i 
- È ma = 


nr ra 





(43) 


Every mo is positive in the absence of inferior goods, and every A;;/A 
is negative if all exports are gross substitutes. Therefore an improvement 
in productivity unambiguously worsens the commodity terms of trade of ihe 
growing country: the prices of the exports of every other country rise 
relative to the price of the exports of the growing country.” 

Tariff Changes. Suppose that country 0 applies an undiscriminatory 
tariff equal to dto on all imports. At constant foreign prices the tariffi- 
inclusive price of all imports in country 0 rises by dto. On the assumption 
that the government spends the tariff proceeds on home goods, the ex- 
cess demand for the goods of typical country j, at constant foreign 


29 Why has country 0, whose exports are numeraire, been chosen as the growing country? 
Suppose instead that country i grows by dX¥#. Then substituting in equation (42) the terms 





OB; 
z ox;* T 
(the aggregate marginal propensity to import in country i), and the terms 
ðB; 
~ a = — Mj, 
when 74j, we obtain the criterion: 
(1) Fee ms Ee pm EL ge 


But m; As;/A is negative while all the other terms are positive. It would therefore appear that 
no unambiguous result is possible, and that the method of treating the change as occurring in 
the numeraire country is a special case. 

Nevertheless the economist’s intuiticn tells him that in static analysis the choice of nu 
meraire cannot affect the ultimate change in relative prices; and that if the terms of trade of the 
numeraire country deteriorate when that country grows, the terms of trade of any other 
country must fall when it grows. He may therefore conclude that P; must fall in equation 
(1), that the negative term dominates. 

This is in fact correct. Making use of the definition of the aggregate marginal propensity to 


import, i.e., mi=mMo tmit + + > baz, we can rearrange (1) to Hi 

dP; Aii Aii — As Aii — Ani 
2 = Mui +H mM ~ m : 
( ) dX 0i A + m A ske a EE 


Now the first term on the right of (2) is clearly negative. The other terms will be negative if the 
principal cofactor of A dominates each of the other cofactors, ie., if | Au] >|Aj:| (ji). But by 
subtraction of the two cofactors it is easily shown that the resulting (#-—1)th order deter- 
minant Ay;~—Aj; has all the characteristics of A (positive off-diagonal elements and dominant 
negative diagonal elements) except that its sign is opposite to the sign of A. (An analogous 
theorem has been proved by Metzler in analysis of the matrix multiplier.) All the terms on the 
right of (2) are therefore negative, so P: must fall as a result of growth in country 7. 

To avoid these complications I have, in the text, supposed that the policy change occurs in 
the country whose exports are numeraire, though the result is perfectly general. The same 
applies to the analysis of tax and tariff changes analyzed below. 
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prices, is —njol jodto, where nj and J; are, respectively, the elasticity of 
demand for imports (with respect to own price) and the level of imports, 
from country j to country 0. The typical term from the general equation 


(42) becomes 
— ôB; 


ate 
The criterion for the change in the terms of trade of country 0 is therefore: 


dP; kad Aji 
alo 2 njol jo A 
The elasticities are all defined to be positive (Giffen goods are ruled out 
by the assumption of gross substitution) so the conclusion is again un- 
ambiguous: An increase in tariffs raises the price of the exports of the 
tariff-imposing country relative to the prices of the exports of all other 
countries, on the assumption that tariff proceeds are spent on home 
goods.°° 

Consumption and Production Tax Changes. The effects of a consump- 
tion tax on import goods are equivalent to the effects of a tariff if there 
is no domestic production of these goods. If there is domestic production 
of import goods then the typical term, from the skeleton equation (42), 
is nejoVjo, Where nejo is the elasticity of consumer demand in 0 for the 
products exported by country 7, and y;o is the level of domestic consump- 
‘tion of these products. This assumes again that tax proceeds are spent 
on domestic goods. The criterion for the change in the relative price of 
the exports of the typical country 7 is therefore: 





= njol jo + 





(44) 


30 Tf the tariff proceeds are redistributed to consumers an income effect must be added to 
each term in (44). The tariff proceeds are equal to Ipdto, where J is the initial aggregate level 
of imports, so the typical income term is —2joZ9. The critericn then becomes: 


. n oe n oe 
ie LX [rolio — mioo] “kt DL [nolo — miolo — Lio) ] = 
i dig jal A jal A 
which makes use of the relation between net and gross elasticities, njo=1;6 +mjo. Notice that 
the sign of dP;/dfy is not unambiguously determined; in both equations the coefficients of the 
cofactors are composed of one positive and one negative term, and we have no information 
about which term is dominant. It is therefore possible that some prices rise relative to the price 
of the exports of the tariff-imposing country. 

This indefinite result differs from the two-country analysis where the net effect of the tariff 
is a pure substitution effect away from imports and to home goods. On the assumption that all 
exports are gross substitutes, and that no goods are inferior, all substitution effects are positive 
in the multiple-country analysis also; but it cannot, as far as I know, be proved that the net 
effect of the tariff is a shift of demand away from the imports of every country. A tariff applied 
to the exports of a particular country creates a deficit in that country’s balance of payments 
equal to a pure substitution effect; but if, in addition, tariffs are applied to the exports of third 
countries, the income effect resulting from the distribution of the tariff proceeds of the third 
countries to some extent offsets or reverses the initial deficit in the first country’s balance. 

It should be possible to prove, however, that at least some foreign prices fall relative to the 
price of the exports of the tariff-imposing country, by making use of the proposition that net 
substitution must be away from imports and to home goods. 
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dP: S Aj; 

dia = rar 17050950 A 

which is necessarily negative. Thus the terms of trade improve with respect 
to all countries as a resuli of a tax on imported goods. By similar analysis 
it can be shown that the terms of trade worsen as a result of an increased 
tax on the consumption of export goods. And by changing signs we get 
the criteria for the effects of subsidies on the consumption of import and 
export goods. 

By similar analysis it can be shown that the typical coefficient of (42) 
resulting from a tax on the production of exportable goods is ej oY jo, 
where eip is the elasticity of supply in country 0 of the good exported by 
the jth country, and Yj is the domestic production (i.e., the production 
in 0) of the good exported by the jth country. The criterion is therefore: 


dP; LR Aji 
= J, ejo Yo — - 
dip f A 


(45) 








(46) 


Thus if supply elasticities are all positive a tax on the production of ex- 
portables improves the terms of trade of the taxing country with respect to all 
other countries. [Note that each term in (46) is zero if country 0 is com- 
pletely specialized.] The same criterion applies, mutatis mutandis, for 
production taxes on imported goods, or production subsidies. (See 
Figure 8.) 

Unilateral Payments. Suppose that country 0 pays country S an an- 
nual tribute, or gift, or loan (ignoring interest payments). Then expendi- 
ture in 0 decreases and in S decreases by the amount of the payment. 
The demand for all goods in 0 decreases and in S increases if there are 
no inferior goods. At constant prices the deficit created by these ex- 
penditure changes in the balance of payments of the jth country is 
(mjo—mjs)dT 40, Where G7 is the value of the transfer. The criterion for 
the change in the price of exports in the receiving country, relative to 
the price of the exports of the paying country, is therefore: 

dP, kd 

(47) ITa 2 (Mjo — mje) 
[In the term j=s the coefficient is (111.0— Mss) = (mMso— Cs) = (Meu-+-m,— 1) 
where c, and m, are, respectively, the marginal propensities to consume 
and import in country S.] The unilateral payment, through expenditure 
changes in the transferor and transferee, rearranges demand throughout 
the world in a way which does not permit any a priori generalization, a 
result which can be expected from the analysis of transfer between two 
countries.*! 








3t The propositions in this section require modification if there are limiting cases such as 
infinite or zero elasticities, and zero or negative marginal propensities to spend. 
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FIGURE 8. MULTIPLE-COUNTRY STABILITY CONDITIONS 


Assume three countries, the U.S. (0), the U.K. (1) and France (2) with the respective cut- 
rency prices (expressed in dollars) 1, Pı and P2. Choose units of pounds'and francs so that, at 
equilibrium, Pı and P} are each unity. (If equilibrium ratios are $1=1/2.80 pounds=5 francs 
then 1/2.80 pounds and 5 francs become the British and French currency units.) The two 
curves B,B; and B2B, trace the loci of pound-franc prices which allow equilibrium in the 
British and French balances. At Q both balances are in equilibrium implying, by Cournot’s 
Law, equilibrium in the U.S. balance. 

If all currencies are gross substitutes both curves have positive slopes: this follows because 
appreciation of the franc must be associated with appreciation of the pound to maintain 
equilibrium. Moreover, B,B, has a slope greater than 45 degrees and B2Bz has a slope less than 
45 degrees; this follows because of our choice of currency units and because appreciation of the 
dollar is equivalent to depreciation of the franc and pound in equal proportion; a movement 
along the line OQ from Q to Q’ must improve the French and British balances and worsen the 
U.S. balance. Four quadrants can then be identified: east and west of B,B; there are deficits 
and surpluses, respectively, in the British balance; and north and south of B¿B2 there are 
deficits and surpluses in the French balance. 

On the dynamic assumption that the dollar prices of pounds and francs rise and fall in 
proportion to the disequilibrium in the British and French balances, the arrows in each quad- 
rant indicate the forces impelling a return to equilibrium. The reader may easily satisfy himself 
that the equilibrium position, once disturbed, will be restored. From the disequilibrium posi- 
tion A, for example, the path may follow the broken line AQ, becoming “trapped” in Quadrant 
I; or it may become trapped in Quadrant IJI and hence move to equilibrium. 

To determine geometrically the movement of the prices as a result of policy changes it is 
necessary to indicate the direction in which the two curves shift. If U.S. output and expenditure 
increase, more British and French goods are demanded ai constant prices improving both 
British and French balances; the two curves therefcre shift away from the origin and the new 
equilibrium point moves to somewhere in Quadrant I. Similarly, for the tariff and tax changes 
analyzed in the text both curves shift toward the origin with an unambiguous improvement in 
the U.S. terms of trade. 7 
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One special case, however, is of interest in view of recent discussions 
of foreign aid and “tied” exports. Suppose that country 0 makes a gift 
to a foreign country but requires that the gift be spent on its own ex- 
ports. (It may be supposed that the gift is financed by taxation and 
that the financial transfer involves the grant of credits from an export- 
import bank.) In this case the price of the exports of the paying country 
rises relative to the price of the exports of the receiving country (all the 
terms m;, are zero). This does not imply, however, that the transfer 
“burden” is negative—that real income in the transferring country de- 
clines by less than the gift—since the prices of the exports of some of the 
third countries may rise. It further assumes that the receiving country 
does not re-export the tied exports to third countries. 

Comparison of Two-Couniry and Multiple-Couniry Models. The fore- 
going account of policy changes in a system containing many national 
units naturally leads to more complicated conclusions than in the case 
of a system containing only two countries. Applying only the restric- 
tions of stability, I have not been able to show that two-country and 
multiple-country systems lead to substantially the same conclusions. 
The difficulty lies in relations of gross complementarity among the ex- 
ports of the various countries. Gross complementarity is consistent with 
stability in the multiple-country system but inconsistent with stability 
in the two-country system. The two-country model cannot therefore be 
expected to suggest “theorems which admit of extension to more con- 
crete cases” when gross complementarity is involved. 

However, when gross complementarity is absent—when all exports 
are gross substitutes—there is a remarkable similarity between the 
conclusions of the two models. Productivity, tariff and tax changes 
move the terms of trade in the same direction in the many-country sys- 
tem as in the simpler system. The explanation of this similarity lies in 
what may be called the Law of Composition of Countries. If all foreign 
exports are perfect substitutes for each other, the foreign countries can 
be aggregated into a composite country and called the “rest of the 
world”; in that case the conclusions of the two models will agree both 
qualitatively and quantitatively. But if foreign exports are only im- 
perfect substitutes for each other exact results cannot be obtained by 
the use of a composite country. However, while the quantitative conclu- 
sions of the two models will in this case differ, the qualitative conclusions, 
with one qualification,®? remain. There is a presumption, then, that the 
use of two-country models will not be subject to serious error provided 
that all exports are gross substitutes. 

32 The qualification refers to the treatment of income effects examined in footnote 31. 


The most important generalization of the classical system has been provided by Mosak 
[18]. 
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MARX’S “INCREASING MISERY” DOCTRINE 


By THomas SowELL* 


Economists often assume as almost self-evident that Karl Marx’s 
prediction of ever-increasing misery for the workers under capitalism 
refers to a decline in the amount of goods and services they will receive. 
Some writers have implied that only the intellectually dishonest could 
deny this view. It is readily inferred that the interpretation of Marx to 
mean a decline in labor’s relative share is only an afterthought of 
latter-day Marxists seeking to salvage something from the ruins of the 
prediction [18, p. 383] [1, p. 213] [23, pp. 155-57] [3, p. 324] [22, 
pp. 34-35] [16, p. 61]. While labor’s relative share has not declined, 
this at least has the dignity of a plausible prediction which went un- 
fulfilled, while a theory of absolute misery would be thoroughly dis- 
credited by history. That some consideration of this sort has in fact 
provided the subjective motivation for some statements on this point 
by latter-day Marxists is probable, but to say that this is the only 
possible basis for the “relative misery” interpretation is something very 
different. It will be argued here that relative misery was precisely what 
Marx’s prediction referred to, in so far as it was concerned with the 
purely economic aspect of the workers’ condition. It will be further 
argued that Marx was not solely concerned with this aspect. 

A standard argument against the relative-misery interpretation is 
that while “some passages in Marx .. . bear interpretation in this sense, 
this clearly violates the meaning of most” [22, p. 35]. In order to avoid 
this charge, the argument that follows will not cite passages from 
Marx which “bear interpretation” as relative misery, but only such 
passages as bear interpretation in no other way. This argument, how- 
ever, will not be simply a passage-quoting one, but will attempt to show 
how the substantive meaning of Marx’s increasing misery prediction 
turns in part on the Marxian conception of the “value of wages”— 
which depends in turn on the whole value framework of Marxian 
economics, derived from Ricardian economics,’ whose peculiar con- 
ceptual framework caused similar misunderstandings of Ricardo long 
before Marx wrote Capital. 

It will be shown that Marx was fully aware of Ricardo’s peculiar 


* The author is an Edward Hillmar fellow in the University of Chicago. 
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conception of the value of wages, and explicitly endorsed it. In addition 
to exploring (1) the meaning of the value of wages in Ricardian- 
Marxian terms, and especially the meaning of a rise or a fall of wages 
in such terms, is will be necessary to consider (2) the meaning of 
Marxian “subsistence” and its relevance here, as well as (3) some of 
the arguments used to support the absolute misery interpretation, and 
(4) the noneconomic dimension of Marxian “misery.” 


I. The Value of Wages 


Conventional economic theory has long made a distinction between 
the amount of money which the worker receives as wages, and the 
amount of goods and services which this money will buy. Adam Smith 
spoke of “real wages” and “nominal wages” in this sense! David 
Ricardo, from whom much of Marx’s economic apparatus is derived, 
also used the terms “real wages” and “nominal wages,” but because of 
the nature of his system, they meant something very different. What 
Adam Smith and other economists called “real wages” was included 
under “nominal wages” by Ricardo [24, p. 50]. Real wages, in Ricar- 
do’s terminology, meant the value of wages, that is, the amount of labor 
contained in the commodities which the worker received. Ricardian real 
wages measured the degree to which the workers shared in total output, 
not the absolute amount of goods and services which they received.’ If, 
due to increased productivity, the workers should receive a greater 
quantity of goods representing a smaller share of output, then—in 
Ricardian terms—wages would have fallen. Ricardo declared that “it 
will not the less be a real fall, because they might furnish him with a 
greater quantity of cheap commodities than his former wages” [24, p. 
50]. Marx follows this same line of reasoning: 


... it is possible with an increasing productiveness of labour, for the price 
of labour-power to keep on falling, and yet this fall to be accompanied by 
a constant growth in the mass of the labourer’s means of subsistence [5, 
p. 573]. 


More important than such parallel statements is the fact that Marx 
saw the peculiarity of the Ricardian conception of wages and deliber- 
ately made it his own, not simply as an accidental by-product of using 


1 He was not always consistent as to the basis for the dichotomy. 


? [24, pp. 49-50]. The point is more succinctly expressed by J. S. Mill: “In his [Ricardo’s] 
language wages were only said to rise, when they rose not in mere quantity but in value. 
... Mr. Ricardo, therefore, would not have said that wages had risen, because a labourer 
could obtain two pecks of flour instead of one, for a day’s labour... . A rise of wages, with 
Mr. Ricardo, meant an increase in the cost of production of wages ... an increase in the 
proportion of the fruits of labour which the labouzer receives for his own share...” [17, 
pp. 96-97], 
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Ricardo’s so-called “labor theory of value,” but because he, Marx, felt 
that there was a valid social philosophy implicit in this conception: 


The value of wages has to be reckoned not on the basis of the quantity of 
necessaries which the worker receives, but on the basis of the quantity of 
labour which these necessaries cost—actually the proportion of the work- 
ing day which he appropriates for himself . . . It is possible that, reckoned 
in use value (quantity of commodities or money), his wages may rise as 
productivity increases, and yet reckoned in value they may fall .. . It is 
one of Ricardo’s greatest merits that he made an examination of relative 
wages and established them as a definite category. Previously wages had 
always been looked upon as a simple element, and consequently the - 
worker had been regarded as an animal. In Ricardo, however, he is con- 
sidered in his social relationship. The position of the classes in relation 
to each other depends to a greater extent on the proportion which the 
wage forms than on the absolute amount:of the wage. [10, p. 320] 


Marx seemed particularly concerned to emphasize the relative-share 
approach because of the economic prerequisites of increased wages 
under capitalism: 

A noticeable increase in wages presupposes a rapid growth of productive 

capital. The rapid growth of productive capital brings about an equally 

rapid growth of wealth, luxury, social needs, social enjoyments. Thus, al- 
though the enjoyments of the worker have risen, the social satisfaction 
that they give has fallen in ccmparison with the state of development of 
society in general, Our needs and enjoyments spring from society; we 
measure them, therefore, by society and not by the objects which serve 
for their satisfaction. Because they are of a social nature, they are of a 
relative nature. [12, Sec. IV, p. 37] 


But while it is clear that Marx regarded a relative decline in wages 
as a real fall in wages, this does not dispose of the possibility that 
he may have, in addition, felt that real wages in the conventional sense 
would also fall over time under capitalism. And in fact, the evidence 
seems to indicate that at an early period in his writings, probably up 
through the time of the Communist Manifesto in 1848, he did in fact 
believe that absolute impoverishment would be the lot of the working 
class under capitalism. The Manifesto flatly declared: “The modern 
labourer . . . instead of rising with the progress of industry, sinks deeper 
and deeper below the conditions of existence of his own class” [13, 
p. 36]. Marx’s unfinished manuscripts of this period also seem to sug- 
gest a belief in either stable or declining real wages (again, in the con- 
ventional sense) [4, pp. 274-79] [15, p. 351]. All of this, however, was 
written before Marx’s long years of study in the British Museum, and 
also at a time (“the hungry ’forties”) when in fact the standard of 
living of workers seemed to be either unchanging or deteriorating. 
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Between this period in the 1840’s and the publication of the first 
volume of Capital in 1867, German socialists and communists put forth 
the so-called “iron law of wages,” which declared that wages could not 
rise under capitalism. Some latter-day critics have attempted to as- 
sociate Marx with this “iron law” [21, pp. 531-32] [3, p. 311], but in 
fact Marx heaped scorn and ridicule on it in his Critique of the Gotha 
Programme in 1875. Significantly, he characterized it as a view that 
was now outmoded and constituted an “outrageous retrogression” in 
the light of recent, more “scientific” understanding of wages [7, Sec. 
II. p. 15]. Engels was less indirect in referring to the publication of the 
first volume of Capital which, he declared, now showed that the laws 
of wages “are in no sense iron but on the contrary very elastic,” in 
contrast to the “antiquated economic view” represented by Lassalle’s 
“iron law” [14, p. 335]. These vague and oblique references to “anti- 
quated” ideas and “retrogression” only hinted at what Engels was later 
to state openly, that Lassalle’s iron law was derived from his and 
Marx’s writings of the 1840’s and represented views now discarded.* 

From the point of view of the developed Marxian theories, Lassalle’s 
iron law represented not merely a false statement but, more impor- 
tantly, a false issue. It was the exploitation of the worker that was the 
central issue to Marx, who declared that this exploitation must grow 
worse, regardless of whether wages go up or down: 

. .. the wage worker has permission to work for his own life, i.e., to live, 

only in so far as he works for a certain time gratis for the capitalist . . . 

consequently, the system of wage labour is a system of slavery, and in- 

deed of a slavery which becomes more severe in proportion as the social 
productive forces of labour develop, whether the worker receives better or 
-worse payment.... 

It is as if, among slaves who have at last got behind the secret of slavery 

and broken out in rebellion, a slave still in thrall to obsolete notions were 

to inscribe on the programme of the rebe:lion: Slavery must be abolished 

because the upkeep of slaves in the system of slavery cannot exceed a 

certain low maximum! [7, Sec. II, p. 15] 


The idea that increasing misery accompanies the growth of capital- 
ism “whether the worker receives better or worse payment” occurs also 
in Capital, where Marx declares that “in proportion as capital accumu- 
lates, the lot of the labourer, be his payment high or low, must grow 
worse” [5, pp. 708-9]. In fact, this statement occurs in the very same 


3 Marx declared in The Poverty of Philosophy (1847): “The natural price of labour is no 
other than the wage minimum.” Engels, in the German edition of 1885, attached to this 
statement of Marx’s the following footnote: “The thesis that the ‘natural, że., normal, price 
of labour power coincides with the equivalent in value of the means of subsistence absolutely 
indispensable for the life and reproduction of the worker was first put forward by me 
Lin 1844]. ... As seen here, Marx at that time accepted the thesis. Lassalle took it over from 
both of us” [8, p. 45n] (emphasis added). 
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paragraph as that statement so often quoted to support the interpre- 
tation of the “absolute misery” school: 


Accumulation of wealth at one pole is, therefore, at the same time accu- 
mulation of misery, agony of toil, slavery, ignorance, brutality, mental 
degradation at the opposite pole... [5, p. 709] 


This and similar statements do not support either interpretation, 
since it is precisely the meaning of such statements which is at issue. 


IL. Subsistence 


An increasing misery which can occur in spite of increasing wages 
(in the ordinary sense) does not, however, preclude decreasing wages. 
Neither does the definition of rises and falls in relative terms, of itself, 
preclude absolute misery, since relative misery carried beyond a certain 
point would also be absolute misery. In order to see what limits, if any, 
Marx assigned to this relative misery, some consideration of Marxian 
“subsistence” is required. 

Marx’s subsistence has sometimes been regarded as being minimum 
physical subsistence, or something very close to it—or, at least, some- 
thing fixed at a definite level. Some writers have extended this idea to 
mean that Marx assumes a subsistence level toward which wages might 
tend to fall over time [20, pp. 908-11, esp. 910n.]. But this particular 
theory is entirely absent from Marx. There is not a secular tendency 
for wages to fall ¢o subsistence; rather, workers tend to be at subsist- 
ence, but the content of this subsistence changes, consisting as it does 
of both “natural wants” and “so-called necessary wants” which are 
“the product of historical development” [5, p. 190]. However one 
might object to Marx’s (and other economists’) use of subsistence in 
this sense, the substance of his meaning is plain. The value of a work- 
er’s labor-power is that “value” or embodied labor “required for 
the conservation and reproduction of his labour-power, regardless of 
whether the conditions of this conservation and reproduction are scanty 
or bountiful, favorable or unfavorable” [6, p. 956]. It is sometimes 
claimed that a wage level fixed at subsistence (in the ordinary sense) 
is a necessary condition for Marx’s theory of surplus value [23, p. 94], 
but in fact it is only necessary to show a difference between the output 
of labor and the output required to sustain the laborer.* 

Marx’s picture of the worker at subsistence, therefore, does not pre- 
clude increases in real wages in the conventional sense. Once a new 

4 Marx made this point in his criticism of the Physiocrats who assumed a fixed subsistence 
or value of labor-power: “If they made the further mistake of conceiving the wage as an 
unchangeable amount, in their view entirely determined by nature—and not by the stage of 
historical development, a magnitude itself subject to fluctuations—this in no way affects the 
abstract correctness of their conclusions, since the difference between the value and the 


profitable use of labor power does not in any way depend on whether the value is assumed 
to be great or small” [10, p. 45]. 
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higher standard of living becomes established, it too becomes subsist- 
ence, and represents the new value of labor-power, i.e., the real-wage 
level. Marx does not have a determinate theory of wages; how labor 
shares in the increasing productivity is a matter of bargaining power: 
it “depends on the relative weight, which the pressure of capital on the 
one side, and the resistance of the labourer on the other, throws into 
the scale” [5, pp. 572-73]. The Ricardian-Marxian conception is here 
manifested in the word “resistance.” The worker is resisting a fall 
in wages, although Marx declares that the “lowest limit” of this fall 
is a wage which will purchase the former sum of commodities [5, p. 
572]. If wages fall to any point above “the lowest possible point con- 
sistent with its new value,” then despite this fall, “this lower price 
would represent an increased mass of necessaries” [5, p. 573]. Marx 
credits Ricardo with the original formulation of this law. Far from 
being a law of increasing misery in the conventional sense, it represents 
a law of a customary floor under wages, which would prevent such an 
occurrence. 

A crucial but unstated assumption in Marx’s increasing misery doc- 
trine is that the workers themselves will judge wage movements from 
this relative point of view; otherwise Marxian “misery” when accom- 
panied by material prosperity need never provoke revolution. Another 
assumption in both Marxian and Ricardian illustrations is a falling 
price level with increased productivity, so that it is meaningful for them 
to speak of a fall in wages in money terms, as well as in value terms, 
and to speak of a “cheapening” of commodities. 


TII. Arguments for the “Absolute Misery” Interpretation 


It is sometimes asserted that Marx’s theory was that increasing pro- 
ductivity with the same capital-labor ratio would raise wages, but that 
capital-intensive (labor-saving) growth tended to decrease wages by 
causing technological unemployment, with the “reserve army of the un- 
employed” dragging down wages. This is true as long as it is kept in 
mind that wage movements are in value terms, and may be said to fall 
in money terms only on the Ricardian-Marxian assumption of increas- 
ing purchasing power of money with growing productivity. Moreover, 
capital-intensive growth introduced an element of absolute misery for 
those particular workers displaced by new technology. Marx brings 
this point in against those who argue a necessary connection between 
the growth of capital and the material well-being of the worker [12, 
Sec. V, p. 43]. He is further concerned to explode the contention that 
this is only a “temporary” inconvenience, by asserting that “since ma- 
chinery is continually seizing upon new fields of production, its tempo- 
rary effect is really permanent” [5, p. 471]. Capital-intensive growth, 
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for Marx, not only deprives the worker of his rightful share in increas- 
ing productivity by lowering his ability to “resist” the capitalist’s en- 
croachments, it causes an absolute decline in living standards for those 
displaced by machinery. 

Marx’s theory of the growth of what he calls “official pauperism” is 
sometimes cited as an argument for the “absolute misery” interpreta- 
tion. However, as Marx defines his terms, “official pauperism” covers 
those no longer in the labor force, that is, “that part of the working- 
class which has forfeited its condition of existence (the sale of labour- 
power) and vegetates upon public alms” [5, p. 717]. The view that 
this group will tend to increase with the growth of capitalism is not the 
same thing as a theory of increasing absolute misery for the working 
class as a whole, and in fact is only a small part of Marx’s picture. 

Marx often speaks of a “tendency” of capitalists, or capitalism, to 
reduce wages in terms which suggest absolute impoverishment. The 
other side of Marx’s coin, however, is the countertendency of the work- 
ers to increase wages as much as possible. He speaks of 


... the continuous struggle between capital and labour, the capitalist con- 
stantly tending to reduce wages to their physical minimum, and to extend 
the working day to its physical maximum, while the working man con- 
stantly presses in the opposite direction. 

The matter resolves itself into a question of the respective powers of the 
combatants. [11, Sec. XIV, p. 67] [cf. 5, pp. 657-58] 


Although Marx seems to have a purely “bargaining power” theory of 
wages, the possible range of wages is limited by the customary standard 
of living as a floor, and by a ceiling representing wages high enough to 
threaten the existence of capitalism itself: “the oscillation of wages is 
penned within limits satisfactory to capitalist exploitation” [5, p. 843]. 

It has been claimed that Marx’s increasing misery theory is logically 
inconsistent with his theory of a falling rate of profit [19, p. 36]. Ob- 
viously if one dichotomizes autput into wage income and property in- 
come, both cannot fall simultaneously (unless output declines). But 
here again Marx’s theory must be understood in Marx’s terms. He 
divides output three ways: into wage income (“variable capital”), prop- 
erty income (“surplus value”) and replacement of depreciated ma- 
chinery and raw materials, etc. (“constant capital”). There is nothing 
to prevent the proportions of the first two from being less in later peri- 
ods than in earlier periods, with a secular rise in the proportion of the 
third. In the Marxian theory it is the rate of profit which tends to de- 
cline, while the mass increases," and the share of labor that falls rather 
than ordinary real wages. 


‘The same laws, then produce for the social capital an increase in the absolute mass of 
profit and a falling rate of profit” [6, p. 256]. 
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IV. The Noneconomic Dimension of “Misery” 


The noneconomic aspect of increasing misery rests on Marx’s philo- 
sophical approach and his underlying conception of man. The Marxian 
mode of analysis follows the Hegelian dialectical approach in so far as 
it tends to analyze things not simply as they are, but as they are po- 
tentially. This applies not only to social and economic systems, but also 
to man in general and the worker in particular. Thus the extent to 
which the worker is given scope for unfolding his inner potentialities 
is a vital part—if not the vital part—of his well-being. 

Work, to Marx, is precisely the instrumentality of this realization of 
his potentiality by the individual, as well as by mankind. Work is not 
a mere disutility to be endured for the sake of satisfying material hu- 
man wants—in which case material production would then be the meas- 
ure of (absolute or relative) well-being. On the contrary, work is itself 
“Tife’s prime want” [7, Sec. I, 3, p. 10], because it contributes to the de- 
velopment of the individual. This is dialectical development: “A cater- 
pillar grows into a bigger caterpillar; it develops into a butterfly” [2, 
p. 80]. Not so the worker under capitalism: “If the silk worm were to 
spin in order to continue its existence as a caterpillar, it would be a com- 
plete wage-worker” [12, Sec. I, p. 22]. Yet work can be an end in itself, 
and its performance a satisfaction: “Milton produced Paradise Lost for 
the same reason that a silk worm produces silk. It was an activity of 
his nature” [10, p. 186]. Marx was annoved at economists like Adam 
Smith who treated the expenditure of labor time “as the mere sacrifice 
of rest, freedom and happiness, not as [at] the same time the normal 
activity of living beings [5, p. 54n.]. World history, for Marx, repre- 
sents the drama of “the creation of man by human labour .. .” [9, p. 
246]. 

Under capitalism, Marx argues, work no longer fulfills its vital role 
in the lives of the people. The division of labor under capitalism “at- 
tacks the individual at the very roots of his life” [5, p. 399]. It converts 
the worker into “a crippled monstrosity” by developing his manual dex- 
terity in a narrow detail “at the expense of a world of productive capa- 
bilities and instincts; just as in the States of La Plata they butcher a 
whole beast for the sake of his hide or his tallow” [5, p. 396]. What is 
more relevant to the present question, Marx declares that this must 
grow worse over time under capitalism. The same methods which in- 
crease productivity are methods which “mutilate the labourer into a 
fragment of a man” and “estrange from him the intellectual potentiali- . 
ties of the labour-process in the same proportion as science is incorpo- 
rated in it as an independent power [5, p. 708]. This is a vital part of 
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the picture which leads Marx directly to the conclusion that “in propor- 
tion as capital accumulates, the lot of the labourer, be his payment high 
or low, must grow worse” [5, pp. 708-9]. 

Although this aspect of well-being (or lack of well-being) is often 
overlooked by his interpreters, it was supremely important to Marx 
himself. He described it as “a question of life and death” that the 
worker under capitalism, “crippled by life-long repetition of one and the 
same trivial operation, and thus reduced, to the mere fragment of a 
man” be replaced by “the fully developed individual . . . to whom the 
different social functions he performs are but so many modes of giving 
free scope to his own natural and acquired powers” [5, p. 534]. 


V. Concluding Remarks 


Because Marx saw a tendency for industry to become more capital- 
intensive, he postulated a secular decline in the proportion of outlays 
on wages (variable capital) to outlays on plant and equipment (con- 
stant capital) and property incomes (surplus value)—a “fall” in wages. 
This fall might conceivably go so far as to deprive the workers of any 
increase in their standard of living, but whether it would go that far 
depended upon the relative bargaining power of capital and labor, the 
latter “resisting” the fall in wages through trade unions, etc. If the fall 
could be arrested at any point above the previously existing subsistence 
level, then the “lower” wages would represent an increased quantity of 
goods, although the value of these goods would be less—that is, the 
workers would be spending less of their working day producing their 
own livelihood and more of it producing surplus value for the capital- 
ists. 

A more important question to Marx than the movement of wages, 
even in relative terms,.was the question of the self-realization of men 
through their practical physical and mental exertions. Man, as the sum 
total of his potentialities, is only successively revealed through the 
exercise of his faculties. Under capitalism, Marx argues, the worker 
“does not fulfill himself in his work, but denies himself” and “has a 
feeling of misery .. .” [9, p. 169]. This misery becomes progressively 
worse with the growth of capitalism as the worker is increasingly es- 
tranged “from the intellectual potentialities of the labour-process. . . .” 
For Marx this is a fundamental deprivation which cannot be remedied 
by higher wages.’ 

8 Marx asserts that this is the situation for the class, but does not deny that gifted indi- 
viduals may escape the class situation. His attitude toards social mobility in this context is 
distinctly negative, since he sees it as strengthening and perpetuating the system as a 


whole: “The more a ruling class is able to assimilate the most prominent men of a ruled 
class, the more solid and dangerous is its rule” [6, p. 706]. 
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ON GENERALIZING THE GENERAL THEORY 
A Review Article 


By Appa P, LERNER* 


(Ever since Keynes’ General Theory of Employment Interest and Money 
appeared in 1936, economists have been tempted to show that it is not quite 
so general and to fit it into a really general theory. The latest attempt, and the 
most grandiose, is one by Professor Sidney Weintraub [5]. 

The practical problem sparking Weintraub’s work appears to be the very 
important one of sellers’ inflation (although he does not use this term). While 
buyers’ inflation is caused by too much spending, i.e., by buyers trying to buy 
more goods than are available and thereby bidding up prices, sellers’ inflation 
is caused by sellers raising prices even in the face of a deficiency of spending. 
A failure to distinguish between the two types of inflation aggravates a prob- 
lem which has become a serious threat to democratic society. 

The appropriate treatment for buyers’ inflation is to cut down the excessive 
spending that causes it. This may be done by a restrictive monetary or fiscal 
policy. But if restrictive monetary or fiscal policy is used against sellers’ infla- 
tion, spending is reduced when it is zot excessive, so that we get a deficiency of 
demand, depression and unemployment. The inflation will continue, however, 
unless the induced depression is severe enough to destroy the power of sellers 
to raise their prices. This may call for more depression than the authorities 
are prepared to impose or the public willing to suffer. We then get insufficient 
depression to stop the inflation and we suffer from both evils at the same time. | 
In 1958 we seem to have had sufficient depression to stop the inflation, at 
least temporarily, but this remedy involved a loss of output estimated at some 
$30 billion per annum and it severely reduced our rate of economic growth. y¢ol 

Galbraith has suggested [1, Ch. 13, 21] that we are rich enough to pay this Kenne 
price for price stability. But it is not simply a matter of a reduction in our stand- mema 
ard of living; we are involved in a competition with communism for the planet. 
The failure to provide full employment is a serious handicap in this race. The 
loss of the $30 billion may be responsible for a fatal economizing in our expen- 
diture on defense. We have a good chance of winning the uncommitted nations 
to the democratic side by contributing a major share of the cost of a develop- 
ment program which could make their economic development relatively pain- 
less; but the loss of the $30 billion may make us feel we cannot afford it. And 
the reduction in our rate of growth can make it relatively easy for the com- 
munists to realize their dream of “catching up with and surpassing” the U.S. 
economy. 


* The author is professor of economics at Michigan State University. 
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The immedate practical lesson of Weintraub’s book is the futility of treating 
sellers’ inflation with the measures appropriate for buyers’ inflation, and his 
hopes of getting this lesson across are probably heightened by his feeling that 
he bas stumbled on a revolutionary reformulation_of economics {The flamboy- 
ant publishers’ blurb, vying with the all-embracing title of the book, promises 
“A Sensational Break- -Through for the Economics cf Price Theory” and an- 
nounces: “A New Conceptualization of Major Importance Finally Solves the 
Riddle of the Price Level and Wage Costs .. . Where Keynes’ Theory Failed 

. A New Perspective . . Makes Economics a Predictive Science.” And this 
is ` modest i in comparison with the chapter headings in the book itself. 

[One hesitates to put the pin to this bubble for fear of interrupting the salu- 
tary lesson on sellers’ inflation, but it is important to show that Weintraub’s 
revolutionary claims and the justifiable scepticism they engender do not di- 
minish the validity of his lesson. { 


I. Weintraub’s Model and His Proposals 


Weintraub’s starting point is the observed stability of the ratio of the value 
of the social product or output or income to the wage bill, which ratio he calls 
k or the “magic constant.” This k is the same as Kalecki’s degree of manopo 
[5, p. 41], or Marx’s rate of exploitation, or the ratio between the exponents 
in the Cobb-Douglas production function. The constancy has been widely 
observed. Keynes has referred to it as “a bit of a miracle”; and it is regularly 
used to show that Marx’s prophecy of the “immiseration” of the workers can- 
not be rescued even by supposing it to refer to the relative share of the work- 
ers rather than their absolute income. But nobody has ever become as in- 
fatuated with this relationship as Weintraub or as fascinated with the tricks 
that can be played by combining it with the rules of arithmetic in exercises 
reminiscent of the game of “think of a number” or of H. G. Wells’ attribution 
of the fascination of card games to people’s not having learned to count 
properly up to 13. 

The key trick is to transmute the value of the social output into the price 
level and the wage bill into the average wage by the appropriate multiplica- 
tions or divisions. This yields a formula which has much in common with the 
equation of exchange of economic theory, but which is more useful because it 
deals with relationships that are much more stable. Unfortunately this is not 
too much of a recommendation, and unfortunately the new formula can con- 
fuse truisms with substantive statements just as much as the old one. 

The basic relationship is: 


(1) Z = kW 
where Z is the value of output, W is the wage bill and k = Z/W? Z is trans- 


% 1 "Think of a number, multiply by 2, add 10, divide by 2, subtract 5, and presto you have 
the number you started with!” 

I am following Weintraub’s notation except that I am keeping capital letters exclusively 
for observable quantities and lower-case letters for the relationships between these derived by 
the arithmetical operations, and I have renumbered the equations. 
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muted into P, the price level, by dividing both sides of the equation by the 
quantity of output q (=Z/P);-while the average wage w (=W/N, where N 
is the number of employees) appears in the formula because Weintraub always 
uses wN for W. We thus get [5, p. 9]: 


(2) eee ee 
a Zp wW. q. 


Introducing output per employee, a (=g/J), and substituting we get: 
(3) - P = kw/a, 

and introducing unit wage cost, r (=w/a), and substituting we get: 
(4) P= kr. 


The price level is & times the unit wage cost. 

Equations (2), (3) and (4) are the main forms, and (3) the one most fre- 
quently used, of the Wage-Cost Mark-up equation pe that Weintraub 
puts up against the equation of exchange (EOE) [5, p. 7] 


fo) Mv = Pq; or P= Mv/q 


where M is the quantity of money and v (=Z/M) is the velocity of circula- 
tion of money. His claim is that the use of truism (3) instead of truism (5) 
would turn economics onto the right path and transform it into a predictive 
science, because k is much more stable (and therefore also much more pre- 
dictable) than v, w is more predictable than M, and a is much more predict- 
able than g, so that the MCM equation would enable us to predict P more 
successfully. 

{Weintraub then goes on to derive an empirical value for k by dividing the 
Department of Commerce figures for business product (Z) by compensation 
of employees (W), and shows that between 1929 and 1957 & stayed between 
a high of 2.16 at the beginning of the period and a low of 1.87 at the end of 
the period [5, p. 14]. Indeed the figures show much greater stability still if 
we break up the period so as to separate out periods of war and of depression 
and to make some allowance for a downward trend.® 

jAfter deriving empirical values for the other variables in the WCM equa- 
tions and hammering home the constancy of & by repeating the evidence in 
the form of index numbers and charts, Weintraub has an astonishing section 
[5, pp. 26-29] entitled “The Detection of the Price Level: Checking the For- 
mula,” in which he proves that between 1929 and 1957 the truism was almost 


? From 1929 through 1941 k stayed between 2.16 and 2.13, except for the depression years 
1930-1934 and 1937-1939, when it stayed between 2.11 and 2.07. Through the war years 1942- 
1945 it stayed between 2.02 and 2.08. In the 12 years of prosperity, 1946-1957, it shows a de- 
clining trend, keeping between 2.00 and 1.97 through the first half, 1946-1951, and between 
1.94 and 1.87 in the second half, 1952-1957. As against a range for 1929- 1957 of 15 per cent, 

_ the subperiods show ranges between 114 and 3% per cent. 
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exactly true! P’ the price level computed from the annual figures for k, w, 
and a, is shown to be very close to P the “actual price level” (the implicit 
price deflator for business gross product). This is actually plotted on a chart 
[5, p. 28] where the closeness of the two curves must greatly impress the 
impressionable. 

The “remarkable confluence” of P’ and P is not perfect primarily because 
the computed w is not really w and computed a is not really a. Data for w or 
W/N are unattainable because there are no figures for N, the number of peo- 
ple engaged in producing the business gross product and earning W, so Wein- 
traub uses substitute figures (which I will mark with a prime). These are 
total employment, W’, which includes employment in government enterprise, 
and the corresponding wage bill W’. From these we can get W’/N’ or w’ which 
is a good approximation to w. Similarly, computed a is obtained by dividing q 
not by N but by N’. We may call this a’ and we therefore have: 


(6) P’ = kw'/a'; 


and spelling this out in the capital letters used for the actual data we have: 





rA 
o E R 
W N' Z/P 
which reduces to: 
wW’ 
(8) P = P-—.- 
W 


The “remarkable confluence” of P’ and P is nothing but the similarity of the 
index number of W’ to that of W. Weintraub’s recognition of this [5, p. 29, top] 
does not prevent him from expressing his elation at this “confluence” as a 
ale ? demonstration that “our method checks out” [5, p. 29, middle]. 

The next chapter (4) is entitled “The Law of k” and is devoted to stress- 
ing the constancy of k as “probably the most important economic law, in the 
true sense, that economists have to work with” [5, p. 33, in italics]. Greater 
and greater excitement is worked up by reducing k to index numbers, by mak- 
ing charts of & as well as of index numbers of k, by comparing it with more 
volatile series, by tabulating year-to-year changes in k, and by referring to 
similar phenomena at other times and in other countries. Weintraub expresses 
surprise at the high value of & in the depression years as compared to the 
1950’s [5, p. 36, where “1930’s” is presumably a misprint for “1950’s”], as 
well as at the postwar sag in k: “For this heaviness in & has traversed a period 
in which ‘demand-pull’ inflation has been widely described, an era in which 
consumer goods were in short supply, and a series of years in which a sellers’ 
market has prevailed” [5, p. 42]. The main emphasis of this chapter however 
is not on the movements in k but on & being “perhaps as close as we are ever 
likely to come to finding a constant in the world of economic phenomena” 
X p. 43]. 


Chapter 5 is on “The Law of the Price Level” which is described as “an- 


wr 
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other interesting relationship,” namely that “the price level will rise only if 
r rises” [5, p. 45]; and its introduction is celebrated by an impressive fan- 
fare of tables, charts and correlations. But the law of the price level is not 
“another interesting relationship” at all. It is none other than the same & as 
it appears in equation (4), P = kr. / 

Chapter 6 “On Predicting the Price Level” describes how we can predict P 
(=kw/a) as accurately as we can predict 2, w and a. If k is stable (or falls 
slowly at a known rate), if w is determined by known union policy, and if a 
grows at a known and steady rate, we are all set to predict P. Furthermore, 
Weintraub argues, if we want to know the effects on P of a particular wage 
increase, say in steel, we have only to figure how much this will increase the 
average wage in the whole economy and “magic constant” & will do the oe 

Chapter 7, “The Wedding Ceremony; Price Level and Aggregate Output,” 
combines the four items of (3), P, k, w and a, with consumption, investment, 
interest rates, liquidity preference and money, the five items in the simplest 
Keynesian aggregate output model, to make a model with 9 equations and 
9 unknowns, “Money enters into the model only through the interest rate” 
[5, p. 73] and can affect money wages (and therefore prices) only “through 
the effect on q and N” [5, p. 73]. Novelty is claimed for making the de- 
mand for money “dependent not only on real output but also on the level of 
prices” [5, p. 72]. 

Chapter 8, “The Eclipse of the Equation of Exchange,” is primarily a re- 
newal of the attack On EOE, this time with charts that dramatize k’s great 
stability in comparison with v, after quoting some rhapsodies on the stability 
of the latter by Milton Friedman./In this chapter Weintraub also attacks the 
“Strange Denial of a Wage-Price Spiral” by certain EOE theorists and insists 
that WCM is superior to EOE because changes in w influence P directly, while 
changes in M (even if they are successful in increasing total expenditures 4v 
or Z) affect P only indirectly through their effects on w. 

Chapter 9, “A Miscast Federal Reserve,” demonstrates briefly but very 
forcefully that the Federal Reserve Board, armed only with the power to vary 
the money supply, can check sellers’ inflation only by bringing about severe 
unemployment. Weintraub goes on to argue that even this does not check 
inflation in the long run, because the retardation of investment by the induced 
depression must raise P because it slows down a, the increase in output per 
man, and as we have seen: 


j P = kw/a 


In Chapter 10, “Wage Policy: A Way Out,” Weintraub rejects any kind of 
regulation of wages or prices and proposes “watch-tower control” by research 
agencies publishing their findings as to the probable effects of projected wage 
increases on w, the average wage level, and so on P. He believes that such 
appeals to reason will work because when union leaders realize that k is con- 
stant they “can never again evade price | responsibility for any immoder- 
ate wage change exactions” [5, p. oC Zo z k 

[The rest of the book is devoted to refining & and developing the predictive 
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application of the new theory. Chapter 11, “Decomposing k” deals with the 
nonwage part of total output or income (which is equal to & — 1 times em- 
ployee compensation), breaks this down into 8 segments and calculates the 
ratio of each of these segments to employee compensation for each year from 
1929 to 1957. Weintraub then goes into ecstasies over the stabilities uncovered 
by the analysis, or resulting from “small numbers being compared to large” 
[5, p. 102], or created by the rounding of small ratios to the nearest percent- 
age point, or appearing in the later part of the series. For example, net inter- 
est originating in business as a ratio of employee compensation ranges from 
.18 to .02 (so that the maximum is 900 per cent of the minimum). But from 
1944 to 1957 it stays at .02 or .03 and Weintraub exclaims, “Can a series 
possibly hold more firmly than this?” [5, p. 95], although the rounding may 
conceal a range within this stable period reaching almost from 114 to 31⁄4 per 
cent with the top of the range 233 per cent of the bottom. Nevertheless, 
despite the nature of parts to be less stable than their sum, information about 
how they are expected to behave could improve estimates of k. 

Chapter 12, “An Empirical Macroeconomic Theory of Income Distribu- 
tion,” although announced as “large steps toward” this, turns out to be noth- 
ing but the reconstitution of k — 1 from the parts into which it is split up in 
Chapter 11. Chapter 13 “A Final Price Level Generalization” is a repetition of 
the observation that k is about 2, so that if P can be expected to stay around 
twice r (the unit wage cost), P will fall 2 cents for every 1 cent fall in z. We 
are told that: “This is a result never reached or even suggested by the EOE. 
It indicates the wide range and deep penetrative power of the WCM-formula- 
tion” [5, p. 110]. 

frnis however is not yet the climax. The last chapter ‘The Price Level Over 
Time: The Final Synthesis for a Growing Economy” provides a still higher 
power of the “think of a number” game. Here Weintraub combines: 


(3) l P = kw/a 
with a growth truism taken from Harrod: 
(9) g = s/e 


where g (=Agq/q) is the rate of growth of output or increase-in-output per 
(unit of) output, s (S/Z) is the saving ratio, S standing for absolute money 
saving, and c (==i/Aq) is the marginal capital-output ratio, 7 (=S/P) stand- 
ing for real saving or real investment or marginal capital. 

Harrod’s truism says that the rate of growth is equal to the saving ratio 
divided by the marginal capital-output ratio. It is true because the saving ratio 
divided by the marginal capital-output ratio means saving (or investment) 
over income (or output) divided by investment (or saving) over the increase 
in output. The saving (or investment) cancels the investment (or saving) so 
that we are left with “over output” divided by “over the increase in output,” 
and this is only an unusual way of saying “increase in output divided by out- 
put,” which is the definition of the rate of growth. In symbols: 
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S/Z hi i/g and i/A 
s = = = = ani | 7 
gp "H ARS 
so that: 
ijq 1/4 
9 S/0 = ——— = m = A Se à 
(9) hae: Tag Tih q/q=8 


This is all right as long as we remember that the marginal capital-output 
ratio c is not the marginal efficiency of investment and does not mean that an 
additional $c saved and invested would result in an additional $1 of output 
per annum. The truism says no more than that, in the period observed, invest- 
ment was c times the increase in output. The increase in output was due not 
only to the investment but also to increase in population, increase in skill, in- 
crease in technical and scientific knowledge, discovery of new resources, de- 
pletion of old resources, and acts of God like the size of the harvest or changes 
in the terms of tyade or the behavior of the Board of Governors of the Federal 
Reserve System (It is very hard to remember all this all the time and that is 
why capital-output ratios and truisms like Harrod’s are even more conducive 
to error than the EOE. 

So far Weintraub’s guilt is only by association, but in combining (3) with 
(9) Weintraub [5, p. 112] arrives at: 





(10) p = kw. A/N 


and substituting b (==Ag/N, the increase-in-output per man),* he achieves 
[5, pp. 113-14]: f 


v 


S 

(11) P= kw? or: 
Ci 

(12) Pato $, 


“the final synthesis between the price level apd the phenomena that are re- 
sponsible for economic growth” [5, p. 113]. 

What these formulae tell us is that instead of saying “output per man” we 
can say “increase-in-output per man divided by increase-in-output per (unit 
of) output” because the “increase-in-output” ’s cancel out leaving us with oes 
man” divided by “per (unit of) output” which means output per man. 


4Jt must be noted that b is the increase-in-output per man and not the increase in output- 
per-man as is suggested by Weintraub’s “per employee output growth rate” [5, pp. 112-13]. 
These two are equal only if W, the number of men, does not change. If g and N both increased 
by say 10 per cent, increase-in-output per man is 9 or 10 per cent, depending on whether we 
take the final or the initial N, while there is no increase in output-per-man. 
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In symbols this means that in the WCM equation: 
(3) P = kw/a, 


instead of writing a, which stands for output per man or g/N, we can write 
Ag/N 





1/N 
, because the Ag’s cancel out leaving us with TA = q/N =a. If we do 
q 


Aq/q 

this we get: 
A 

(13) P= yee : 
Ag/N 


If we now write g (increase in output per unit of output) for Ag/g and 6 (in- 
crease in output per man) for Ag/N, we get: 


(12) P= kw. 
b 

If, in accordance with equation (9), we write s/c for g we get: 
s 

(11) P = kw-—; 
ch 


and if we now restore Ag/N for b we get: 





10 P = kw- 
(10) kal 


It is possible to do the same trick with “investment” as with “increase-in- 
output.” Thus instead of output per man we can say investment per man 
divided by investment per unit of output. Instead of a (or g/N) we can write 


i/N i 
A Weintraub does just this and [5, p. 115] comes out with: 
t/q 


a/9 


14 P = kw-——- 
(14) oN 





In exactly the same manner we could say horsepower per man divided by 
horsepower per unit of output, or the number of filter-tip cigarettes per man 
divided by the number of filter-tip cigarettes pef unit of Output. AN of these 
are Only queer Ways of saying output per man; and the quéérer the irrelevant 
(canceling) items the less the danger of forgetting its irrelevance and suppos- 
ing that the equation “conveys some new information” [5, p. 115]. But “in- 
crease-in-output” is not sufficiently queer te make its irrelevance apparent, so 
that it leads Weintraub to suppose that the statement “So long as equipment 
per head grows faster than equipment per unit of output...” [5, p. 115] 
means something more than “So long as output per head increases, .. .” 
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In an arithmetical example of “the predictive application” of the final syn- 
thesis, Weintraub uses language that might be interpreted as assuming that c, 
the marginal capital-output ratio, is indeed the marginal efficiency of invest- 
ment,> but this does not touch the validity of his conclusions because the 7’s 
(real saving or real investment or marginal capital) cancel out and the Agq’s 
(increases-in-output) also cancel out, so that c, which == 7/Aq, also cancels out. 

In equations (10), (11), (12), (13), and (14) we have five different ex- 
pressions, each in turn taking the place of the last item in equation (3)—1/a 
and all meaning exactly the same—men per (unit of) output or the inverse of 
output per man. If output per man (a) is constant (in which case 1/a and all 
its synonyms will be constant too), P will vary with w, growth or no growth. 
If we put some growth elements into the equation, sound or unsound, and then 
take them out again we will always be left with the relationship we started 
with. 

Some even more fanciful developments of this game, breaking up b, the 
increase-in-output per man, into investment and consumption, lead to “pro- 
found implications which are significant for economic development” [5, p. 
118], such as that “high savings are thus capable of raising future real wages” 
[5, p. 117]. Reference in connection with this is made however not to Adam 
Smith or even to Ricardo, but to some puzzling propositions in Joan Robin- 
son’s Accumulation of Capital [5, p. 1180]. —— 


TI. Evaluation 


Notwithstanding all these extravagances, Weintraub has his finger on a mat- 
ter of the utmost practical importance—the need for anti-inflationary meas- 
ures more acceptable than bleeding the economy with depression. It will be a 
pity if this valuable insight should fail to help develop such measures either 
because of the extreme conservatism of his practical proposals or because of 
the rather revolutionary claims in which the theoretical analysis is wrapped. 
Yet, it is necessary, having recognized the value and validity of the insight, 
to evaluate both the practical proposals and the economic-theoretical claims. 

1. The practical proposals for checking inflation without resorting to de- 
pression to keep wages and prices from rising are most disappointing. Al- 
though his analysis concentrates (or even overconcentrates) on the wage rate 
as the crucial element that forces prices up, and although he observes that ex- 
hortation “blows quick and wears short” [5, p. 89], Weintraub pins his faith 
on giving publicity to estimated effects of proposed wage increases on the price 
level. But union leaders, rather than accepting responsibility for the effects 
wage increases have on the price level and endeavoring to practice restraint, 
may just as well turn the edge of the “magic constant,” charging the monop- 
olists with increasing P and blaming the implacable & for the inevitable in- 
crease in w forced on helpless union leaders who cannot buck the Law of k! 
At any rate it seems more than likely that particular prices will continue to be 
raised by businesses and that particular wages will continue to be raised by 


ë “Suppose that the amount of equipment needed to produce one unit of output—or $1 
worth—is $5” [5, p. 113]. 
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w] Y unions, neither the former nor the latter being ready to sacrifice particular 


how 


interests for the sake of relatively small effects on abstractions like the gen- 
eral price level or the average wage level. 

Furthermore, even if “watch-tower control” [5, p. 89] should indeed be 
effective in checking particular wage and price increases that threatened to 
raise the general price level (i.e., if businessmen and union leaders were per- 
suaded to sacrifice their particular interests for the sake of the general good 
or for the sake of public applause) this would disrupt the proper price rela- 
tionships since it would not provide for the relative movements of prices that 
are necessary in an economy subject to change. 

2. The claim that changes in M or Mv can affect P only indirectly through 
the effect on w, amounts to a denial of the possibility of buyers’ inflation. In 
this Weintraub is just as one-sided as those who deny the possibility of a 
wage-price spiral generated on the supply side by sellers. 

. Weintraub’s proposals are all for stabilizing P by preventing w from ris- 
Yag more rapidly than a and never for holding down w by checking increases 
in P. This is a consequence of his one-sidedly seeing k as operating only from 
w to P and never from P to w. But the Law of k is perfectly symmetrical be- 
tween w and P, and is no better for predicting P from w than for predicting 
w from P. If there is no excess demand and we know that w will rise in a cer- 
tain manner, the Law of & tells us that P will rise proportionately. But if ex- 
cess demand is bidding up P, the Law of & tells us that w will move up pro- 
portionately. They may both be pulled up by the market force of excess de- 
mand or pulled down by the market force of insufficient demand. Or they may 
both be pushed up administratively by powerful sellers, or pushed down ad- 
ministratively by powerful buyers. And yet all the time they stay in the same 
proportion k, so that if we know what will happen to either one of them, we 
can figure out what will happen to the other. The problem is to predict how 
both will move while held together in the stable relationship & or 1/k. 

4, One wonders why Weintraub should be surprised at k being lower in 
1930-34 than in the years immediately before and after, or at the postwar de- 
cline in &. A’ lower k should be expected in depressions because profits fall 
more in depression than wages do. And it is natural that a long period of con- 
tinuing prosperity should reduce &.° Prosperity makes entrepreneurs more op- 
timistic, so that they push forward their break-even point and lower their 
mark-up; it increases their readiness to expand and compete; and it lessens 
the degree of monopoly and the “rate of exploitation” by reducing the reserve 
army of unemployed workers. (All of these expressions are after all nothing 
but different jargon for a reduction in k.) 

While the expectation of continuing prosperity has the effect of gradually 
lowering k by lowering the planned mark-up, an actual depression or reces- 
sion also lowers &, though it does this suddenly by an unplanned fall in profits. 
However, it also strengthens the expectation of depressions as part of the 
natural order of good and bad years, and this has the opposite effect, raising 

* “But if the bad times should not be expected to come, the continued high, boom time 


profits being made would tempt more competition to come in and participate. This increase 
in competition would result in lower rates of price markup” [2, p. 179]. 
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k. On these grounds I would predict that the (engineered) interruption of 
prosperity by the depression of 1958, by upsetting expectations of continuing 
prosperity, will have the effect of reversing the trend and increasing k in 1959 
and 1960, 

5. There is no novelty in making the demand for liquidity depend on the 
price level. Keynes did not need to make this explicit because it is clearly 
implicit in his measuring everything in terms of the wage unit instead of the 
dollar, Indeed the only purpose of this rather troublesome procedure was to 
take care of the need for more dollars when prices and wages are higher. 

6. The stability of k is an essential ingredient of the whole Keynesian 
revolution. It alone makes it possible for the wage unit to be used as a kind 
of index number of prices. In an early popularization of Keynes’ General 
Theory I spelled out why a change in w (in the short run in which a is given) 
would lead to a proportional change in P [3, esp. pp. 116-20]. 

7. [Weintraub’s well-taken and important criticism of the futility of treating 
sellets’ inflation by a restrictive Federal Reserve monetary policy, fails to 
point out that the alternative that comes to mind immediately—a restrictive 
fiscal policy (which reduces v rather than M)—is subject to exactly the same 
criticisms. This gap is another indicator of the way Weintraub is often really 
thinking of the falsity of the quantity theory of money while criticizing the 
irrelevance of the equation of exchange. f 

8. There seems to be an unresolved conflict between the academic and the 
trade titles of the book. The academic title is concerned with a theory that 
would lead to appropriate governmental or social policy, in particular for 
dealing with sellers’ inflation when a restrictive monetary policy is futile or 
harmful and when P can be controlled only through w. Weintraub recognizes . 
that monetary policy is under the control of the authorities while wage policy 
is not, and attempts to deal with this in his proposals for ‘“watch-tower 
control.” But the trade title emphasizes forecasting and declares that M 
(monetary policy) is harder to forecast than w (wage policy). Here the policy 
problem of regulating, controlling, or influencing w seems to have been aban- 
doned or forgotten in favor of the forecasting problem of guessing what the 
government and everyone else will do or fail to do. A more careful working 
out is needed of the relationship between the internal problem of telling the 
government what to do and the external problem of guessing what in fact will 
happen. 

9. The “trade” assumption that the course of w is given, in combination 
with the assumption that the direction of influence is always from w to P 
and never from P to w, leads Weinbraub to argue that a demand or buyers’ 
inflation would be recognized by an increase in k, and if that is not observed 
we cannot be said to have a buyers’ inflation [5, p. 72n]. But if w can increase 
in response to an increase in P, observation of the behavior of k tells us noth- 
ing as to whether any inflation is a buyers’ or a sellers’ inflation. 

10. Weintraub argues that even if a sellers’ inflation is checked in the short 
run by an engineered depression, this only aggravates inflation in the long run 
because the set-back to investment reduces the growth of a, output per man. 
This argument implies that the time-shape of w is unaffected by the depres- 
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sion—which is contrary to the assumption that the depression is sufficient to 
check the inflation in the short run. 

The argument is not really needed since the damage done by loss of aren 
is reason enough for not using depression as the treatment for sellers’ inflation. 
It is, however, possible to salvage two less drastic but still significant results: 
(a) If a, the increase-in-output per employee has been, and is expected to re- 
main at, 2 per cent per annum it may require a 6 per cent level of unemploy- 
ment to provide price stability by keeping w from rising at no more than 2 per 
cent. But if depression, by checking investment, reduces a below 2 per cent, 
it will take more unemployment to stop the inflation. w can no longer be per- 
mitted to rise at 2 per cent and unemployment must be increased to 7 per 
cent if that is the unemployment needed to stop w from rising relatively to a. 
The reduction in the increase in a necessitates a more severe depression to stop 
the inflation. (b) If the induced depression reduces a by more than it reduces 
w it will raise unit costs and aggravate the inflation even in the short run. If 
the effects on w are rapid while the effects on a are slow (which may be the case 
because the latter are cumulative results of the diminished rate of invest- 
ment), the depression may be anti-inflationary in the short period but in- 
flationary in the longer period. This is a truly dynamic effect and it may be 
what Weintraub has in mind, but he does not make is clear that it depends on 
the continuing depression reducing a by more than it reduces w. 

11. Weintraub claims that his WCM approach integrates the microeco- 

nomics of the firm with the macroeconomics of the economy as a whole by 
applying to the latter the principle of the unit wage cost mark-up that de- 
‘termines the price of the product of the individual firm. This can be very 
misleading because the unit wage cost mark-up of the firm, 2’, is very different 
from & (or Z/W), when production is split into a series of stages operated by 
different firms. In general k’ will be very much larger than k because direct 
wages are only a part of the cost. On the other hand the unit total cost 
mark-up of the firm will in general be much less than & since it covers only 
one element in k — 1, namely the profits of the firm. The difference between 
the individual firm’s mark-up and & is only another aspect of the unclosed gap 
between micro- and macroeconomics. 

12. Weintraub’s “wedding” of the theory of the price level to the theory of 
aggregate output is a kind of “silver wedding” or the marriage of a long-— 
wedded couple; but it carries with it a nuptial air beca because of a mistaken 
identity. The wedding “that economists have been looking forward to for a 
very long time is between the theory of the determination of the general or 
absolute price level and the theory of the determination of particular or rela- 
tive prices. The analysis of the general or absolute price level has been inte- 
grated with the analysis of aggregate output ever since the Keynesian revolu- 
tion, and both are part of macroeconomics. The analysis of particular or 
relative prices has been inseparable from the analysis of the output of the firm 
or the industry for a much longer period and both are part of microeconomics. 
The union we are still waiting for is one between micro- and macroeconomics, 
and not one between the price and output aspects of macroeconomics. That is 
now in its third decade. 
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III. Another Approach to a General Theory 


In my own attempts to generalize Keynes—and nobody seems to be immune 
from this ambition—I have been led to believe that instead of arranging a 
marriage by combining macroeconomics and microeconomics in a single set of 
equations, it would be more fruitful to heed Marshall’s warning that natura 
non facit saltum and to see whether “macro” and “micro” cannot be treated 
as limiting cases at the extremes cf a continuum or spectrum. This is the way 
in which competition and monopoly have been brought into relation with each 
other. Long-term and short-term analysis are also best bridged in such a 
manner. There is plenty of precedent; and indeed it is just because such con- 
tinuity can be utilized throughout economics that Marshall was led to his 
motto. 

To be able to use this method one needs a measure by which one can locate 
the place of the observed phenomenon in the continuum. In the case of the 
competition-monopoly spectrum, for example, we may use the “degree of 
monopoly,” or we may use the inverse of the elasticity of demand, but the 
more general measure is the degree to which one may safely neglect repercus- 
sions. A small seller in a large market may neglect the effect of his sales on 
the market price; this is perfect competition. The larger the seller in relation 
to the market the less defensible is such neglect, and so we pass through 
various degrees of imperfect competition to monopoly as some undefined limit. 
Going in a slightly different direction we observe that a small seller in a large 
market can disregard the reaction of his competitors to his price policy. The 
larger he is in relation to the market the more must he take into consideration 
the reaction of his competitors; and in the interweaving of his policy with 
the expected policies of his rivals we have the strategies of oligopoly. We may 
continue further along the same line and consider that when the seller is not 
only very large in relation to a particular market but of importance for the 
economy as a whole, he must take into account not only the reactions of 
competitors but those of other groups in the economy, his suppliers or his 
customers, who may find it worth while to organize a “countervailing power” 
against his. Beyond that, a powerful seller must take into account the re- 
action of the government, and we find ourselves gliding from economics through 
political economy into the realm of politics. 

In the same way a small buyer may neglect the effects on income of his 
decisions to spend or not to spend. Although someone else’s income must be 
reduced by a dollar when he spends a dollar less, he is not concerned with 
this. It will have no discernible effect on his own income. But as the buyer, 
or the group of buyers we are considering, becomes larger in relation to the 
economy, it becomes less and less appropriate to neglect the repercussion on 
income, because spending by the members of the group will significantly 
consist of purchases from other members of the same group. If the group 
consists of a quarter of the economy, then, in the absence of some special 
information that tells us otherwise, we would expect about a quarter of the 
spending to consist of buying from other members of the group. If the group 
wants to increase its saving by a dollar and expects to achieve this by con- 
suming a dollar less, it will be disappointed. Its income will fall by a quarter 
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so that its saving will increase by only 75 cents. If a group consisting of half 
of the economy tries to save a dollar by consuming a dollar less, it will find 
itself saving only 50 cents. And finally, if we take the group that is the 
economy as a whole, we find that when it spends a dollar less, its income falls 
by the whole dollar and there is no increase in saving at all. The repercussion 
which could be entirely neglected for a small seller has now, in the other 
limiting case, become absolute. This is because there is now nobody else to 
absorb any part of the repercussion. 

It is the inability of many to pay attention to the repercussions that leads 
them to balk at the bridge from “micro” to “macro” and to insist on the 
“self-evidence” of the proposition that a cut in prices would cure a depression, 
because a cut in the price charged by a small selier increases his sales, Such 
crude anti-Keynesianism is rescued by a more sophisticated and more valid 
argument in terms of the effect of price reductions on the value of cash 
balances. It is here that a more careful examination of a spectrum of price 
flexibility can clarify the issues even if the result is not exactly a wedding 
between Keynesian and classical positions, but merely their location on a 
spectrum that goes farther than these positions in both directions, 

If there were perfect price flexibility, sc that any deficiency in demand 
would make prices fall so rapidly and excess demand would make prices ‘rise . 
so rapidly that we would not have to worry about what happens while tlie 
adjustment is going on, there would be no room for “Keynesian economics,” 
or indeed for any policy at all with regard to effective demand. No policy 
would be necessary to prevent depression as long as there were some floor 
under the supply of hard money in existence; and no policy would be neces- 
sary to prevent inflation as long as the quantity of money did not increase 
indefinitely. Any excess of demand would be cured by the reduction in the 
real value of the money stock as prices rose. Any deficiency of demand would 
be cured by the increase in the real value of the money stock as prices fell. 

Policy is necessary because we do not have, and never can have, this kind 
of price flexibility. This is why those economists, like Pigou and Patinkin, 
who have explored the way in which perfect flexibility would work, have been 
careful to point out that they are not recommending reliance on price flexi- 
bility, or even on any available measures for increasing price flexibility, as an 
adequate public policy. With different degrees of imperfection in price flexi- 
bility different policies become appropriate, and it is these differences in the 
supposed position of the economy on a spectrum of price flexibility that ex- 
plain the different policy recommendations rather than any subjective attach- 
ments of economists to different philosophies. 

If there is imperfect flexibility downward of prices, the cure of a deficiency 
of demand by price deflation involves a protracted period of depression aggra- 
vated by continuing expectations of further reduction in prices which are still 
resisting the downward pressures. It then becomes appropriate to bring about 
the increase in the real value of the money stock by less painful methods, 
namely by increasing the money stock in nominal terms. The mechanism of 
recovery and the attainment of equilibrium and price stability then proceeds 
in exactly the same way as if the increase in the real value of the money stock 
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had come about without benefit of policy—-namely through perfect price 
flexibility. This is the Keynesian general case of an increase in the money 
stock—in terms of “wage units” so as to include the case where it is brought 
about by deflation. 

The next position on our spectrum is where the inflexibility has invaded the 
money market and the rate of interest fails to fall in response to the increase 
in the real value of cash balances {the Keynesian special case with the liquidity 
trap) or where investment and consumption fail to increase in response to a 
fall in the rate of interest. The secondary inflexibilities would not matter if 
prices in general were perfectly flexible, since an unlimited fall in prices would 
constitute an unlimited increase in the wealth of the owners of the cash and 
this would induce the necessary increase in spending anyway. In the absence 
of unlimited price flexibility, the same cure could be obtained by an unlimited 
increase in the nominal quantity of money. But where this is unpractical (and 
even where it might be practical) resort to a more direct method of increasing 
demand might still be desirable. The government can increase its own spend- 
ing or induce more spending by others by reducing taxes (or use a combination 
of these measures, including a larger budget with its net positive effect on 
total spending). If monetary policy is inadequate it can be supplemented by 
fiscal policy. 

Farther along the same spectrum we have the situation where prices not 
only refuse to fall when there is a deficiency of demand, but tend to rise if 
there is a level of demand that provides a satisfactory level of employment. 
Prices will then be stable only if there is considerable unemployment. In the 
absence of this degree of depression, wages and prices will be rising in a 
sellers’ inflation, with labor blaming the wage increases on price increases, 
and business blaming the price increases on wage increases, 

In this case, monetary and fiscal policy cannot provide full employment 
with price stability. If monetary and fiscal policy is applied so as to achieve 
price stability, it causes depression. If it is directed at achieving full employ- 
ment, is causes inflation. Full employment together with price stability can be 
attained now only by providing an artificial market to replace the missing 
competitive market that would have prevented such price behavior. The ad- 
ministered prices and wages that rise as soon as unemployment is less than, 
say, 6 per cent (when 2 or 3 per cent is all that the genuine frictions make 
necessary) must be so administered, in the general interest, that the general 
price level is constant as long as there is no excess demand. Such price regu- 
lation, like the regulation of the prices charged by public utilities, would not 
be interfering with the free marxet. It would rather be interfering with the 
interferences with that administration of prices which destroys the free market 
and makes sellers’ inflation possible. Sellers’ inflation does not fit into the 
Keynesian scheme any more than into the classical scheme, because Keynes, 
like the “classical” economists, assumed that although prices might be re- 
luctant to fall in spite of unemployment, they would not rise unless there was 
excess demand. Sellers’ inflation is possible because prices are raised even at 
less than full employment as long as the unemployment is not severe enough 
to hamstring the price and wage administrators. 
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Another and closely related spectrum may be envisaged in the degree to 
which money is incorporated in models of the economy. At one end of this 
spectrum is the barter economy where monetary complications are absent. 
Moving along the spectrum, we come to models where money is spoken of 
but not brought into close relationship with the “real” economy, and money 
is supposed to affect only the absolute level of prices; the relations between 
prices, including the rate of interest, are determined in the barter department. 
Here the rate of interest stands for either the marginal efficiency of capital 
(when stationary states are considered) or the marginal efficiency of invest- 
ment (where growth and decay are permitted to enter the analysis). Farther 
along the spectrum are models where changes in the quantity of money are not 
immediately sterilized by changes in the price level, because price flexibility 
is less than perfect, so that employment is not always full. This is the 
Keynesian analysis (including the modern anti-Keynesians) that stresses real- 
balance effects. Still farther along the spectrum is the region I would like to 
explore, where money is completely integrated in the model, where the enjoy- 
ment of liquidity is not considered any different from the enjoyment of any 
other good or service, and where the cash balance is perfectly at home with all 
other assets yielding liquidity as part of the income flow while constituting 
part of the assets of the household, just as houses yield house-room as part of 
the income flow while constituting a part of the assets of the household. It then 
becomes unnecessary to bring in real-balance effects as a complicating after- 
thought and it is much easier to deal with the problems of price levels and 
employment. In such models it would be convenient to speak of wealth as a 
vector containing both assets and income, so that an increase in either, the 
other being constant (as when there is a change in the rate of interest) would 
constitute an increase in wealth. 

Perhaps a more interesting spectrum would be that of the degrees of equi- 
librium. This might dispose of the tiresome arguments as to whether un- 
employment equilibrium is not a contradiction in terms. Here we might start 
with the most equilibrial kind of equilibrium, where there is no excess or 
deficiency of demand whatever that might sooner or later result in some 
change in the price even with perfect price flexibility. Such an equilibrium by 
definition rules out any involuntary unemployment. 

Farther along the spectrum we find an equilibrium in which there is involun- 
tary unemployment and it does not disappear—either because there is a 
rigidity of wages and prices so that the situation is frozen, or because prices 
and wages are both falling so that there is no incentive for employment to be 
increased. This may be because the increase in the real value of the money 
unit is being canceled by decreases in the supply of nominal cash or is being 
offset by increases in the desire to hold cash, so that the rate of interest does 
not fall; or because investment and consumption are unresponsive to the rate 
of interest, while the effects of the increase in the real value of the money 
stock on the propensity to consume (the Pigou effect) is small in the period 
we are considering. This is the Keynesian unemployment equilibrium. Any 
increase in output would result in losses that would push output back to the 
previous level. 
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In describing this equilibrium, Keynes tells us that while he has rejected 
the classical postulate that the wage is equal to the marginal disutility of 
work, he still maintains the other classical postulate that the wage is equal to 
the value of the marginal product. (We may extend this to include imperfect 
competition by changing this to say that the marginal cost of labor is equal 
to the marginal value product of labor). Workers would be happy to do more 
work at the same rate of pay, so that labor is off its supply function. This is 
why this equilibrium is not as equilibrial as the first one on this spectrum. 
Nevertheless we are justified in calling it an equilibrium because there is a 
certain stability about the situation. Keynes opened himself unnecessarily to 
criticism by supposing that an increase in employment would necessarily lead 
to a fall in real wages (though he later recognized that this was not essential 
to his model) saying that labor was not in a position to reduce the real wage, 





Ficure 1 


because a reduction in the money wage makes prices fall proportionately so 
that the real wage stayed the same. What is relevant is not the inability of 
labor to reduce the real wage but its inability to bring about an increase in 
demand which increases employment—whether this would lower the real wage 
or raise it. 

We can deal with this better if we move farther along the spectrum to an 
even less equilibrial equilibrium, which is at the same time closer to the 
realities of a depression. At this point on the spectrum, the second classical 
postulate is rejected,” namely that the wage is equal to the marginal product 
of labor (or the marginal cost of labor is equal to its marginal value product). 

In a depression business is no less eager to sell more products at the current 
price than labor is eager to do more work at the same wage. In Figure 1 
(following Patinkin) the actual situation is represented by the point K. The 
S curve shows how much labor would be supplied at various real wage rates 
(w/p is the wage-price ratio—w is the wage and ? is the price level). The D 
curve shows how much labor the employers would demand jf they could sell 


™ This is done by Patinkin referring to a suggestion by Liviatan [4, p. 218 ff] but Patinkin 
seems to underestimate the importance of his and Liviatan’s innovation. 
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the corresponding amount of product at each wage-price ratio. But they are 
unable to sell that much product so they only demand the quantity of labor 
indicated by K. Full equilibrium with full employment would be at M where 
workers would find all the work they want and employers would sell all the 
goods they want to sell at the prevailing wage-price ratio. Since K is off both 
curves it shows that neither of the classical postulates holds. If we were to 
follow Keynes and reject only the equality between the wage and the marginal 
disutility of work, we would be at A, and the real wage would be higher than 
at full employment. If we rejected both postulates we might argue, as Patinkin 
does, that, starting at M, a fall in demand would result not only in involuntary 
unemployment (we would be off the supply curve) but also in business de- 
pression (we would be off the demand curve too), and both wages and prices 
would fall. If they both fell at the same rate, we would be at K, with the same 
real wages as at M. If prices fell faster than wages, real wages would rise and 
we would be above K; and if wages were to fall faster than prices we would 
be below K. What happened to real wages therefore would depend on the rela- 
tive flexibility of wages and prices; and there is no necessity for the negative 
relationship between real wages and employment indicated by Keynes. 

There is however no need to assume, as Patinkin does, that at any point to 
the left of wages and prices must be tending to fall. This assumption is 
itself the result of declaring a dichotomy between full employment and un- 
employment when we can do better by supposing a spectrum. If we succumb 
to the temptation to assume a simple dichotomy between pure unemployment, 
when an increase in demand increases only output, prices staying unchanged, 
and pure full employment when an increase in demand increases only prices, 
because output cannot increase, we get a curve of the supply price of output 
in relation to the wage level that consists of a left-handed L, as in Figure 2—a 
horizontal line AF showing a constant supply price up to full employment at F 
when the curve suddenly becomes vertical. No matter how high the price goes 
(relatively to the wage) the quantity supplied cannot be increased. (‘The verti- 
cal measure in this diagram is the inverse of the real wage, which is measured 
vertically in Figure 1. It is p/w instead of w/p.) 

This curve can also be read as showing (the inverse of) the real wage for 
any level of employment. Up to full employment the real wage is constant. At 
full employment the real wage is indefinite, depending on how the race goes 
between rising prices and rising wages in the inflation. Where one would be on 
the curve would depend on what business is able to sell as determined by the 
state of business or over-all demand. 

With this model one is tempted to identify full employment with price 
stability because the corner point, F, seems to indicate both. If demand in- 
creases above F output cannot increase but prices rise. There will then be 
abnormal profits and a competitive increase in the demand for labor. Wages 
will be bid up until ‘the same real wage is restored and the demand curve once 
more passes through F. If demand decreases there is a reduction in output but 
the price-wage ratio is unchanged. There are now unemployed workers, busi- 
ness is slack, and there is pressure on wages and prices to fall, If prices and . 
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wages fall rapidly without limit, demand will increase and the demand curve 
will rise until it cuts at F again. If wages and prices are sticky, or if they fall 
but it takes a long time before the resulting increase in the value of the money 
stock raises demand so as to restore full employment, we have underemploy- 
ment equilibrium. This, however, is temporary, even though it may be tempo- 
rary for a very long time if nothing else is done about it. We still have prices 
rising whenever the demand is above F and prices falling or tending to fall when- 
ever the demand falls below F. F therefore seems to represent both full em- 
ployment and price-level equilibrium. 


P 
w 





FIGURE 2 


But this need not be the case at all. It is quite possible to have less than 
full employment—to be on the horizontal arm of the supply curve—and for 
prices and wages to be rising. Of course this cannot be due to excess demand. 
The increase in prices and in wages cannot be a market response. It can occur 
only if prices and wages are being pushed up administratively by sellers. We 
then have a sellers’ inflation. Buyers’ inflation can be cured only by removing 
the excess demand that causes it. Sellers’ inflation can be cured only by meas- 
ures that remove the power of sellers to raise prices. Reducing the level of 
demand may do this, but only by creating a depression severe enough to break 
down the administrative power of sellers to push up their prices. If we do not 

- want to suffer this degree of depression, which may be quite severe, we must 
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either continue to suffer from the inflation or we must clip the power of sellers 
by other means—namely by a regulation of administered prices so as to make 
these behave the way they would in a competitive market. 

As long as sellers retain the power to raise prices administratively, we can 
mark off on the horizontal arm of the supply curve the point B where the 
degree of unemployment and depression is just sufficient to check sellers’ 
ability or willingness to raise prices. This is the level of employment at which 
wages rise no more rapidly than productivity so that we have price-level equi- 
librium. We may call it price-level equilibrium employment. To the left of B 
prices will fall and we will have deflation, and to the right of B prices will rise 
and we will have inflation. But it is not buyers’ inflation but sellers’ inflation. 
Only when we get above F will the inflation be a buyers’ or demand inflation. 
Keynes assumed that the point of full employment is also necessarily the point 
of price-level equilibrium employment, so that only buyers’ inflation is possible. 

In my Economics of Employment I spoke of price-level equilibrium employ- 
ment, but I called it “Low Full Employment,” and I treated the power of 
labor to raise wages as one of various frictions that prevented unemployed 
factors from moving to where they could be used. Because of all these frictions, 
any further increase in demand could only raise prices. It now seems to me to 
be misleading to call B any kind of full employment; and misleading to lump 
together the power of sellers to raise prices and genuine frictions that prevent 
factors of production from moving from one area or one occupation to another. 

Through the point R, directly below B, we can draw a line QRS indicating 
the rate of movement of prices that would accompany any given level of output 
and employment. To the left of R the line lies below the axis showing that 
prices would fall, and the further to the left, i.e., the lower the volume of 
output and employment, the lower the point on QRS and the greater the rate 
at which prices would fall. At R wages rise just rapidly enough to balance the 
rate of increase of productivity so that prices are stable. To the right of R the 
line lies above the axis indicating that the price level would rise, and that the 
greater the volume of employment the greater would be the rate of price rise 
because of the greater power of the price administrators to raise prices. At F, 
or full employment, the power of sellers to raise prices becomes irrelevant be- 
cause beyond this point there is excess demand. The market itself then raises 
prices whether there exists any administrative power to raise them or not. 
Sellers’ inflation then bows out of the picture and buyers’ inflation takes over.* 

A closer look blurs this clear distinction between sellers’ inflation and 
buyers’ inflation. Full employment is not reached suddenly; it also is a matter 
of degree. As we move up the level of employment, long before resources 
everywhere are fully utilized we will come across bottlenecks and increasing 
marginal costs as capacity is approached. 


If any level of employment other than R persists for some time, the rate of change of 
prices (whether upwards or downwards) comes to be anticipated, the movement is acceler- 
ated, and the rate of price rise or of price fall will be greater. The line QRS would swing 
round R in an anticlockwise direction, becoming steeper in the process. The longer the 
movement persists the steeper will the curve become and the inflation or deflation will 
develop into hyperinflation or hyperdeflation. 


LERNER: THE GENERAL THEORY 141 


If we were to consider the increase in employment as requiring the appli- 
cation of increasing quantities of labor to a given supply of capital, we might 
expect to find increasing marginal cost almost from the beginning of the curve, 
but this would be so only if we were considering a very long run in which 
capital was properly adjusted for permanent operation with each volume of 
employment measured along the horizontal axis. If, on the other hand, we 
were concerned with short-run problems of output and employment varying 
with an industrial equipment designed for some normal level of employment of 
the current labor force, then the supply curve would be fairly horizontal for 
some time before we got into problems of crowding the capacity. We would 
then have a curve of supply price like that marked in Figure 2 by the alphabet 
from A to J at the points where a series of demand curves cut it. 

As before, B is the point of price-level equilibrium employment, wita wages 
rising no faster than can be matched by rising productivity. At C there would 
be a pure sellers’ inflation with prices rising at a rate indicated by the height 
of the QRS curve above the horizontal axis directly below C. But now we 
have increasing costs and bottlenecks before we get to perfectly full employ- 
ment; and prices rise more than wages, so that the real wage falls as we move 
along the supply curve up the alphabet. If wages did not change at all, prices 
would rise as shown by this curve and real wages would fall in that proportion. 
We now have an additional reason why wages would rise: Not only is the 
bargaining power of labor raised by the higher level of employment, the pres- 
sure for wage increases is intensified by the attempt to make up at least what 
is lost in real wages by the price rise, and the resistance to wage increases is 
diminished by the feeling that workers have just cause for complaint. This is 
indicated by the replacement of RS by RS’ with a greater rate of wage and 
price increase for each level of output and employment above C. At some 
point, say F’, the combined pressure for wage increase becomes so great that 
any further increase in employment is prevented. A further increase in Jemand . 
would make wages rise as rapidly as prices, so that p/w would stay the same 
and we would only get inflation (not visible in Figure 2). We may therefore 
call F” “full employment.” 

A higher level of employment could be reached only by measures that suc- 
ceeded in reducing the genuine frictions so that more of the unemployed 
factors might be moved to where they could be used. This would lower the 
curve of supply price to a position like ABCTF”’ HJ. (The complete removal 
of all frictions would bring us back to the reverse L curve AFI that we started 
with, CF'H coinciding with CFH. There would then be no bottlenecks or in- 
creasing costs until there was perfectly full employment at F.) The diminution 
in frictions would give us T as the level of output and employment reached 
with the same demand conditions, with a higher real wage (lower prize-wage 
ratio), and a greater volume of employment. It would make possible a still 
further increase in output and employment in response to a further increase 
in demand to a new full employment level F” where wages would once more 
rise so rapidly as to prevent any further increase in demand from increasing 
employment any more. 
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Possible positions are then bounded on the right by a vertical line through 
the full-employment level F’ or F” so that the effective curve of supply price 
is AF'T or AF”I”. But the economy may very well find itself off the supply 
price curve anywhere above and to the left of it as long as the point is not so 
high as to show a real wage reduced below the level at which workers are able 
and willing to work. Such points would be like K in Figure 1 where, in a 
depression, both workers and employers would be happy if demand were 
greater and output and employment were greater at the existing price-wage 
ratio. Prices would meanwhile be rising if the point were to the right of B 
(price-level equilibrium employment), and they would be falling if the point 
were to the left of B. The point would be moving up if prices were rising 
relatively to wages, and down if the converse were true; and this movement 
might be increasing or decreasing the level of demand and thereby the level 
of output and employment. These would be short-run effects which could affect 
output and employment in either direction. The long-run tendency, if the 
quantity of money had any stability, would be for the value of the money 
stock to increase if the point was to the left of B and for the value of the 
money stock to fall if the point was to the right of B. The long-run equilibrium 
toward which the economy would be tending would therefore not be full em- 
ployment at F, F or F”, but price-level equilibrium employment at B, or 
anywhere above B as long as it was below the height in Figure 2 at which the 
real wage is so low that workers are unable or unwilling to work).° 

At points like F’ or F” it becomes very difficult to say whether we have 
buyers’ inflation or sellers’ inflation. I would be inclined to say that F” and 
F”, like F, are points where sellers’ inflation yields to buyers’ inflation. But 
strictly speaking, at such points there is no over-all attempt to buy more goods 
than are available, and if sellers were not able to exert any influence on prices 
there would be no inflation at F’ or F’’, or anywhere short of H. The real wage 
would indeed fall very low, but in the perfectly competitive market where 
sellers’ inflation is impossible nothing could be done about this as long as labor 
was available, and there might be even more labor available as a result of the 
low real wage. On the other hand, at any point to the right of C at least a 
part of the pressure for increased wages, and for increased prices to cover 
increased wages and other costs, would be the result of increases in demand. 

It may be that further development of this analysis will turn out to be fatal 
to the concept of sellers’ inflation, of which I have become quite fond, but 
it seems to me that the unification and clarification of economic theory will be 
better served by the Marshallian approach of searching for continuities than 
by the dialectical or ceremonial union of opposites. 


? This limit is not a reflection of the supply curve of voluntary employment, since the 
lower the real wage (in the economy as a whole) the greater would be the supply of labor 
by workers sacrificing leisure for minimum subsistence. It would be a reflection of the 
conditions of the supply of labor only in the sense that it would be affected by the diminished 
survival of healthy workers; and this would be better represented by redrawing the whole 
supply curve to show the changed nature and size of the working population. 
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COMMUNICATIONS 


Relative-Prices and Income-Absorpticn Approaches to Devaluation: 
A Partial Reconciliation 


The question whether devaluation would improve the trade balance of the 
devaluating country has been analyzed, in recent years, with the tools of two 
different approaches, the relative-prices approach and the income-absorption 
approach.* Quite often it seems that the use of different tools of analysis 
has called forth also different substantive conclusions. The purpose of the pres- 
ent note is to show that if the same set of assumptions is used, the same con- 
clusion must follow whether one prefers to adopt one analytical method or the 
other. 

Both approaches would grant that wher there is a possibility for devalua- 
tion to increase employment and output im the devaluing country, the trade 
balance is likely to improve. The difference of opinion arises when there exists 
no possibility of an increase in output (tha is, starting from a position of full 
employment). Here relative-prices theorists would still claim that devaluation 
is bound to improve the trade balance—provided, of course, that the foreign- 
trade elasticities are “right.” On the other hand, adherents of the income- 
absorption approach would state that this conclusion is unwarranted unless it 
could be shown first that domestic absorptioa is reduced. 

In order to focus attention on this contrast, let us assume that the “foreign” 
elasticities (of supply of imports to the devaluing country and of demand for 
its exports) are infinite, so that foreign prices of exports and imports are 
given and unchanged by devaluation. Let vs further assume that the starting 
position, before devaluation, is one of full employment, so that devaluation 
cannot increase employment and output. 

Since foreign prices are given, devaluatior. means necessarily a proportionate 
increase in local-currency prices of exports and imports. If other local prices 
do not change, or at least rise less than in the full proportion of devaluation, 
profit maximization implies that factors 3f production should move from 
purely domestic industries into those wh ch produce export goods or im- 
port substitutes; likewise, goods which could be either exported or sold in 
the local market should now become exports to a larger extent than before. This 
would mean, obviously, an improvement of che trade balance. This, in essence, 
is the way the relative-prices proponent looks at the effect of devaluation. 

His adversary would, however, start witt the basic identity C + J+ G = 
Y + MS (where C = consumption, J = comestic investment, G = govern- 
ment expenditures, Y = national income, and MS = import surplus); would 


1The former, more traditional approach is best expounded by Fritz Machlup [1]; while 
the latter approach is largely connected with the name of Sidney S. Alexander, who first gave 
it an explicit form in [2]. Alexander has recently presented a modified version of this 
approach in [3]. 
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say that Y is fixed by assumption of full employment; and would therefore 
argue that MS cannot decrease unless one of the components of domestic 
absorption—C, I or G—also decreases. If no effect of devaluation on one or 
more of these components may be shown, it would be concluded—without any 
regard to relative prices—that devaluation would not affect the trade balance. 

Since both arguments must be correct—one by the hypothesis of profit 
maximization, the other by definition—one must show that if devaluation in- 
creases the prices of exports and imports, relative to domestic prices, it also 
cuts absorption; or, conversely, that if devaluation does not result in the 
curtailment of absorption, then it also could not end up with a relative in- 
crease in the prices of exports and imports. If correctly carried out, both ap- 
proaches must lead to the same conclusion. 

For convenience, I shall start by supposing that devaluation does not reduce 
the demand for absorption. It has to be shown, then, that the prices of exports 
and imports relative to domestic prices do not change; that is, that the general 
price level in the devaluing country increases in the proportion of devaluation. 
The argument proceeds as follows: 

In the first stage after devaluation relative prices of exports and imports 
rise and the trade balance improves. This means that the amount of goods 
available for domestic absorption is smaller than it had been before devalua- 
tion (since it has been assumed that output and the terms of trade are not 
changed by devaluation.) But the demand for domestic absorption Las not 
changed, so that (assuming an initial position of equilibrium) there is now 
an excess of aggregate demand for goods over their aggregate supply, and 
this tends to raise the price level. The excess demand and the tendency of the 
level of prices to rise will prevail as long as the price level has not increased in 
the full proportion of devaluation. Only when the general level of prices in- 
creases as much as the price of foreign exchange, and the trade balance returns 
to its predevaluation level, are we in a new equilibrium position.? In this way 
the relative-prices approach reaches the same conclusion as the income-zbsorp- 
tion approach, 

There is, however, one implicit assumption in this argument: that money 
is a “dependent” variable, that is, that the amount of money is adjusted and 
is expanded sufficiently so that tke price level may increase in the proportion 
of devaluation. The result would be quite different if instead the amcunt of 
money remained fixed. To demonstrate this, I shall employ a very simplified 
version of Patinkin’s model [4]. It will be assumed that absorption consists 
solely of consumption (that is, domestic investment and government expendi- 
tures on goods and services will be disregarded). The demand for consumption 
is assumed to be a positive function of real income and real cash balances. The 
bond market is not included in this model so that the rate of interest plays no 
role. Consumers have the choice of either holding money balances .or spending 
on goods, but not of lending money. These simplifications do not detract, I 
believe, from the usefulness of the following analysis. 

Let us examine two extreme positions; first, the one in which the general 


?In the terminology used by Alexander in his more recent paper, this would mean that the 
“reversal factors” offset completely the initial effects of devaluation. 
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level of prices increases as much as the price of foreign exchange. The trade 
balance is unchanged compared with the predevaluation period, and since real 
income and output do not change, by our assumptions, the amount of goods 
available for domestic consumption (= adsorption) does not change either. 
But demand for consumption falls, since the increase in prices, combined with 
a fixed amount of money, means smaller real cash balances. This is not an 
equilibrium position: an import surplus the same as before is too high relative 
to the new equilibrium balance. The unsacisfied equilibrium condition is the 
consumption function. j 

The other extreme possibility, where the general level of prices (including 
prices of imports and of exportable goods) is the same after devaluation as 
before it, cannot be an equilibrium position either. Here, the prices of inter- 
national goods relative to other prices having been increased, there must be 
some improvement of the trade balance, so that the amount of goods available 
for domestic consumption must fall. But demand for consumption is still at its 
predevaluation level, since neither real income nor real cash balances have 
changed. Hence there would exist a state of excess demand. This, again, is 
not an equilibrium position. An increase in the relative price of foreign ex- 
change is not compatible with unchanged demand for consumption. 

Equilibrium will be reached, then, somewhere in between the two extreme 
positions. In the new equilibrium situation the price level will be higher than 
before devaluation, but less than proportionate to the degree of devaluation. 
There will thus be an increase in the relative prices of exports and imports 
compared to prices of domestic goods, and therefore an improvement in the 
balance of trade. The amount of goods available for domestic consumption 
will be smaller than before devaluation. At the same time, the demand for 
consumption will be smaller, too, since real cash balances will be reduced 
(while real income does not change).® 

To summarize, an increase in the ratio of international to domestic prices, 
which is essential for a decrease in the import surplus according to the rela- 
tive-prices approach, can take place if and only if there is a decrease of absorp- 
tion, and a decrease of absorption can occur only if there is an increase in 
the general price level. Hence the two approaches to the analysis of devalua- 
tion must lead to the same conclusions.* 

This analysis is obviously oversimplified. It stresses the dependence of 
absorption on the real value of money balances, while it abstracts, for in- 
stance, from the real value of other assets as possible determinants of absorp- 
tion, or from possible effects of changes in relative prices on aggregate demand 
for goods and services. Yet it would be worth while to conclude by pointing out 
the crucial role of monetary policy followed after devaluation whenever the 
assumptions of this analysis are largely applicable. A “neutral” monetary 
policy, which imposes no limitation on the expansion of credit and on the 


3These results could also be derived more rigorously mathematically. 

* Both in his earlier paper [2], and even more strongly in his recent contribution [3], 
Alexander recognizes and stresses the cash-balance effect as one which may reduce aggregate 
demand. Alexander does not show, however, the relation between this effect and changes in 
relative prices. 
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money supply, would render the devaluation a failure, under these conditions 
~—unless, of course, devaluation is accompanied by other measures, for ex- 
ample fiscal ones, which work directly to curtail domestic absorption. A re- 
strictive monetary policy, on the other hand, would lead to a successful cevalu- 
ation under the present assumptions—provided that prices are flexible and 
that the institutional set-up in the devaluing country does not create a situa- 
tion of “cost inflation,” where a restrictive monetary policy may create un- 
employment rather than inhibit a price rise. 
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A Comparison of the Distributional Effects 
of Inflation and Taxation 


As far as I know, only one attempt has been made to empirically evaluate 
the burden of inflation [1]. Bach and Ando estimated the distributional burden 
of inflation by measuring the monetary assets and liabilities of various income 
groups. They have shown that while the government sector is the most im- 
portant net debtor, the household sector is a net creditor. This is true about 
the sector as a whole and about each income group within this sector. How- 
ever, different income groups were discovered to have different ratios of mone- 
tary assets to liabilities. The closer this ratio is to unity, the smaller is said 
to be the loss caused by inflation. 

The conclusion that everybody loses by inflation in proportion to his net 
money assets is not fully satisfactory, because it rests on the implicit assump- 
tion that the alternative to the burden of inflation is no burden at all. Actually, 
the real alternative facing the public is whether to bear the cost of inflation 
or the cost of some economic po:icy designed to achieve equilibrium through 
other means: direct controls, or monetary policy, or fiscal policy, ar some 
combination of all. Even if inflation originated completely with the consumer 
and thus could be prevented by the use of self-restraint, the burden of the 
additional self-restraint needed to prevent inflation would have to be taken 
into consideration. 

In this paper I shall compare the distributional burden of inflation with the 
distributional burden of taxation. Three types of taxes will be considered: 
(a) income tax, (b) sales tax with food not taxable, and (c) sales tax with 
food taxable. A number of assumptions, some of them quite heroic, will have 
to be made: z 
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1. I assume a situation in which the supply of goods and services is perfectly 
inelastic and in which the demand for goods and services can be pictured as a 
rectangular hyperbola; in other words, the demand function is based on the 
quantity theory of money. Suppose that the demand function shifts because 
velocity increases. If nothing else happens, prices will increase until the quan- 
tity demanded is again equal to the quantity supplied. Alternatively, the gov- 
ernment could tax away a sufficient amount of money assets to push the de- 
mand function back to the original level. The total loss to the public of real 
money assets would be the same in either case. 

Should the demand function be based on the Keynesian determinants of 
demand, then the price adjustment would shift the demand function to the 
left by decreasing the real value of money and thus affecting the money mar- 
ket. Taxation would cut down the demand through its effect on disposable 
income and on the consumption and investment functions. In this case the 
losses caused by inflation and taxation need not io be identical: their ratio 
would depend on the slopes of the relevant functions. It is conceivable that the 
spending spirit may be dampened more (or less) by taxation than by inflation. 
Lack of necessary information about the shapes of the relevant functions 
makes it impossible to use this theoretical framework. 

Therefore I rely on the simpler, and empirically more manageable, analysis 
based on the quantity theory of money. I assume that the market will reach 
equilibrium if the public loses a given number of real dollars, regardless of 
whether the loss is caused by a price increase or by an increase in taxes. 
While not entirely satisfactory on theoretical grounds, I believe this assump- 
tion to be adequate for the purposes of the rough estimate which I am under- 
taking. If important public issues are at stake, it is better to give an impre- 
cise, tentative answer than no answer at all. 

2. I assume that the taxes imposed as an alternative to inflation would be 
such that they would leave unchanged the proportions of the total income or 
sales taxes paid by each income group. 

3. I neglect the fact that a general price increase would push some tax- 
payers into a higher income-tax bracket and thus lead both to losses of real 
money assests and of disposable income. 

4, I assume that the entire sales tax is passed to the consumer. 

5. I assume that the public does not hold shares issued by various corpora- 
tions but “composite shares” in which all the stocks in existence participate 
proportionately. This assumption is necessary in view of the fact that the 
corporate sector as a whole is inflation-proof while many of the corporations 
are not.? By making this assumption I shall avoid the need to consider the 
possibility that some population groups are holding a higher proportion of 


1 This really means that I am assuming the income velocity to be uniform throughout 
the entire income range. If I were using a naive Keynesian model, this assumption would 
imply a belief in a uniform marginal propensity to consume throughout the income range. 

2Tt can be shown that a one per cent increase in prices in early 1950 would have caused 
all corporations to gain $7 million—a negligible amount. Hewever, some types of corpora- 
tions would have lost amounts up to $295 million, while other types of corporations would 
have gained up to $128 million [4, Vol. III, Tables W-22 through W-43]. 
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TABLE 1—Monetary ASSETS AND MONETARY LIABILITIES OF 
Various Income Groups, EARLY 1950 





7 








Monetary Monetary Net Mone- 








Family Income Assets Liabilities tary Assets our oo 
before Taxes (billion (billion) (billion ( canis dollars) 
dollars) dollars) dollars) 

(1) (2) 8) (4) 6) 
1. Under $1,000 7.50 4.70 2.80 28 
2. $1,000 to $1,999 10.80 4.20 6.60 66 
3. $2,000 to $2,999 20.10 10.80 9.30 93 
4, $3,000 to $3,999 21.80 13.40 8.40 84 
5. $4,000 to $4,999 18.40 9.90 8.50 85 
6. $5,000 to $7,499 26.70 12.80 13.90 139 
7. $7,500 and over 35.80 9.40 26.40 264 
8. Total 141.40 65.20 75.90 759 





Source: Columns 2, 3, 4: Raymond Goldsmith et al., A Study of Savings in the United States, 
Princeton 1956, Table W-46. 


inflation-proof shares than other groups. Lack of data makes this evasion a 
necessity. 

6. I assume that changes in the rate of interest resulting from inflation or 
taxation can be ignored. 


I. The Burden of Inflation Compared with the 
Burden of Three Types of Taxes 


What are the costs imposed on various income groups by a uniform one per 
cent increase in prices? This degree of inflation is a very modest one; as 
such, it will make less unrealistic the restrictive assumptions. Table 1 con- 
tains the data on the monetary assets of various income groups, debts con- 
tracted in terms of the monetary unit, and the differences between these two 
amounts. All the income groups are net creditors to a smaller or greater degree. 

While gauging the effects of inflation on various income groups, it would 
be an error to consider the net position of these groups only. Obviously the 
various spending units within each group will not be identical; some may be 
creditors to a greater degree than others, some may even be net debtors. In 
so far as this is true, in addition to the redistribution of wealth among the 
various income groups resulting from inflation, there will be a redistribution of 
wealth within each income group. However, the latter cannot be statistically 
measured. 

Table 1 shows that a one per cent inflation will deprive the public of 759 
million (real) dollars. Thus, in Table 2, I “impose” an income tax high enough 
to collect this amount. The last column of this table quantifies the burden such 
a tax would impose on the various income groups. 

David C. Davies has recently specified the impact of a sales tax on the 
population of selected cities in 15 states [2]. He uses three alternative income 
concepts: gross income, net income, and disposable receipts. The gross- and 
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TABLE 2—ALLOCATION OF AN ADDITIONAL INcoME Tax, 1950 Income anp Tax RATES 








Additional Anti-Inflation- 





Family Personal In- Income 

come Before Tax (billion dollars) Income Taz Rate ine) 
Under $1,000 1.943 0.0 0 
$1,000 to $1,999 11.333 2.2 10.2 
$2,000 to $2,999 20.273 3.8 31.7 
$3,000 to $3,999 29.983 4.5 55.6 
$4,000 to $4,999 31.533 5.3 69.8 
$5,000 to $7,499 51.181 7.5 158.3 
$7,500 and over 71.736 14.7 433.4 
Total 217 .262 — 759.0 





Source: U. S. Dept. of Commerce, Income Distribution in the United States by Size, 1950-53, 
Washington 1955, Table 10. 


net-income concepts are identical with the traditional concepts of family in- 
come before and after taxes. The concept of disposable receipts includes cer- 
tain money receipts other than the traditional ones and net changes in the 
spending unit’s asset position with a view to providing a better index of per- 
manent income. To assure comparability with my own data, all of which per- 
tain to gross income, I employ Davies’ figures based on the gross-income 
concept. 

By using his figures I am making the assumption that the sales tax pattern 


TABLE 3-—-ErFECTIVE SALES Tax Rates, Foop TAXABLE AND FOOD Not TAXABLE, FAMILY 
PERSONAL INCOME IN THE UNITED STATES, AND ADDITIONAL 
Anti-INFLATIONARY SALES Tax 





























. + Famih Additional Anti-Infla- 
Effective Effective P y i tionary Sales Tax 
Tax Rate— | Tax Rate— PERDRA : 
Income Group Food Food not panies Food Food not 
Taxable Taxable dollars) Taxable Taxable 
rx (million dollars) 
Under $1,000 2.141 2.697 1.943 12.9 15.8 
$ 1,000 to $1,999 1.430 1.403 11.333 50.4 47.9 
$ 2,000 to $2,999 1.374 1.198 20.273 86.6 73.2 
$ 3,000 to $3,999 1.326 1.202 29.983 123.5 108.6 
$ 4,000 to $4,999 1.297 1.212 31.533 127.1 115.1 
$ 5,000 to $5,999 1.261 1.243 25.693 100.3 95.9 
$ 6,000 to $7,499 1.114 1.241 25.578 88.6 95.6 
$ 7,500 to $9,999 1.045 1.087 23.354 75.9 76.5 
$10,000 and over 0.690 0.990 43.652 93.6 130.2 
Total 217.252 759.0 759.0 





Source: D. G. Davies [2], Table 1 C, p. 74. U. S. Dept. of Commerce, Income Distribution 
in the United States by Size, 1950-53, Washington 1955, Table 10. 
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prevalent in the 15 states analyzed by Davies would be the pattern selected 
by the federal government should it adopt sales taxes (with food either taxable 
or not taxable) as the alternative to taxes collected by inflation. The burden 
of an additional anti-inflationary sales tax of the kind described here is shown 
in Table 3. 

I have considered three alternative methods for equating aggregate demand 
and supply: increased income tax and increased sales taxes of two sorts. If 
they are not imposed, excess demand will result in an inflation of one per cent. 
In all three cases the ratio of taxes paid by various income groups was left un- 
disturbed. In Table 4 I compare the burden which these three equilibrating 
methods and the alternative of inflation will place on various income groups. 


TABLE 4-—THE BURDEN oF INFLATION, EQUIVALENT INCOME TAXATION, AND EQUIVALENT 
Sates TAXATION ON Various Uncome Groups, BASED ON 
1950 INCOME, ASSETS, AND TAX STRUCTURE 


























Resources Collected per Family by: 
Number of One (in dollars) 
Family Per Cent 
Family Income Units Inflation ival 
Before Taxes Equivalent Eqtivalent Sales Tar 
(millions) | (in dollars) | Income Tax Food Food not 
Taxable Taxable 
Under $1,000 3.861 7.25 0.00 3.34 4.09 
$1,000 to $1,999 7.464 8.84 1.37 6.75 6.42 
$2,000 to $2,999 8.091 11.50 3.92 10.70 9.05 
$3,000 to $3,999 8.586 9.77 6.47 14.38 12.65 
$4,000 to $4,999 7.054 12.04 9.89 18.02 16.32 
$5,000 to $7,499 8.530 18.29 18.56 22.14 22.45 
$7,500 and over 5.304 49.77 81.71 31.86 38.97 








Source: Tables 1-3. Numbers of families taken from U. S. Dept. of Commerce, Income Dis- 
tribution in the United States by Size, 1950-53, Washington 1955, Table 10. 


According to this table all families with incomes below $5000 will profit if 
excess demand pressures are combatted by the use of income taxation. The 
income group receiving from $5000 to $7500 will find inflation to be the 
least burdensome tool of the equilibrating process, while the highest-income 
group will prefer a sales tax. 

If this analysis is correct, it is surprising that we are continuously threat- 
ened with inflation; 35 million families out of the total of some 49 millions 
have a clear incentive to support the use of an alternative equilibrating tool, 
namely, the use of income taxation, Why does this majority of taxpayers fail 
to act? The absence of a vigorous anti-inflationary fiscal policy may be due 
to the superior influence wielded by the high-income groups. Or it may be that 
the taxpayers are not faced with a complete set of choices, but only with a 
very few crude ones. They can press the policy-maker to remain inert—and 
thus permit inflation—or to initiate some tax action. Such tax action, due to 
the relatively clumsy nature of all political processes, is bound to be undefined 
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at first and assume definitive shape only after protracted Congressional dis- 
cussion, It would not be unreasonable for each group of taxpayers to fear that 
the taxation finally adopted will not be the one they would choose themselves. 
If so, then the alignment for and against inflation is likely to change dras- 
tically. Given a choice between inflation and the worst of the tax alternative 
considered here, 29 million families would find inflation less burdensome. Only 
19 million families would prefer any one of the three taxes to inflation. 


TI. Sales Tax Reconsidered 


Until recently, a sales tax was considered by many as the most disreputable 
tool of fiscal policy, endangering prosperity and oppressing the poor. In the 
past year, two voices were raised in defense of sales taxes. J. K. Galbraith in 
The Affluent Society [3, p. 248] points out that currently there exists a stale- 
mate between the conservatives, supporting sales taxation, and the liberals, 


TABLE 5—Ervrects OF A SHIFT FROM ONE PER CENT INFLATION TO 
EQUIVALENT SALES TAXATION, 1950 








Gains (+) or Losses (—) in Terms 
of Family Income before Taxes 
(per cent of income) 


Sales Tax as Percentage of 
Family Income Inflationary Tax 


before Taxes 
Food Taxable |Food not Taxable} Food Taxable |Food not Taxable 


Under $1,000 +.77 +.63 46.1 56.4 


$1,000 to $1,999 +.14 +.16 76.4 72.6 
$2,000 to $2,999 +.03 +.10 93.1 78.7 
$3,000 to $3,999 — 13 — .08 147.0 129.3 
$4,000 to $4,999 — 13 —.09 149.5 135.4 
$5,000 to $7,499 —.09 —.10 135.9 137.8 
$7 ,500 and over +.13 +.08 64.1 78.3 





supporting progressive income taxation. The resulting failure of the govern- 
ment to increase governmental receipts in turn leads to a failure to provide 
essential services (education, medical care) to the poor. Davies approaches 
the problem from a different standpoint. His empirical examination of the 
burden sales taxes place on various income groups leads him to the conclusion 
that the sales tax is a regressive tax only if one uses the gross- or net-income 
concepts as the basis for judging. When one shifts to the concept of disposable 
receipts, as a better approximation of the economically more meaningful con- 
cept of permanent income, the sales tax becomes a progressive tax for incomes 
up to $6,000 [2, p. 74]. 

This paper suggests a revision of the attitude towards sales taxes. While 
a sales tax is a regessive tax, if we use Davies’ gross- or net-income concepts 
as criterion, an inflationary tax’ is still more regressive (see Table 5). There- 

* The losses caused by a one per cent inflation represent the following percentages of gross 


income: Gross income under $1000: 1.44; $1000 to $1999: .58; $2000 to $2999: 46; $3000 
to $3999 : .28; $4000 to $4999: .27; $5000 to 7499: .27; $7500 and over: .37 (Tables 1 and 2). 
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fore the imposition of a sales tax, regardless whether food is or is not exempt, 
to avoid inflation results in a tax system that is more, rather than less, pro- 
gressive. After we shift from inflation to sales taxation, the total real value of 
accumulated net money assets plus current disposable income becomes greater 
for all three low-income groups. Their inflation-caused tax liability decreases 
on the average by 20 per cent if food is taxable and 27 per cent if it is not, 
while the liability of the lowest-income group drops by 54-44 per cent. The 
next three income groups bear progressively a higher and higher burden of 
such a shift. The highest-income group, as also in Davies’ study of the sales 
tax only, is an exception to the general progressivity of the shift. In this re- 
spect we find ourselves in a curious predicament: the spending habits and the 
tax and assets structures are such that an attempt to benefit the lowest-income 

. groups forces us to pay a bounty to the high-income groups. One way out of 
this dilemma would be to modify our present structure of sales taxes so as to 
tax more heavily the purchases of “luxury” items; another solution wculd be 
to extend the coverage of the sales tax so that it would cover purchases of 
goods and services which currently are escaping the tax: purchases of life 
insurance, stocks and bonds, pension rights, etc. 


HI. Conclusion 


Though the statistical evidence available for the purpose of comparing the 
redistributional effects of inflation, income taxation, and sales taxation with 
food exempt and with food not exempt is not fully satisfactory, I believe the 
results of this study show at least the relative order of magnitude of the four 
alternative tax burdens. The results indicate that the three lowest-income 
groups suffer more from inflation than they would suffer from the three alter- 
native types of taxation we have considered. A shift away from inflation to 
any one of the three types of taxation would make our tax system more pro- 
gressive. Obviously the goal of progressivity would be served most were we 
able to exchange inflation for income taxation. However, the study reveals that 
even a shift towards either type of sales taxation would mean the imposition 
of a more progressive system of taxation, with the exception of the highest- 
income group. 

Boris P. PEsEK* 


* The author is assistant professor of economics at Michigan State University. 
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Elementary Economics and Depreciation Accounting 


Most introductory courses in economics describe depreciation, a technical 
accounting concept with far-reaching implications for economics, in extremely 
misleading terms. Students are confused by depreciation in abbreviated ex- 
planations of business financial statements or in discussions of national income 
accounts. Kuhlman and Skinner, in a recent text, are typical of the first. 
“Businesses, like consumers, save by not spending all of their income. They 
may set aside depreciation and obsolescence allowances in order to be able to 
replace plant and equipment” [9, p. 180]. The explanation does not jibe with 
Paton and Littleton on corporate accounting standards: “Under accrual ac- 
counting, depreciation is not a valuation process nor a means of capturing re- 
placement prices from customers” [11, p. 17]. Jome, in a text on money and 
banking, states that “Good accounting policy seems to dictate that the purpose 
of the depreciation charge, after all, is to recover the money paid for an asset 
already constructed” [7, p. 429]. But the accountant May denies this policy: 
“Tt is a gross error to assume that it is a part of the function of accounting 
to insure by depreciation charges or otherwise, the return of the investment 
that has been made in the entity” [10, p. 24]. 

The basic problem here is that economists are using a word which has a 
“dictionary” or layman’s meaning, but which also has a technical definition in 
the field of accounting. If economics insists on precise definitions for its own 
purposes of such common words as investment, capital, labor, profit, and 
competition, then should it not also recognize this practice in other fields? 
Accountants draw a clear distinction between Webster’s definition of depreci- 
ation and their technical one, which they describe as an artificial convention. 
The American Institute of Accountants has formulated a standard expression 
for this arbitrary or conventional usage which can be duplicated by reference to 
leading authorities in the field of accounting. “Depreciation accounting [is] a 
system of accounting which aims to distribute the cost or other basic value of 
tangible capital assets, less salvage (if any), over the estimated useful life 
of the assets in a systematic and rational manner. It is a process of allocation 
and not valuation” [3, p. 76]. 

The outlook of accounting records is to the past. Depreciation charges refer 
to an expenditure which has taken place, and are merely a special method of 
writing history. Depreciation accounting enables the business frm to make 
several ledger entries, instead of one, when a capital expenditure occurs. The 
problem of replacement, which is not the purpose of depreciation, requires an 
outlook to the future. Sunk costs, expenditures which have already taken 
place, have no relevance to present or future investment opportunities. The 
accountants’ use of depreciation—merely a method of recording a cost-—en- 
sures that no backward glance to a past expenditure which is over and done 
with can influence the rational consideration of a new decision on capital 
investment. 

Some text-writers, fascinated by the role of “internal” funds in expanding 
business capacity, discuss depreciation charges as a “source” of money capital. 
“Among the various sources of capital, depreciation charges are extremely 

4 


COMMUNICATIONS 155 


important. Indeed, during the postwar years, corporate business as a whole 
raised more money in this way than it did through the sales of stocks and 
bonds” [13, p. 134]. “Depreciation reserves against relatively new equipment 
become available for current use. ... The tremendous size of modern deprecia- 
tion allowances means that the business community ... may greatly increase 
its productive capacity without ever tapping new outside savings” [1, p. 180]. 

But nowhere in an elementary discussion have I seen reference to the 
obvious but vital fact that it is revenues, not charges, which provide money 
capital, and that depreciation accounting generates “internal” funds only when 
the firm is making profits, or when its losses do not exceed depreciation ex- 
pense. As a result, many students rightfully wonder where, if “depreciation is 
only a bookkeeping entry” and depreciation reserves “do not consist of a pool 
of cash,” the money does come from, when replacement time rolls around. 

The 1958 depreciation charges of $34.7 billion amounted to 50 per cent of 
gross private savings, a proportion which has fluctuated in recent years. Of the 
total funds available to corporations, $19.6 billion or more than half was 
attributed to depreciation. Another $6.0 billion represented retained profits. As 
funds to be spent by the firms, both these sums consist of money payments 
by purchasers for the output of corporations. Business prices, and sales, were 
$25.6 billion higher than they would have been if depreciation costs had not 
been figured and if the firms had not made profits. The accounting technique 
of charging depreciation is no more responsible for the firm’s revenues than 
is the necessity of paying for labor or material. The total funds available for 
investment by corporations, some $30 billion, were used to acquire physical 
and financial assets, and to reduce liabilities, But there is no necessary cor- 
respondence between any one form of investment and any one source of the 
funds thus spent. Any part of retained profits, or borrowed capital, or money 
acquired through new issues of securities, or the difference between revenues 
and out-of-pocket expenditures which represents depreciation charges, may be 
spent on one or many uses. Replacement of worn-out or obsolete equipment is 
only one kind of possible capital expenditure, and the means of financing such 
expenditures bear no relationship to the means of recording the cost of pre- 
vious expenditures. Perhaps the easiest way of emphasizing the lack of cor- 
respondence would be to review the years during the 30’s and during the 
second world war, when depreciation charges exceeded expenditures for new 
plant and equipment. In the first period, depreciation charges did not provide 
funds for replacement because firms made losses, and their revenues did not 
cover the amount of the depreciation charges. In the second period, funds 
were provided, not by depreciation accounting but by higher wartime sales, 
yet these funds could not be spent on plant and equipment. 

This disregard of the process of generating funds leads the text writers, 
when discussing price changes, to overstate woefully the effect of original cost 
in depreciation accounting. For example, “Suppose the price of a piece of 
equipment costing $10,000 has doubled by the time it wears out. If a reserve. 
had been accumulated at the rate of $1,000 a year, when the machine had to 
be replaced at the end of ten years the accumulated $10,000 would be only 
half enough to replace it” [6, p. 93]. But where has the $10,000 been “ac- 
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cumulated?” If, in fact, the previous condition of making a profit or not mak- 
ing losses in excess of depreciation charges has been met, revenues to the firm 
will provide a ten-year stream of money capital amounting to $1,000 a year. 
This money capital may be invested in inventories, accounts receivable, 
fixed plant, or the reduction of liabilities. If the firm is profitable, this new 
money capital presumably earns income, and at the end of ten years, therefore, 
the firm will be better off not only by the $1,000 generated yearly, but also 
by the profits earned on this sum during the ten years, so that considerably 
more than $10,000 will accrue. At only 8 per cent per year, for example, the 
ten-year proceeds will amount to $14,487. Furthermore, it seems unrealistic 
to assume that the price doubling took place entirely within the tenth year, 
so that we may expect the firm’s management, in expending this yearly $1,000 
of new capital, to have notice of current cost increases, and, presumably; use 
these in justification of price increases by the firm.* 

Textwriters can find some support, of course, in the criticisms of original 
cost depreciation given by business executives. A typical statement from man- 
agement, in answer to a questionnaire from the Journal of Accountancy, reads, 
“I believe most everyone agrees that the increased cost of almost everything 
has made the provision for depreciation . . . inadequate to serve the purpose 
for which it was intended; namely, to provide funds for the replacement of 
plant and equipment” [2, p. 78]. DuPont Vice-President T. Crawley Davis 
was quoted recently urging the recovery, through depreciation allowances, of 
“the original investment in terms of current purchasing power” [5, p. 2]. In 
1947 the management of United States Steel, without the approval of their 
independent auditors, charged extra depreciation expense, beyond that based 
on original cost, in order “to give some recognition to increased replacement 
costs” [14]. What chiefly concerns business executives, however, is not the 
abstract problem of analyzing inflation, but the concrete possibility of secur- 
ing more favorable tax treatment by altering the definition of allowable de- 
preciation. As Jones points out, “When businessmen say that depreciation is 
inadequate because it does not provide for replacements, they are simply 
taking an easy short-cut which avoids the complications of a full explanation” 
[8, p. 81]. The short-cut presents an impressive argument for altering the base 
of the corporation income tax; but such a proposal must be considered on 
grounds of equity of tax treatment and administrative possibilities, rather than 
being adopted because of a misunderstanding of the nature of depreciation.’ 
The elementary texts do not provide the student with an accurate explanation 
of the accounting technique, and they infer rather careless ignorance on the 
part of the accounting profession. 

The problem of how to treat changing price levels in accounting statements 
has been debated fervently and brilliantly for many years within the account- 
ing profession. The advantages of a general price index and specially con- 

1 Cf. detailed calculations of the effects of depreciation charges in a period of rising prices, 
with given assumptions as to the rate of profit and of price chances [12]. 

? The report of a symposium conducted by the Tax Institute [15], illustrates clearly that 
the present concern over depreciation methods in times of inflation reflects the 52 per cent 


corporation tax rate. It should be remembered that depreciation accounting was generally 
accepted by U.S. business only after the income tax provided a financial incentive to do so. 
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structed indices to deflate current dollar figures have been argued at length. 
The consensus seems to be [4], reflecting the accountants’ reliance on the 
principle of complete disclosure, that attempts to explain the effects of price 
changes are indeed worthy, but that such explanations should, for now at least, 
remain supplementary. Conventional accounting statements record the dollars 
and cents of transactions which have in fact occurred. No one interpretation, 
stemming from the problem of price changes or from any other single problem, 
should be allowed to supplant these basic data. . 

The economist has a perennial concern with real, as opposed to money, 
values, and a current concern with the influence of changing price levels upon 
capital investment. But the emphasis on depreciation charges as a means of 
replacement of plant and equipment within the firm leads to a misleading 
analysis of the capital consumption allowances, based on business depreciation 
figures, which are deducted from the gross national product. 

National income or output can be estimated to measure welfare or to meas- 
ure productivity, and some of the differences implied in the two concepts have 
been explored at length. From a welfare point of view (if you believe in free- 
dom of consumer’s choice) government expenditures on goods and services 
differ from business or consumption expenditures because consumers are not 
free to choose, by money votes, what government services will be produced, 
and because taxes must be paid. From the productivity angle, government 
product equals government purchases of goods and services because no market 
price exists for the output of government. The same problem arises in estimat- 
ing the amount of capital consumed in any one time-period. 

‘Conceptually, it is easy to say that current net national product consists of 
the goods and services currently available for consumption and investment 
after providing for the maintenance of capacity required to produce the 
amount of net national product. “Capital consumption” therefore would be 
the current loss in productive capacity of currently valued capital goods. The 
major difficulty in measuring this amount, as in measuring the product of gov- 
ernment, is that no market prices exist, and hence current dollar figures cannot 
be used. The textbooks are careful to point out that the “capital consumption 
allowances” of the Department of Commerce do not coincide with the concept 
noted above. For example: “Over a longer period of time, the NNP would be 
a better representation of the economy’s productivity, if accurate data could 
be obtained for depreciation and obsolescence allowances” [9, p. 282]. “In 
principle we must look at some current production of buildings, machinery, 
and so forth as simply the replacement of wear and tear on the outfit we use in 
production. ... Unfortunately, however, our measures of capital consumption 
(the technical term for the using up of durable producers’ goods and buildings) 
are very crude” [6. p. 424]. 

The emphasis on replacement, coupled with the incorrect notion that busi- 
ness depreciation accounting provides for replacement, allows no concern for 
the welfare implications of capital consumption allowances, which are worth 
more stress. Students come to economics convinced of the power of tech- 
nological change in our land, and they find it reiterated throughout any con- 
temporary introduction to economics. But the essence of technological change 
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in productive capacity is that it does away with replacement per se. Even 
when they continue to make the same product, firms do not purchase, at the 
end of a machine’s lifetime, a machine identical to that which wore out. And 
the significant nature of productive capacity as a requisite for current income 
(or net national product) is that it provides the shifting and altering bundle 
of goods and services which consumers demand, Economists frequently suggest 
replacement cost as a basis for figuring aggregate capital consumption al- 
lowances, but this overlooks the basic fact that replacement rarely takes place. 
In fact, our present capital consumption allowances are imperfect not because 
depreciation allowances based on original cost do not match replacement costs, 
but because our concept demands that the entire capital structure, not just 
that which wears out in the current year, should be revalued each year in 
terms of its potential to satisfy current tastes and preferences. In 1958, $28 
billion, or 88 per cent of the total funds invested by corporations, was spent 
on plant and equipment. There are no data to divide these expenditures into 
replacement, expanded capacity, or wholly new forms of capital. Any attempt 
to do so requires an impossible definition—that of the word “new.” But leading 
firms take pride in their sales of products which did not exist a decade ago, 
and the growth in productivity is attributed to technological change and 
new capital equipment. 

Consequently, let us abolish the notion that depreciation has anything to 
do with replacement. From a welfare point of view, we should not want our 
capital replaced from year to year, Rather, we want it changed as our prefer- 
ences change. From a productivity point of view, we want our capital im- 
proved, not replaced. And from the point of view of describing the accounting 
practices of individual firms, we are contradicting the express pronouncements 
of the accountants themselves. 

CAROLYN SHAW BELL* 


* The writer is associate professor of economics at Wellesley College. 
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Measuring the Success of the Elementary Course 


There is justifiable dissatisfaction with the state of economic understanding 
in this country, and therefore with the results achieved by the teaching of eco- 
nomics—especially at the elementary level. The work in the high school field 
of the Joint Council on Economic Education reflects this feeling, as does the 
search at various colleges for some new approach. 

The purpose of this communication is to present the findings to date of a 
survey of the success of the elementary course. Identical or closely similar sets 
of true-and-false questions have been administered—when possible both before 
and after the course. The experiment has revealed (1) an unsatisfactory rate 
of progress generally, and (2) particular fields in which students have learned 
little or nothing. 

I. The Questions Used 


Eight sets of 50 questions have been used, each containing 5 propositions on 
production, cost and business organization; 8 each on price, money and bank- 
ing, income and employment, distribution of income, and international eco- 
nomics; and 5 on public finance. The sets come in pairs, each of the two treat- 
ing the same topics though in slightly different wording.” 

In preparing the questions, the attempt was made to apply the following 
principles: (1) to use ordinary language rather than technical terms, and to 
avoid both catch questions and self-evident propositions; (2) to make the 
statements analytical rather than factual—though there are some exceptions, 
dealing with topics like rates of growth, distribution of income, banking prac- 


‘The origin of the survey was in the 1953-55 “self-study” of New York University 
financed by the Carnegie Foundation. All faculty members were asked for suggestions as to 
how academic work could be evaluated; and this method occurred to the writer as an obvious 
way of doing it. In 1954-56 it was tried at more than twenty colleges, and in 1958-59 at 
several more. The survey did not draw on the Carnegie grant. 

7 A few of the questions selected in 1954 and 1955 were those of other writers, taken or 
adapted from teaching manuals, Other questions are undoubtedly almost identical with ones 
used elsewhere, The writer does not claim that, where they differ, his own are superior to 
those developed by others. 
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tice and tax structure; (3) to make most of the propositions important ones— 
- including if necessary points not dealt with in textbooks whose solutions might 
require students to have recourse to their reasoning power; and (4) to make 
each proposition so clear and objective that any teacher would agree on the 
right answer, even if he might have preferred to treat some other aspect of the 
topic. 

Regarding the last point, it was sometimes necessary, where qualified econ- 
omists differ on an issue, to select propositions so extreme that all would agree 
on them. To use hypothetical examples, “Public debt is always bad” and 
“Public debt is never dangerous” are false, though “Economists see no reason 
why public debt should not be made the vehicle of economic expansion” would 
draw divergent answers, and therefore would be unusable. 

The 50 questions are answered in 25 minutes, 100 questions—when used— 
in 50 minutes. Scoring is on the scale of 100, with 2 points for each correct 
answer and no penalty for wrong guesses. Since guessing would, on average, 
yield a score of 50, this is the equivalent of zero. It implies that a student has 
as many false as true notions about the questions being answered.’ 


Il. General Results of the Test 


Scores recorded on the six sets used through June 1959 are summarized in 
Table 1. The average of all grades before the course, for the different sets of 
questions, has been between 52 and 58; and the average after it, between 61 
and 68. The widest spread among men’s colleges on a single set was from 60.6 
to 71.0; and among women’s colleges, from 56.6 to 70.1 (both were Set E, 
after the course). The spread was usually much smaller: thus on Set A, for 
men, it was from 56.6 to 58.2 at the start and from 63.6 to 71.9 at the end. 

Male students have begun with a slightly greater knowledge of the subject, 
and have usually maintained or improved that advantage. At 12 coeducational 
colleges, the unweighted arithmetic mean of the male advantage was 1.9 points 
before, and 2.7 points after the course.* 


* One 12-year old boy asked to take the test. Scoring 58 on Set A, he proceeded confidently 
to B, where his mark proved to be 42. It took 100 questions—but only 100—to reveal his 
true knowledge of economics! Though the score of a single student on 50 or even 100 
questions may be misleading, the law of averages has emerged whenever 20 or 25 took the 
test. 


* Numbers of colleges and students taking the tests: 














¢ Beginning of Course End of Full-Year Course 
Test Men Women Men Women 
Sets | a eee Per 
Colleges | Students | Colleges | Students , Colleges Students | Colleges | Students 
A 4 |a| 3 tee: 978 4 163 
B 3 711 3 | 5 581 6 184 
Cc 5 784 3 | 6 573 4 52 
D 3 284 3 5 392 4 126 
E 3 429 3 6 921 6 235 
F 3 859 3 4 359 4 70 
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TABLE 1—AveERAGE OBJECTIVE Test Scores BEFORE AND AFTER 
FULL-YEAR ELEMENTARY COURSE 














Arithmetic Means Arithmetic’Means 
Ques- Time of by Colleges by Students 
tion Set Test | —__——_ 
Male Female Male Female 
A Before 57.3 54.8 56.9 54.2 
After 67.3 64.7 67.0 63.8 
Gain 10.0 9.9 10.1 9.6 
B Before 55.9 54.7 55.3 54.0 
After 65.5 62.5 64.7 61.9 
Gain 9.6 7.8 9. 7.9 
C Before 57.6 54.3 57.5 54.3 
After 68.0 63.1 67.9 63.2 
Gain 10.4 8.8 10.4 8.9 
D Before 53.2 52.8 53.5 52.8 
After 61.7 60.8 61.4 61.0 
Gain 8.5 8.0 7.9 8.2 
E Before 55.9 53.8 56.4 54.7 
After 65.6 61.9 65.8 62.4 
Gain 9.7 8.1 9.4 7.7 
F Before 54.1 53.1 54.0 §3.5* 
After 62.2 61.3 62.1 61.0 
Gain 8.1 8.2 .1 7.5 








Table 2 analyzes the progress made in another way, by separate colleges. 
The best class score after the course, 71.9, was not truly a “C” average. The 
class was not 71.9 per cent of the way along from 0 to 100, but 43.8 per cent 
of the way (50 being the equivalent of zero). Since this particular class had 
begun with a score of 58.2, it had progressed in reality only 13.7, out of a 
potential of 41.8 points. At the start, it could answer 29 out of 50 questions; 
at the close, 36. At the other extreme, one class could answer 27 or 28 ques- 
tions at the start, and only 29 at the end. 

Several by-products of the experiment are: 

1, More than 2,000 of the beginning students were asked to name their 
high school course whose content was closest to that of the course about to be 
taken. Those who had taken problems of democracy, social studies, civics, and 
American history did no better than average on the opening test. Students who 
had taken economics, however, did better—male students with this back- 
ground averaging 57.6, as compared to 55.8 for others; while women students 
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TABLE 2—-BEst, AVERAGE AND LEAST GAINS By COLLEGES GIVING 
OBJECTIVE TESTS BEFORE AND AFTER COURSE 








College with College with 
Best Gain Average Gain College 
— m) with 
Less 100 Simple | Least 
than 50 | Students | Median |Arithmetic| Gain 
Students | or More Mean 
Men (18 colleges) 
Before course 58.2 59.2 54.5 55.7 54.9 
After course 71.9 71.3 64.0 65.0 60.4 
Gain: 
Points 13.7 12.1 9.5 9.3 5.5 
Per cent of potential gain (to 100)| 32.8 29,7 20.9 21.0 12,2 
Women (15 colleges) 
Before course 53.3 53.3 54.1 54.1 55.1 
After course 66.4 59.9 62.7 62.1 58.6 
Gain: 
Points 13.1 6.6 8.6 8.0 3.5 
Per cent of potential gain (to 100)| 28.1 14.1 18.7 17.4 7.8 


averaged 55.2 and 53.9, respectively. The value of the high school course is 
evidently slight, at least by this measurement. 

2. Northern institutions averaged 2 or 3 points higher than southern ones, 
both before and after the course. 

3. Improvement in one-semester courses ran between 50 and 70 per cent 
of that in full-year courses at the same colleges. 

4. Evening classes, consisting usually of mature students with jobs, had 
slightly higher scores before the course, but had lost a little of their advantage 
at the close. 


Til. An Example: Set A, Men 


Set A is reproduced herewith, along with the average scores of the 1,123 
male students taking the test before the course, and the 978 taking it after a 
full-year course. Teachers using these questions can thus know where their 
students stand as compared to the 978. 


Average 
Score 
(per cent) 
Before After 


1. The increase in the education received by the average American is F 

the most important single cause of the rising productivity of 

American workers since 1800, 53 76 
2. The lowest cost combination of the various kinds of labor and T 

capital used to make a product will differ according to the price 

of each to the firm. 70 84 


16. 


17. 


18. 


19, 
20. 
21. 
22. 
23. 
24. 


25, 


26. 
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. There is an economic law which limits the amount of labor and 


capita] a famer can economically put into cultivation of his land. 


. Within each individual industry, the largest firms have a signifi- 


cant cost advantage over smaller ones. 


. A general rise in the stock market will tend to reduce the ability 


of productive industry to raise money from investors. 


. The free price system is a method of rationing based on ability 


to pay. 


. When a short wheat crop pushes bread prices up, most economists 


would endore a subsidy to bakers if there were no other way to 
prevent the rise. 


. Sales of the common necessities of life tend to increase sharply 


when there is a drop in their price. 


. The price of a product is likely to be closer to its average unit 


cost of production over the long run than in the short run. 


. When a big movement of hogs to market causes pork prices to fall, 


this will tend to push beef prices down also. 


. The operations of a successful speculator in cotton generally tend 


to reduce the fluctuations in its price. 


. When a “gray market” (resale by distributors at more than list 


prices or to favored customers only) exists in a product, it is 
evidence that its producers are charging more than consumers 
can afford to pay. 


. Public regulation (assuming it to be politically feasible) is the 


only long-run economic remedy for a skyrocketing price like 
that of coffee or rubber at times, 


. The most important function of money is to serve as a store of 


value. 


. The fact that a country is on the gold standard ensures the 


stability of its domestic price level 

When a country is on the bimetallic standard (both gold and 
silver being coined), a fall in the price of silver due to a rise in out- 
put of mines will cause gold to replace silver in monetary 
circulation. 

When gold comes into a country, it is likely to mean that the 
banking system can expand its loans and investments to several 
times the amount of gold. 

When business firms draw checks to repay their bank loans, it 
does not change the nation’s bank reserves but it does increase 
the excess reserves of the banks. 

An increase in the amount of paper money in circulation outside 
of banks tends to restrict the expansion of credit. 

A reduction in legal reserve requirements of commercial banks 
tends to make it easier for business to borrow money. 
Depreciation of a country’s currency tends to lower the cost of 
living. 

Inflation tends to enrich creditors at the expense of debtors. 
The outstanding evil of peacetime inflation is that it reduces 
the real purchasing power of the national income. 

Experience and logic indicate that it is hard for a modern demo- 
cratic country to have full employment and stable prices at the 
same time. 

When corporations draw on their working capital to pay higher 
dividends, it tends to increase the ratio of national consumption 
to income. 

When unemployment is large, seemingly wasteful spending may 
be defensible because of its effect on employment. 
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Business cycles (booms and depressions) are as characteristic of 
barter economies as of money economies, 

One reason business cycles are less severe than they might con- 
ceivably be is that a decline in construction causes an offsetting 
rise in other industries (by releasing men and goods to them). 

A real difficulty in planning public works to combat depressions is 
that the expenditures may not be made at the best time from the 
point of view of those who need the new facilities. 

In modern capitalist countries the gap between rich and poor 
is lessening. : 

lf it were practical to equalize incomes, the increased incentive 
to those who now earn little would probably cause total pro- 
duction to expand, 

Rapid population growth tends to improve the economic status of 
the average worker compared to that of the owner of capital. 
Economic science offers no disproof of the claim that an employer 
who gives superior conditions of work has a right to pay lower 
wages. 

An increase in population will tend to increase the rent of land. 
Interest rates tend to be higher on short-term than on long-term 
loans to governments, 

Accumulation of wealth by an economy tends to lower the rate 
of interest. 

When national income declines to depression levels, profit as a 
percentage of income tends to rise. 

An advantage when people buy goods produced at home instead 
of imports is that the country doesn’t lose the mony paid for the 
imports. 

A domestic business boom is likely to cause a country’s imports 
to increase faster than its exports. 

A better economic defense can be made for protective tariffs levied 
by backward countries than for those levied by advanced 
countries. 

American consumers are beneficiaries of cur tariff (because it 
encourages production by the protected industries). 

The aim of “exchange controls,” by which a government allots 
available foreign currencies among its citizens, is to keep a 
country’s rate of exchange from being controlled by artificial 
influences, i 

An increase in the world price of cotton is likely to raise the 
exchange rate of the dollar in terms of foreign currencies. 

Use of foreign capital to develop a country’s industries is demon- 
strably inferior and more costly in real terms than use of domestic 
capital. 

A country which makes a loan abroad stimulates its own business 
activity thereby. 

Expanding the public debt does not necessarily impose an over-all 
net economic burden on a country if the money is used for 
valuable public works. 

Most experts in public finance hold that the wisest course for a 
nation with a large public debt is to pay it off without any delay. 
An increase in personal income tax exemptions is more likely to 
stimulate spending by consumers than is a percentage reduction 
in income tax rates, 

An excise tax on a commodity normally lays an economic burden 
on both its producers and its consumers. 

A tax on the value of land tends to be passed on to the tenant in 
the long run rather than to rest on the landlord. 


=> 3S NS Ty N 


a 


J 


F 


35 


Si 


79 


74 


74 
81 
47 
88 
30 
63 


59 


34 


34 


54 


39 


32 


63 


36 


82 


73 


79 


60 
79 


19 


53 


66 


75 


86 


82 
88 
53 
91 
36 
73 


67 


49 


36 


71 


76 


47 


58 


51 


85 


81 


93 


57 
67 


16 


COMMUNICATIONS 165 


On 8 of the 50 questions in Set A, the course improved the average knowl- 
edge of male students by 49 per cent or more of the difference between the 
beginning mark and 100, A brief comment on each of these follows: 

No. 1. 49 per cent of potential gain achieved. Good progress was evidently 
made in learning that productivity is related to capital investment, innova- 
tion and similar factors. 

No. 3. 61 per cent. The law of diminishing returns was grasped at the end 
of the course by three-fifths of the students who had not sensed it at the start. 

No. 8. 64 per cent. The difference between elastic and inelastic demand was 
well taught. 

No. 15. 50 per cent. Three-quarters of the students already knew that the 
gold standard does not ensure price stability, and this was learned by half 
the remaining students. 

No. 17. 54 per cent. More than half the students who had not already 
known it learned the fundamental principle of multiple bank expansion on 
additions to reserves. 

No. 20. 50 per cent. More than 70 per cent of the students realized already 
that easing bank reserves facilitates lending, and half the rest learned this 
during the course. 

No. 41. 61 per cent. Very good progress was made on the tariff questions of 
all sets, as on this question from Set A. On a “protariff” question, No. 40, 
progress was less (37 per cent) than on this “antitariff” question, No. 41. The 
antiprotection position of textbooks and teachers is known to all. 

No. 47. 67 per cent. Almost 80 per cent of students thought at the start of 
the course that it would be foolish to try to pay off the public debt at once; 
and two-thirds of the rest learned this during the course. ‘““Prodebt” proposi- 
tions were well taught in the course, as appears in several of the question sets.’ 

It can hardly be said that there was real success on the other 42 questions, 
where progress toward the score of 100 was 47 per cent or less. On 8 of them, 
there was retrogression—though if more students had taken the test, it would 
probably appear that several decreases in scores were not statistically signifi- 
cant. 

No. 11. Both at the beginning and the end of the course, guesses as to the 
effects of speculation went about fifty-fifty. Speculation would seem to be an 
important enough subject for students to be given an idea of its fundamental 
nature and consequences—though not of its technical details. 

No, 18, It is perhaps surprising that on so complex a banking question two- 
thirds of the students should have known, sensed or guessed the answer at 
the start. The apparent decrease in knowledge during the course may prove 
not to be statistically significant, although perhaps students became confused 
by attempting to undertake a complex chain of reasoning. 

No. 25. There was a substantial decline in realization that dividends have 
an impact on consumption different from that of building up working capi- 


*It could be argued that students had merely learned the instructor’s views, both on this 
and the tariff question, and given back on the test what they thought he wanted. This might 
or might not be true as to the tariff, but the fact that 79 per cent of students took a “pro- 
debt” attitude at the start on No. 47 supports the inference that most answers at the end 
were sincere, 
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tal. This could well be the result of overemphasis by teachers on the fact 
that higher incomes are saved more often than lower ones. It appears that the 
role of dividends in consumption, as well as their role in saving, should be 
referred to in the course. 

No. 29. The decline in understanding on this question indicates that teach- 
ers may have oversold public works as a remedy for depression, with the result 
that a few students lost their original realization that they are not a panacea. 
A few extra words in class should clear up this confusion. 

No, 43. This retrogression may have been a statistical accident, but the 
absence of improvement is significant. A student not knowing that rising world 
prices for an American export commodity tend to improve the dollar’s posi- 
tion can hardly be said to understand the elements of foreign exchange. 

No. 48. The decreased understanding on this question—which opens up an 
issue that has threatened to divide the national political parties—may be an- 
other statistical accident. But there was at least no gain! 

No. 49. This rather sharp drop in realization that an excise tax is a burden 
on the producing industry may be a by-product of teacher emphasis on the 
impact of such taxes on the consumer. Perhaps some students decided that 
this meant that industry simply “passes all taxes on” with no loss to itself. 

No. 50. The fact that students lost ground on the shifting of land taxes 
might be due in part to this same emphasis by teachers on tax shifting, except 
that most students (perhaps tenant-oriented in their thinking) believed from 
the start that land taxes are shifted. Until they learn the opposite, such a 
famous American philosophy as Henry George’s must be a closed book. But 
teachers seem to have bypassed the difficult problem of explaining land-tax 
incidence. 

On Set A as a whole, the average grade of 628 male students who had taken 
one-semester courses was 63.8, as compared to the grade of 67 for the 978 
full-year students. On money and banking, and public finance, there was no 
significant difference in the scores of the two groups. On international eco- 
nomics, the full-year students gained 8 percentage points and on production, 
cost and business organization 11 points, more than the one-semester students. 
The largest single difference, 20 points, occurred in No. 4, on economies of 
scale, and No. 41, on the tariff. 

Failure of the course at particular institutions to cover important areas 
thoroughly is also revealed by the tests. To cite one example, the several 
hundred students at one college averaged only 65 at the end of the full-year 
course on question 2 of Set A, whereas at all others the scores were between 
80 and 95. Apparently the course at this college skimped cost analysis (it 
ranked lowest on question 4 also). 


IV. Purposes of the Survey and Possible Objections 


1. The first aim has been to test whether the course is achieving generally 
satisfactory results. When classes score 55 at the start of the course and only 
65 at the end, it is hard to boast. Possibly the advanced courses which empha- 
size institutions do better. One teacher reports having tried the same experi- 
ment in his 20-student course in marketing. The class averaged 36 right out 
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of 60 true-and-false questions on marketing institutions and policies the first 
day of the course, and 48 right, on the same questions, in the final examina- 
tion. We need at least this much success in the more important elementary 
course, 

2. The purpose of giving colleges a chance to compare results has been 
effectuated by circulating scores at intervals, with each school identified by 
a code number. 

3. Individual topics reflecting the greatest, and particularly the least, suc- 
cess, are highlighted by the test. Also, testing before the course enables the 
teacher to spot some of the areas of special ignorance or prejudice which he 
will face. 

4. Finally, it was hoped to develop 500 objective questions which a teacher 
could thereafter give, with any selection or in any combination he wished, in 
the knowledge of average scores elsewhere. 

Secondary purposes might be served by a more extended survey. Are scores 
correlated with size of classes, or with textbook? On what topics do women 
students do worse or better than men? Has reorganization of the course at a 
particular college improved results? 

These questions, and this whole method of testing, are subject to various 
possible objections. Some of these objections and possible answers to them 
are as follows: 

1. Will the brightest students be the ones to think of the qualifications to 
a simple proposition, and hence be more confused than others as to whether 
to call it true or false? To test this objection, the scores of the 182 whose 
grades on Set A had been 76 or above, out of the first 1,136 male students to 
take the set (after either the full or half-year course), were compared with 
the averages for all 1,136. On every question the 182 averaged significantly 
better than the rest. The closest the two groups came was on Nos. 49 and 50, 
for which the 182 made 86 and 88 per cent as many errors per man, respec- 
tively, as the other 954 students. On average, they made only 59 per cent as 
many errors.® 

2. Is reasoning power tested in true-and-false questions, or do the students 
merely guess? The answer is that the individual student may often guess, but 
that it is statistically impossible for every class to have improved its average 
grade, as has been the case, without an increase in understanding. 

Tn one class, the students were given only 25 questions and were asked to 
state in a single sentence the reason for each answer. A good reason for a cor- 
rect answer received 3 points’ credit, a weak reason one point, and an illogical 
reason nothing. Between the beginning and the end of the course, this class 
increased its average score by 9.3 points; while the computed average validity 
of the reasons on correct answers improved by 8.6 points, Both on answers 
and on reasons, the class covered 18 to 19 per cent of the distance from its 
starting point to 100. 

3. Some teachers are opposed to the use of objective questions. It can be ad- 
mitted that a well-chosen, well-corrected essay question will show more of the 


€ Those who might doubt that the students scoring highest on these tests are the “brightest” 
are asked to note the correlation with other marks, reported later in this communication. 
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student’s abilities. The essay question, however, (a) sometimes goes wrong 
when the student writes so badly that it obscures his real understanding; 
(b) may call for more of the grader’s time, in deciphering handwriting and com- 
paring the different essays, than he may he able to spare; (c) cannot cover 
as many parts of the course in 50 minutes as 100 true-and-false questions can; 
and (d) does not permit accurate comparisons of attainments between differ- 
ent colleges, or the same college in different years. Thus the objective question 
has definite functions in supplementing the essay. 

Tn so far as teachers supplied course grades for their students, a correla- 
tion was revealed between these and the test grades. In the largest group for 
which marks were supplied, 292 students took the test, with the following 
results, in part: 


RELATION BETWEEN TEST SCORES AND FINAL EXAMINATION GRADES 














Average of Same Students on | Range of Scores on Number of 
Test Score Final Examination in Course | Final Examination Students 
80 78.2 86-71 6 
78 77.6 85-72 7 
76 77.2 84-62 18 
74 75.2 85-69 19 
72 70.2 80-60 28 
70 68.9 81-59 29 





Where grades on the final examination just mentioned, or on essay questions 
generally, differ sharply from those on the objective tests, the latter can sup- 
plement the former. Among the 18 students who received objective test grades 
of 76, one scored 84 and another 62 on the examination, but they may be 
closer in attainment than these B and D grades would imply. 

4, Some have doubted that particular questions on which average class 
scores after the course were very low (e.g., below 40) should be continued in 
use. It seems to them unfair to grade students on propositions which were not 
learned anywhere. However, on most of the questions with lowest scores the 
average improved during the course—as on Nos. 4, 23, 35 and 39 of Set A, 
though No. 50 is an exception. This suggests that the propositions should not 
be excluded, but that their difficulty calls for more attention to them by 
teachers. 

5. It must be conceded that not all the questions in these sets are covered 
in all elementary courses, and not all could be squeezed into every course 
under any conditions. For three reasons, this weakness was not considered 
fatal. First, students should be able to answer certain questions by their rea- 
soning processes as developed in the course, even though the particular point 
has not been covered. Second, low scores at these points may serve to high- 
light gaps in the course—in this respect the questions test whether coverage 
of the course is adequate rather than how well the topics it actually covers 
are taught. Finally, though no student could possibly score 100 on a test on 
which he has only half a minute to answer each question and which contains 
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some not covered in his textbook or lectures, this does not make the broad 
comparisons invalid. A teacher whose course omits a number of the topics can 
remind himself that courses elsewhere are also incomplete. 

6. The writer has been told that some of his propositions are “opinion ques- 
tions,” answers to which will depend on the student’s prejudices, and even that 
his own answers to a few are mistaken. Each reader must decide for himself 
how far these criticisms are justified. A teacher who would like to reject a few 
propositions out of 50 can remind himself that classes elsewhere are being 
marked on the same basis as his own. 

It will be appreciated if any teachers who use Set A, reproduced above, will 
send full results to the writer—clearly distinguishing type and stage of course, 
number and sex of the students, and score on each question. The other sets will 
be sent to anyone making inquiry, along with answer keys (presumably not 
needed). A full tabulation of results will be circulated among participants. 

Suggestions will also be welcomed on topics that should be included in ex- 
tending the list from 400 to 500 questions.” 

- Simon N. WHITNEY* 

™To illustrate, there are suggestions now on hand to include another pair of questions on 
the relation of price and cost and a pair on customs unions, 

* The author is chief economist of the Federal Trade Commission. 
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Jan Tinbergen Selected Papers. Edited by L. H. Kiaassen, L. M. KOYCK, 
H. J. Wirtzvern. Amsterdam: New Holland Publishing Co., 1959. Pp. 
xii, 318. $8.00. 

This is a very well chosen selection of eleven papers by the well-known 
Dutch economist Jan Tinbergen. The selection covers five general fields: 

1. Business cycle theory and policy. Here we have the well-known model of 
the shipbuilding cycle (published in German in 1931), an essay on types of 
equilibrium and business cycle movements (published in Norwegian in 1944), 
“An Economic Policy for 1936” (paper given originally in Dutch), “Lag 
Cycles and Life Cycles” (published in Dutch in 1938), “Tonnage and Freight” 
(published in Dutch in 1934). 

These essays together with the two volumes published in 1939 by the 
League of Nations (Statistical Testing of Business Cycle Theories) certainly 
establish Tinbergen as an outstanding contributor in this field. Deep theoreti- 
cal insight based upon statistical verifications is combined with a passionate 
interest in and concern for questions of economic policy. Are there for instance 
now many economists who would dare to publish their proposals for an eco- 
nomic policy for 1936? Tinbergen, because of his deeper theoretical insight 
and admirable statistical skill has been more fortunate in his predictions and 
proposals for economic policy than most of his econometric colleagues in other 
countries. The judicious combination of mathematical theoretical investiga- 
tions with empirical statistical treatment of concrete data is characteristic of 
Tinbergen’s business cycle theories. 

2. International economics. This section contains the following essays: “The 
Equalization of Factor Prices between Free Trade Areas,” a critical discussion 
and amplification of the essay published by Samuelson in the Economic Jour- 
nal, June 1948; “Long-term Foreign Trade Elasticities,” published in English 
in 1949; “On the Theory of Economic Integration” (published in English in 
1952); “Customs Unions: Influence of Their Size and Their Effect” (pub- 
lished in English in 1957). 

It is not surprising that a citizen of Holland, a country whose historical im- 
portance and very life are closely connected with international trade, should 
have been attracted to the economic problems connected with this field. Apart 
from his pioneering studies of elasticities, his investigation of the consequences 
of economic integration and customs unions are most important. The welfare 
concepts used in these investigations are total production and real income. A 
number of very interesting results are established which are of great conse- 
quence for international trade policy. It is, for instance, shown under some- 
what simplified conditions that economic integration may under certain cir- 
cumstances, lead to a fall of real income in the countries concerned. 
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3. Long-term economic development. Here we have the following essays: 
“A Simplified Model of the Causation of Technological Unemployment” (pub- 
lished in English in 1939); “On the Theory of Trend Movements” (published 
in German in 1942). The study of technological unemployment uses U. S. 
data from 1910 and 1919-1932. The effects of mechanization, rationalization 
and new combinations are explored. In view of the recent tendency to auto- 
matization a continuation of these studies with the help of more recent data 
would be very desirable. The study on trend movements uses data from Ger- 
many, Great Britain, France, and the United States for 1870-1914. The math- 
ematical model is influenced by ideas of Keynes. It is shown that even very 
simple models yield exceedingly complicated mathematical formulae for trend 
movements. 

4, Distribution of income. This section contains the following essays: “The 
Influence of Productivity on Economic Welfare”; “On the Theory of Income 
Distribution” (published in English in 1956). In the paper on productivity 
Tinbergen uses his technique of linearized macroeconomic models to investi- 
gate various goals of economic policy (‘‘targets”: social equilibrium, balance 
of payments, employment), which are being pursued by the application of “in- 
struments” (wages, taxes, profit margins). Increase of productivity not always 
leads to desirable results, The paper on income distribution is purely theoreti- 
cal, The log-normal distribution of incomes is explained in terms of the de- 
mand and supply of productive contributions. The possibility of collecting 
data in order to verify the ideas statistically is also indicated. 

5. Economic systems. One essay: “The theory of the optimum regime.” 
This essay, which deals with the most important of all current problems of 
economic policy, is perhaps the most interesting contribution in this book. 
Here Tinbergen courageously attacks the crucial problem of our time. A simple 
welfare function is used, a sum of all individual utility functions involving 
consumption and effort. This is somewhat reminiscent of Pigou’s economics 
of welfare. A Pareto optimum implies the liberalistic decentralization thesis, 
but it is pointed out that this proposition may involve lump-income transfers, 
because the individual optima may not be otherwise attainable. The discus- 
sion of external effects and increasing returns proceeds along familiar lines. 
It is recognized that the decision between free capitalism and collectivism is 
ultimately based upon ethics; but the author (whose own position is perhaps 
nearest to Fabian socialism) believes that, nevertheless, discussion is possible 
and desirable. He sees actually a narrowing of the gap between the systems of 
the East and the West. This view points in the same direction as recent ar- 
ticles by Oskar Lange. 

There is also a comprehensive bibliography of more than 150 items, mostly 
in Dutch. This splendid collection of essays can be recommended highly to 
all economists who do not shy away from a little mathematics, It is difficult 
to imagine any member of the profession who would not profit from a careful 
study of some or all of these articles. 

GERHARD TINTNER 

Iowa State University 
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Economics for Pleasure. By G, L. S. SHACKLE. New York and Cambridge: 
Cambridge University Press, 1959. Pp. x, 269. $3.95. 

Shackle’s reasons for writing this book are made quite clear and may be 
stated in the following propositions: (1) It is “useful and indeed essential .. . 
for the leaders of modern life to have some knowledge of economic theory” 
(p. ix). (2) Noneconomists generally regard economics “as dismal if no longer 
a science” (p. 1). (3) The unattractiveness of economics to the nonspecialist 
stems from the economist’s propensity to beclutter his work with mathematical 
symbols—“But how can a subject be readable that requires the brain-teasing 
study of diagrams and equations?” (p. ix). (4) “The problem, then,” accord- 
ing to the dust jacket, “is to bridge the gulf between the economist on one | 
side and the businessman, the banker, the politician, the journalist, the stu- 
dent and the ordinary man on the other. The solution lies in this book—for 
here, without any mathematics, without any diagrams, and in good plain 
English, the essence of economics is laid bare.” 

If Shackle had written a nonmathematical introduction to economics by 
simply leaving out those concepts which are usually expressed as an equation 
or a geometric chart, his work would hardly be unique. But he chose the 
much more difficult task of including all of the ideas usually presented in an 
elementary economics course; and he expresses these ideas verbally and with- 
out the assistance of any mathematical paraphernalia except for an occasional 
numerical table. In less skillful hands this effort might have resulted in a 
fiasco, and most economists are likely to feel that Shackle’s book is less than 
completely successful. 

One is impressed as he reads this book with the number of economic con- 
cepts which are essentially mathematical in character whether they are ex- 
pressed verbally or in symbols. If such a basic idea as demand is not presented 
as a functional relationship, it becomes virtually impossible to make the dis- 
tinction, carefully noted by all teachers of elementary economics, between an 
increase in demand and an increase in the quantity demanded. Shackle doesn’t 
attempt the distinction—“. . . if at the going price supply exceeded demand a 
lower price would cause a curtailment of supply and an increase of demand” 
(p. 23). In discussing elasticity of demand the author is scrupulously careful 
not to include any fractions, but he does talk about them: “For elasticity is 
just a ratio, and we can write it like a vulgar fraction with a numerator (the 
percentage change of quantity) and a denominator (the percentage change of 
price). When we divide the ‘upstairs’ part of the fraction (its numerator) by 
the ‘downstairs’ part (its denominator), and find that the latter goes exactly 
once into the former, it is natural to give this vulgar fraction the value of one, 
and say the elasticity it represents is one or unity.” 

In at least one place the author attempts a nonmathematical explanation of 
a rather sophisticated mathematical concept. He addresses himself to the 
question as to whether the firm’s production function is “linear and homoge- 
neous” (p. 119). With remarkable clarity he points out that within the range 
where the firm will actually operate, i.e., where average costs are at a mini- 
mum, “. . . the zoéal cost is increasing in precisely the same percentage as the 
total output” (p. 120). He concludes, “In short, the production function can 
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be of a character which, at the relevant output, gives constant returns to scale; 
and yet at the same time it can be true, because of some essentially ‘indivisi- 
ble’ factor of production, that output can neither be greatly smaller nor greatly 
larger without a rise of average cost” (p. 121). But how clear this would be 
to a reader who had not cut his eye teeth on cost curves is difficult to guess. 
Some of the forty chapters in this book are excellent examples of expository 
writing. Chapter 37 on the Balance of Payments is one of the best. Chapter 13 
on “Circulation,” however, is likely to convince the tired businessman that 
economics, even without mathematics, remains dismal. It is not likely that this 
book will become a best seller among the noneconomists for whom it was 
written. Teachers of elementary economics might, however, read it with profit. 
And it might prove an excellent review for students who have finished the ele- 
mentary course in economics, But the principal moral to be drawn from this 
book is, surprisingly enough, that the serious student of economics should in- 
clude in his program of study a generous sprinkling of courses in mathematics. 
CLARK LEE ALLEN 
Southern Illinois University 


Economic Plan and Action—Recent American Developments. By CHARLTON 
Ocpurn. New York: Harper & Brothers, 1959. Pp. xiii, 287. $4.75. 

This volume is essentially a résumé of, and commentary on, the major eco- 
nomic studies, reports and policy statements of the National Planning Asso- 
ciation since 1943. The NPA materials drawn upon were concerned with some 
of the major economic problems and developments affecting the United States 
during this period, beginning with the problem of postwar full employment as 
envisaged during the second world war. As a result, the book deals with sub- 
jects to which economists have given a great deal of thought in recent years. 
The author was well prepared for his task inasmuch as he served as counsel 
for the NPA for fifteen years and has been a member of its Board of Trustees 
since 1948, 

The National Planning Association is one of several privately sponsored, 
publicly oriented groups in the United States which have addressed themselves 
to important economic problems in recent years, and which have as a result 
of their carefully prepared and considered studies and reports on these prob- 
lems contributed to better understanding and more intelligent action. The 
NPA studies have had wide acceptance because of the representative character 
of the organization’s membership, the quality of its leadership, the substantial 
competence of its staff and outside experts who produced the studies, and the 
ably manned committees which gave guidance and direction to them. 

The NPA studies are treated by Ogburn under the following chapter head- 
ings: (1) Full Employment Act [of 1946]; (2) Export of United States Cap- 
ital—I. Dollar Gap, Private United States Investments in Foreign Countries; 
(3) Export of United States Capital—II. Foreign Economic Aid; (4) Export 
of United States Capital—ITI. Technical Assistance; (5) Farm Commodities 
Surplus; (6) Federal Budget; £7) United States Business Performance 
Abroad—I. The Firestone Operations in Liberia, The Standard Vacuum Oil 
Company Operations in Indonesia, The Casa Grace Operations in Peru; 
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(8) United States Business Performance Abroad—II. Creole Petroleum Cor- 
poration in Venezuela, The Philippines and the Philippine American Life Insur- 
ance Company, Sears Roebuck De Mexico, S.A., The United Fruit Company 
in Latin America; (9) Organized Labor; (10) Collective Bargaining; (11) 
The Changing Economy of the American People; (12) Productive Uses of 
Nuclear Energy; (13) Foreign Economic Policy; (14) Dispersal of Industry; 
(15) Education for Economic Development [not based on NPA studies]; 
(16) The Common Defense; and (17) Social Effects of Economic Develop- 
ment. 

Among the most valuable of NPA’s studies, in this reviewer’s opinion, have 
been those dealing with the performance of American companies in less-devel- 
oped countries. As the author states: “It was believed by the officials of the 
NPA that in making intensive studies locally of the policies and methods of 
a few industrial and commercial corporations, they could discover patterns 
which would prove valuable guides to other United States companies abroad 
and also to private investors; and that these studies conducted by well-known 
economists and sociologists would prove useful guides to the United States gov- 
ernment, to prospective underdeveloped countries where United States invest- 
ors could locate their enterprises, and also to international agencies” (pp. 81- 
82). Chapters 7 and 8, which deal with these studies, are among the most 
interesting and well written in the book. Chapter 11, summarizing the study 
on “The Economy of the American People” by Colm and Geiger, is also a very 
useful and interesting contribution. 

A book of this type cannot in the nature of the case develop each of its 
topics in an exhaustive, scholarly and systematic manner. Sometimes, for ex- 
ample, one finds statements and conclusions rather than the development of 
ideas and theses. The book is a digest of a number of competent and useful 
studies with commentary, and in some cases updating by the author, rather 
than a systematic treatment of a given subject, or of a series of closely related 
subjects. The result is abbreviated treatment of a number of economic prob- 
lems, not wholly integrated in presentation. Despite its title and subtitle, the 
book is not an organized history of recent American economic developments 
or policies, 

Notwithstanding the limitations inherent in a work of this character, Eco- 
nomic Plan and Action will prove to be useful to the many readers who are 
interested in the subjects treated, but who have not had an opportunity to 
cover the general literature in the field, including the important NPA studies 
which are the basis of the book. 

LAWRENCE S. DREIMAN 

Chevy Chase, Maryland 


Matematika dlia ekonomistov, (Mathematics for Economists.) By A. Ia, 
Borarsx1. Moscow: Gosudarstvennoie Statisticheskoie Izdatel’stvo, 1957. 

Pp. 367. Rbl. 8.25. 
This book, by a noted Soviet statistician, is the first of its kind to be pub- 
lished in the USSR since the ’twenties. Its first part introduces the reader to 
the logic of functional relationships and to the elements of differential and 
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integral calculus, through partial derivatives and Simpson’s rule. The re- 
mainder covers selected topics of mathematical statistics, including a well- 
written chapter on probability, organized around the discussion of Tcheby-- 
shev’s inequality. Mathematical techniques are, as a rule, explained clearly 
and concisely and some illustrative examples of their applications are pro- 
vided. The student’s task is, however, made needlessly difficult by a complete 
absence of exercises. 

Boiarski’s pioneering effort has to be appraised against the background of 
the climate of opinion that until lately prevailed in Soviet economics. After a 
brilliant start in the ’twenties, associated with names like Slutski, Feldman, 
Kondratiev, mathematical economics came into disrepute. After about 1930, 
the use of calculus by Soviet economists was condemned as a worthless and 
sterile pursuit, allegedly inseparable from the two bêtes noires of Marxian eco- 
nomics: diminishing marginal returns and marginal utility. Gradually, even 
the use of high-school algebra came to be frowned upon. The authority of 
Karl Marx has often been invoked in support of this antimathematical, “qual- 
itative” approach, without much justification. Marx held in fact that “a sci- 
ence reaches perfection only when it starts applying mathematical methods.”* 
And the author of Das Kapital certainly viewed economics as a science. 

Boiarski’s second major topic, mathematical statistics, fared for a long time 
little better than calculus among Soviet economists. Its applicability to prob- 
lems of a planned economy was questioned and its imminent “withering away” 
predicted. This view was discussed in the widely influential “Theory of Mathe- 
matical Statistics”? of which ‘Boiarski was co-author. 

Hostility breeds ignorance and authoritative spokesmen have recently com- 
plained about inadequate knowledge of mathematics among Soviet economists. 
Meanwhile, as the USSR’s economy grew in size and complexity, the need 
arose for more sophisticated methods of planning and analysis than the mere 
*rithmetic cum intuition (cf. p. 4}. Boiarski’s text fills to some extent an im- 
portant gap in the Soviet economists’ education and its appearance may be 
viewed as part of the current drive toward greater rationality in Soviet plan- 
ning. 

The rehabilitation of some of the previously outlawed mathematical tech- 
niques is undoubtedly a sign of progress, But, from there to a rehabilitation 
of mathematical economics, or to finding a common language with post-Cour- 
not Western theory, there is still a long and arduous way. 

The author sets himself a task that is severely limited by the still prevailing 
taboos. He provides the three hundred formulas, but he does so without recog- 
nizing the relationship of his analysis to Western economists’ ideas or their 
tool-boxes. To give some examples: Functional relationships are discussed on 
some eighty pages without once mentioning the concept of a production or 
cost function. Economic applications of differential calculus, such as the con- 
cept of marginal cost, the measurement of elasticity of demand or of substitu- 


* Related by Marx’s close collaborator, Paul Lafargue, in: Institut Marksa-Engelsa~- 
Lenina-Stalina, ed., Vospominania o Markse i Engelse (Recollections about Marx and 
Engels), Moscow 1956, p. 66. 

4B. S. Iastremski and A. Ia. Boiarski, Teoria matematischeskoi statistiki, Moscow 1930. 
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tion are passed in silence. As a result, Boiarski’s mathematics loses much of 
its economic content. The student is trained in measurement not only without 
theory but often without tools, and may be sorely tempted to re-invent them 
for himself. The temptation may become well-nigh irresistible for a student 
who has dabbled in the practice of economic planning: he has, one suspects, 
been substituting on the margin, adjusting to dimly perceived elasticities, 
wrestling with complementarities. . . Why should Boiarski spare him the 
thrill experienced once by Moliére’s hero on learning that he has, throughout 
his life, talked in prose? 

Apart from any such “Jourdain effect,” by refilling their tool-boxes and 
labeling the tools, Boiarski would help his colleagues in their current efforts 
at assimilating some econometric techniques developed in the West. That the 
need for such help is urgent, was recognized by the Soviet editors of the 1958 
Russian translation of Leontief’s Studies in the Structure of the American 
Economy. They state, with some melanchcly, that the lack of contact between 
Soviet and Western economists and “the gradual abandonment of classical 
international terminology” by the latter has led to a situation where “it has 
finally become difficult to understand each other.” They then proceed to ex- 
plain to the Soviet reader of Leontief’s book the concept of “the so-called pro- 
duction function.” 

While mathematics is a language, each science tends to develop a specialized 
vocabulary of its own. The book under review performs a signal service by 
introducing the Soviet student, as it were, to the grammar of that language. 
Let us hope, it will be followed by a conversation textbook. 

LEON SMOLINSKI 

Columbia University 


The Income of Nations and Persons: An Introduction to Economics. By 
Atvin E. Coons. Chicago: Rand McNally and Co., 1959. Pp. xvi, 672. 
$6.75. 

With the publication of this book another text of formidable size has been 
added to those available for use in introducing students to economics. The 
subject matter has been divided into six major parts: Part I is an introduction 
to economics, its scope, limits, and some basic concepts; Part II concerns 
national income and is essentially an introduction to macroeconomics; Part 
III is primarily devoted to price and output and is essentially an introduction 
to microeconomics; Part IV covers distribution theory or the allocation of 
income; Part V deals with consumer behavior and the role of consumption; 
and Part VI covers international trade. 

Each of the six major subdivisions is in turn broken down into three sub- 
sections. The first subsection serves as an introduction of the subject, the sec- 
ond develops the economic analysis appropriate to the particular area, and the 
third describes three normative systems or alternatives under the headings 
“Laissez Faire,” “Planned or Central Direction,” and “Pragmatism.” 


SW. Leontief, et al, Issledovania struktury amerikanskoi ekonomiki, Moscow 1958, 
pp. 5-6 and 4. 
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The student is constantly reminded that the central subject of economics 
is the creation and use of real income and that there are various alternative 
economic systems that can contro! the creation and distribution of this income. 
Economic theory is treated as a “thinking tool,” a convenient frame of refer- 
ence for economic analysis; and considerable attention is paid to the institu- 
tional factors which influence economic relationships in the “real” world. The 
author has presented a wide panoramic view of economics by weaving together 
theory, institutions, economic doctrine and history. Only slight use is made 
of charts, graphs and mathematical formulas. Basically this text is a de- 
scriptive one, and the student is not taken very far into the intricacies of 
economic analysis. 

The literary style is clear and straightforward; most of the major subdi- 
visions are introduced with great simplicity. By covering a wide area on a 
simple level, this book should appeal to those who feel the introductory course 
in economics should present the subject with a minimum of analytical detail. 

The imperfections or shortcomings that may occur to others as well as to 
this reviewer concern first the organization of the book. Subjects such as 
money and banking, public finance, demand, and consumer behavior are scat- 
tered among several of the major subdivisions. Logical analysis is sacrificed 
for the simplest description of economic problem areas. Indifference curves, 
for example, are presented in a few brief paragraphs, in the chapter devoted 
to consumer behavior, along with the substitution and income effects of price 
changes. In an earlier chapter devoted to product markets the demand sched- 
ule and demand elasticity are described with the assistance of the marginal 
utility concept. The advantage of this approach is that a subject is presented 
quickly and simply, but the disadvantage is that the more complicated ana- 
lyses are not given sufficient attention to make them fully understandable. 

This book must also share the criticism earned by most elementary texts 
on economics, Too much is included. For the typical undergraduate student, 
the sheer bulk and variety of the contents, ranging from sprinkled references 
to major economists and their works to historical events, current institutions, 
philosophy, abstract models, and comparative systems, leave no area where 
concentration can be focused. This reviewer doubts whether economics can 
ever be meaningful or whether students can retain any lasting understanding 
of economic reasoning when given this broad aerial view of the economic 
terrain. 

ARTHUR B. HILLABOLD 


Idaho State College 


The Economic System. By Joun M. KUHLMAN and GORDON S. SKINNER. 
Homewood: Richard D. Irwin, 1959. Pp. xii, 509. $6.50. 

This text is intended for those who take one course in economics, presum- 
ably a semester in length. If it is used for a two-semester course, additional 
readings are recommended. The organization of the text is as follows: (1) meth- 
odological introduction and definitions; (2) the structure of the economy 
and the market; (3) labor; (4) the other factors of production; (5) national 
income and employment; (6) money and banking; (7) the role of government 
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vis-a-vis fiscal policy and the control of business; and (8) the United States 
in the world economy, with gestures towards what is generally called compara- 
tive economic systems. 

The initial discussion of methodological problems is standard and for the 
most part in the neoclassical tradition with emphasis on the role of economic 
analysis in the dispassionate solution of economic controversy. The reviewer 
believes, however, that methodological excursions at the beginning of a study 
are not likely to be useful, and this is true of collections of definitions of con- 
cepts. All too often they do not find reference in the subsequent material. It is 
more useful to develop them as needed. Incidentally, although most readers 
are reconciled to finding in elementary texts the factors of production defined 
as land, labor, capital and “the entrepreneur,” the appearance of form, place, 
possession, time and service utility brings nostalgic memories of elementary 
courses dominated by F. W. Taussig and Fairchild, Furniss, and Buck in the 
present age of Bachs and Samuelsons. 

The discussion of the structure of the American economy is useful and in- 
formative for the student, but the treatment of demand and cost is much too 
sketchy even within the page limitations: the determination of the level of 
demand, production, the scale problem and innovations are only alluded to; 
and the discussion of market structure is so limited as to be primarily defini- 
tional. The empirical discussion of market behavior as an application of the 
theoretical analysis is more successful. 

The labor section is long (71 pages), competent, and thoroughly in the 
dominant contemporary tradition of labor economics cum industrial relations: 
(“. .. the trend does seem to be towards a more mature [sic] and co-operative 
approach on the part of both management and labor” [p. 173]; but “... one 
who is ‘prolabor’ or ‘promanagement’ as the result of emotion can make little 
contribution to successful public policy” [p. 223]). 

The next section on the returns to the other factors of production, which 
begins with a discussion of capital and interest, is well organized. The loan- 
able funds approach, which the reviewer has always found to be a useful taxo- 
nomic device for undergraduate instruction, is used with some imagination. 
The discussion of financial institutions is appropriately found at this point. 
Unfortunately too many elementary texts fail to do justice to this important 
topic. The discussion of rent and profits is traditional and to a considerable 
extent definitional; i.e., there is no particular attempt to integrate these mat- 
ters with any broader treatment of the economic process. 

The chapters devoted to aggregate analysis begin with an introduction to 
national income analysis from the point of view of the accounts and then con- 
tinues with a brief statement of C + Z+ G = F, from which the S, J rela- 
tionships are derived. The introduction of interest rate considerations along 
with an implicit discussion of the investment schedule completes a bare-bones 
development of the employment model. The subsequent chapter is devoted to 
an analysis of money and the operation of the banking system. There is no 
attempt to coordinate in any detail the money with the real level of analysis. 

The next group of chapters, devoted to fiscal policy and the control of busi- 
ness enterprise, raises many of the important issues but settles none even ten- 
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tatively. (“It appears quite probable that neither of these extreme viewpoints 
regarding the debt is accurate” [p. 364]. “Although it is improbable that the 
clock shall ever be turned back, it does not follow that we need look forward 
to a continually larger and larger area of governmental operations” [p. 428].) 
The authors usually take a position somewhere between two opposing posi- 
tions. But most of the topics are mentioned and the descriptive material is in- 
teresting and well presented. The student will develop an awareness of the ex- 
tent and complexity of governmental activities at every level, and there is a 
real and to some extent successful attempt to exorcise a number of the con- 
servative hobgoblins. 

The final section on America and the world economy follows the pattern 
established in the preceding chapters. The relevant institutional material is 
presented in a competent fashion; the important issues are least raised and, 
as in every case, moderate positions are taken. 

The text leaves an over-all impression of moderateness in all things, a useful 
taxonomic approach to the usually defined topics in elementary economics, 
with no particular attempt to integrate the various issues discussed, a much 
better than average style, and a presentation that will make the subject matter 
available to the reasonably diligent student in the average state university. 
It leaves the instructor with all the room desired to develop his own emphasis. 

LAWRENCE NABERS 

University of Utah 


Price and Allocation Theory; Income and Employment Theory; 
Related Empirical Studies; History of Economic Thought 


Interest—An Historical and Analytical Study in Economics and Modern 
Ethics. By Tuomas F. Divine. Milwaukee: Marquette University Press, 
1959. Pp. xvi, 254. $7.00. 

This volume is oriented to the ethics of interest on the basis of Biblical and 
Christian teaching. Part I (116 pages) reviews the moral teaching with respect 
to interest-taking as found in the Bible, in Greek and Roman thought, and in 
the teaching of the Catholic and Protestant Church to the present day. Part 
TI (70 pages) presents a strictly economic analysis within the traditional 
framework of interest theory. In Part III (60 pages) the author relates the 
fundamental ethical principles of Part I to the nature of interest as developed 
in Part II and thus formulates his own conclusions regarding the morality of 
interest payments. 

Father Divine brings to his study both the sympathetic understanding of 
a Catholic Father and the critical objectivity of a scholar. Value judgments 
and analysis are sharply distinguished throughout. The economic analysis of 
interest theory reviews familiar models in order to draw out their implications 
for discussion of the ethics of interest-taking. The major contribution of the 
book is the careful review of religious teaching provided in Part I and the 
thought-provoking application of this teaching to the problem of interest in 
Part III. 

The author’s basic ethical presumption is that two questions must be an- 
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swered favorably before the taking of interest may be judged morally accept- 
able. One of these questions deals with commutative justice, the other with 
social justice. Commutative justice concerns the relation between one individ- 
ual and another; it requires that in every exchange, value given up must equal 
value received. The principal of the “just price’ is here suggested and the 
problem posed is how to determine the true “value” of goods. The second 
aspect of justice, social justice, concerns relations between individuals and 
society. This includes distributive justice and a wide variety of other aspects 
of economic relation such as the level of employment and economic growth. 
If interest payments violate commutative justice, they are inherently wrong 
and should be proscribed forthwith. If they do not violate this standard, they 
are to be judged in each instance by weighing their various and often conflict- 
ing effects upon the achievement of social justice. 

The Biblical objection to interest is a qualified one. In some texts it applies 
only to loans to the poor, or to fellow Jews. At some points objection appears 
to be to any act that is oppressive or ungenerous, with applicability to the 
exaction of interest only when it falls within that category. Similarly in the 
writings of the pre-Scholastic fathers of the Church “we find only reiterations 
of the Scriptural precepts that it is contrary to charity and mercy to exact 
usury of the poor, without any intimation that these precepts imply a uni- 
versal prohibition” (pp. 27, 31). 

Under the Scholastics, analysis changed from social to commutative justice: 
“the ethical consideration was shifted from consideration of the motive of 
the lender and the social consequences of the loan to that of the intrinsic na- 
ture of lending and borrowing” (p. 41). Aquinas’ attitude was based on his 
general proposition that a charge could legitimately be made for the loan of 
durable goods but not for perishables. The logic was that if one borrows a 
durable good and later returns it, he will have received the services of the 
good in the meanwhile and may justly be asked to make appropriate payment. 
However, perishables offer no service beyond their consumption, and when 
similar goods are returned to the lender, this repayment is of equal value with 
the loan, as it should be. Aquinas then argued that money is a perishable good 
since its function is to serve as a medium of exchange, with the result that it 
is “consumed” when it is used. A charge for the loan of money is therefore 
illicit. The “just price” for the loan of a barren good is zero. 

Father Divine accepts what he regards as the fundamental position under- 
lying the policies of Aquinas, that any charge beyond a just price violates com- 
mutative justice and is inherently wrong. But he, like the Church today, uses 
these principles to support a contrary policy, namely, that interest for the loan 
of money is legitimate if the rate is not excessive. His basic problem is to find 
the determinant of a “just price” for borrowed funds, which he attempts to do 
in Part II by seeking the determinants of the market rate of interest in a 
competitive society. He begins with a rather detailed explanation of Fisher’s 
theory of interest, after which he admits to his analysis the Keynesian con- 
sideration of demand for money for liquidity. 

The Fisherian analysis serves at least two purposes for Father Divine, In 
the first place its emphasis on time preference justifies the conclusion that the 
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utility of a good today and that of a promise to the same good a year hence 
are no more equal than the utility of two different goods today. Thus a dif- 
ference in price for a claim due today and one due tomorrow is quite as legiti- 
mate as that for any other exchange. The only issue is the amount of the 
charge. At this point, too, the theory of interest developed in Part II serves 
the author’s objective: where there is a free and competitive market for loan- 
able funds, competitive price will be determined. And just as the author argues 
that competitive price is consistent with commutative justice in the exchange 
of current goods, so he argues it is appropriate in the exchange of differently 
dated claims. 

Having demonstrated his view that the payment of interest is not inherently 
unethical, he then examines the implications of this payment for social justice. 
Here the good and evil effects are weighed to determine the context in which 
interest payments can benefit society. Effects on distributive justice lead him 
to urge policies that result in more equal distribution of property. A charge 
for loans at competitively determined rates (modified by monetary and fiscal 
policy) would then seem to him to be morally justified. 

Partly because the basic text was written in 1938, there are a number of 
ways in which both the interest theory of Part II and the discussion of ethics 
in Part IJI are not entirely satisfactory. For example, there are a number of 
places where confusion results from failure to distinguish between hoards and 
changes in hoards (pp. 170 ff), and also from the intermittent use of the 
liquidity preference schedule as referring to the demand for all money balances 
and to the demand for speculative balances. The introduction of new money 
to the system and of dishoarding are both referred to as “inflationary,” which 
may contribute to the false impression that such events must cause price in- 
creases (pp. 173, 180). The discussion of Keynesian analysis does not do 
justice to Keynes’ emphasis upon the interdependence of his system, but 
follows instead the narrower interpretation of his exposition (e.g., p. 184). 
Real balances are not discussed, with the result that unduly restricted con- 
clusions are sometimes stated. In his preceding discussion of nonmonetary 
interest theory (pp. 152-66) there are a number of places where the author is 
either unclear or partly wrong. In his comments on Bohm-Bawerk’s theory 
reference is made only to technical superiority (p. 163). It is later stated that 
the existence of interest may be explained either by time preference or by 
investment opportunity (p. 167), whereas the dispute between Fisher and 
Bohm-Bawerk over this point would seem to have been resolved in favor of 
the view that investment opportunity alone cannot suffice. But none of these 
errors lead to mistaken conclusions about the nature of interest for which the 
author uses his analysis. 

The ethical standards underlying the study are limited to religious teaching. 
They do not take advantage of recent studies in welfare economics, or of the 
extensive associated philosophical thought on the ethics of income distribution. 
The statement that “there are very few who would not agree with the principle 
that personal services are justly rewarded in proportion to the value of the 
contribution of those services” (p. 227) raises a number of interesting ques- 
tions. There are difficult ethical problems in recommending that those born 
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with the good fortune of great abilities must, for reasons of justice, receive 
financial rewards in proportion to these abilities. 

While these comments suggest that other ethical standards could have been 
examined, this does not detract from the value of the book as a thoughtful, 
careful and scholarly achievement of its intended aim: the application of a 
long line of Church teaching to the problem of the ethics of interest in the 
light of an essentially valid analysis of the nature of interest. 

Josera W. Conarp 

New York, N.Y. 


A Time Series Analysis of Interindustry Demands. By KENNETH J. ARROW 
and Marvin HOFFENBERG, with the assistance of Harry MarkowrTz and 
RoNALD SHEPHARD. Amsterdam: North-Holland Publishing Co., 1959. 
Pp. viii, 292. $7.25. 

Interindustry flows of goods and services are one part—albeit an important 
part—of the general circular flow in the economic system. Although the circu- 
lar flow has been an object of considerable interest to economists since the 
time of the physiocrats, little empirical content was given to the interindustry 
aspects until Leontief’s pioneering work on input-output analysis. Essentially, 
input-output analysis is a simple, but empirically feasible, way of relating the 
demands for goods and services in their final uses to intermediate demands 
and demands for basic resources. Central to all applications which go beyond 
mere description is the prediction of intermediate demands from known or 
assumed final demands, or from another point of view, of the total output 
required of each industry given the final bill of goods and services to be pro- 
duced by the economy. In econometrics, as in other spheres, it is true that 
something cannot be gotten for nothing; in particular, quite rigid assumptions 
are required in order, first, to derive the industry relations between inputs and 
outputs, and, second, to use the relations to make the required predictions. 
The assumptions basic to input-output analysis are: (a) Each industry uses 
each input in a fixed proportion to its output; i.e., if x; is the total output of 
industry j and x;; is the amount of output produced by industry 7 used by 
industry j, then: 


(1) Kij = DizXjy a,j =1,--+-,%, 


where a;; is the constant of proportionality. (b) The constants ai; are in- 
variant over time. This last is essential if predictions are to be made, but could 
be replaced by a more general assumption that the ai; are known functions of 
other variables. The Arrow-Hoffenberg study is at once a criticism and test of 
the temporal invariance hypothesis and an attempt at generalization along the 
lines suggested. 

The starting point of the authors’ investigation is the observation (p. 16) 
that “. . . any assumptions that are intended to be used in applying the results 
of a statistical analysis to some particular use such as prediction can also be 
used in the estimation process and should be [so] used for maximum ef- 
ficiency.” If f; is the final demand for the product of industry 7 (including 
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inventory accumulation), then the familiar balance relation of input-output 
analysis, which is really an accounting identity, may be written: 


n 
(2) a= Do ty t fa t= 1,-+-,n, 
j=l 
where n is the number of industzies. (2) simply states that the total output 


of industry 7 is exhausted by intermediate and final demands, Substitution of 
(1) in (2) yields: 


(3) Xi = 2 Lijk + fi i= 1, aes | n.! 
j=l 

If detailed data on interindustry flows, «;;, and total outputs, xj, were avail- 
able over time, the hypothesis of temporal invariance could be tested directly 
in the context of equation (1).? Unfortunately, such data are not readily 
available on a comparable basis for very many years, and tests of this type 
are therefore rather weak. A more indirect test, but one more closely related to 
the use of input-output models in prediction, is to examine the forecasts of 
total outputs, #;, given by solving (3) for known aj; and f;. The bulk of the 
tests of input-output models are of this type.? The shortcomings of such tests 
are twofold: first, it is necessary to compare the predictions of the input- 
output model with either an arbitrary standard or another method of predic- 
tion (which, unless some very definite purpose is in mind, is also to some 
extent arbitrary); second, the outcomes of such tests (which have generally 
been unfavorable to input-output analysis) offer no route to improvement of 
the model. Arrow and Hoffenberg propose and undertake an alternative test of 
the temporal invariance hypothesis. Their test is not subject to either of these 
shortcomings. The chief novelty of their approach is that it makes use of both 
time-series and cross-section data in the estimation of the input-output co- 
efficients, a;;; its chief advantage is that it allows for temporal variation of 
the coefficients in response to changes in economically relevant variables, and 
therefore theoretically permits both a test of the temporal invariance hy- 
pothesis and an improvement of the model in the event the hypothesis fails 
the test. 

The final model adopted by Arrow and Hoffenberg relates the deviation of 
the input-output coefficient, a;;, from its 1947 value, đ:;, to the deviations 
from their 1947 values of real disposable income per capita, the ratio of 


7 A random component u; may also be introduced in (3). u, reflects the fact that equations 
(1) do not hold exactly and corresponds to a sum of similar components which may be 
introduced in these equations. 

*The tests of Leontief and Cameron are of this type: see W. W. Leontief, ed., Studies in 
the Structure of the American Economy, New York 1953, Ch. 2; and B. Cameron, The 
Production Function in Leontief Models,” Rev. Econ. Stud., 1952-53, 20 (1), no. 5, 62-69. 

3 Many are reported in C. F. Christ, “A Review of Input-Output Analysis,” in Conference 
on Research in Income and Wealth, Input-Output Analysis: An Appraisal, Stud. in Income 
and Wealth, Vol. 18, Princeton 1955, pp. 59-66. Arrow and Hoffenberg (pp. 26-33) give a 
detailed discussion of Selma Arrow’s important unpublished test. 
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defense outlays on goods to private gross national product, time, and the ratio 
of the excess of j’s highest previous peak to its current output. The last men- 
tioned variable is treated asymmetrically in the sense that it is assumed to be 
zero if the excess is in fact a deficit; hence, it is intended to serve as a measure 
of irreversible learning effects and strain on capacity rather than the more 
symmetrical differences between the long and short runs encountered in cost 
theory. Many of the objections which may be made against the choice of 
these variables are raised by the authors themselves; chief among these is the 
one which comes most readily to mind, namely the fact that factor and 
product prices are not introduced as at least a partial explanation of the 
variation of input-output coefficients over time. To support this choice the 
authors argue that: (a) in the short run factor proportions do not respond to 
price changes; (b) the degree of aggregation, which is generally vertical in 
nature, reduces the possibility of substitution; and (c) some of the factors 
which give rise to relative price variations are partially represented by other 
variables. Although these arguments do not seem very conclusive, the model 
would become quite unwieldy were relative prices to be introduced, and this 
is an excellent reason for leaving them out—at least in a first attempt. 

The test of the temporal invariance hypothesis proposed by Arrow and 
Hoffenberg can best be explained in terms of the balance relation (3). Suppose, 
in fact, that the input-output coefficients were constant at the 1947 levels, 
đij, apart from a random element; then if the residuals: 


(4) ris) = x(t) — 2 ynl) —f(), t= 1,---,n, 

=1 
are computed for known total outputs of each industry and final demands 
over a period of time, they too should be random and unrelated to variables 
of economic significance.* However, if the relations indicated in the previous 
paragraph are correct, the 7;(ż) should be functions of total outputs, final de- 
mands, and the previously mentioned variables: 


(5) rift) = gild, +++, LaCt), f(t), other variables), i= 1,-- +, m. 


The obvious test of the temporal invariance hypothesis is thus to use time 
series data to fit a function relating 7;(¢) to final demands, total outputs and 
the other indicated variables. Since r;() is defined in terms of the 1947 input- 
output coefficients use is made of cross-section data for 1947, but such detailed 
data as would be required to compute similar input-output coefficients for 
other years are not needed. If the variables thus introduced have statistically 
significant effects, then the hypothesis of temporal invariance is rejected; on 
the other hand, if rejection occurs, then a way of explaining the variation of 
input-output coefficients over time may have been found and to that extent 
this shortcoming of the input-output model has been repaired. 
Unfortunately, this test of the hypothesis is not as easy to carry out as it 
might appear. When a linear form of the relation between deviations of the 
input-output coefficients from their 1947 values and other variables is assumed, 


‘In fact r; (t) = u (t) as defined in footnote 1. 
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the functions g; are found to contain no variables which can be regarded as 
exogenous or predetermined. Hence, it is necessary to find sufficient prede- 
termined variables, excluded from each equation of (5), in order to identify 
each one individually. The authors choose a set of 19 such variables but find 
them so highly intercorrelated that only 6 or 7 are really usable. Twelve are 
actually used in estimation due to the fact that the discovery that only a 
lesser number should be used occurred after extensive calculations had already 
been made. The estimating techniques used are closely related to those re- 
cently suggested by Theil.® Although the hypothesis that the 7;(¢) are random 
is rejected in every one of the four balance equations actually estimated in 
this fashion,’ the explanation of the temporal variation is generally unsatisfac- 
tory; in particular, the hypothesis that the relations are actually identified is 
rejected for two of the four relations estimated and a number of the estimated 
input-output ratios turn out to be either implausibly large or negative at one 
or more points in time. The authors conclude (p. 132) that “... there is 
little reason to put much confidence in any relations based on the model,” 
despite the fact that they reject the hypothesis of temporal invariance. The 
two conclusions might appear to be inconsistent; but in fact they are not. 
since any evidence of significant nonrandomness in the 7;(¢) is sufficient to 
reject the hypothesis of temporal invariance. 

Besides estimating equations (5) for four sectors using additional prede- 
termined variables, Arrow and Hoffenberg also estimate them individually 
by a procedure which minimizes the sum of the absolute values of the 
residuals. However, in this case they impose a priori restrictions on the 
signs and upper bounds of the input-output ratios over time. An ingenious 
linear programming estimation technique is developed in order to handle these 
restrictions which take the form of inequalities. The authors, however, recog- 
nize two difficulties with the procedure: First, it is not really possible to apply 
the proper sort of significance test to the results in order to accept or reject 
the hypothesis of temporal invariance. Second, despite the fact that the esti- 
mated input-output ratios do not and cannot take on implausible values at 
any time, their values are suspect due to the simultaneous nature of the rela- 
tions involved. 

Although formidable computational difficulties might be encountered, it 
would appear worthwhile to impose similar a priori restrictions on the simul- 
taneous-equations approach which Arrow and Hoffenberg first used to estimate 
their model.” The reason for this is simply that there are many ways of 


SH. Theil, Economic Forecasts and Policy, Amsterdam 1958, pp. 334-61. Similar tech- 
niques were developed independently by R. Basmann, “A Generalized Classical Method of 
Linear Estimation of Coefficients in a Structural Equation,” Econometrica, Jan. 1957, 25, 
77-83. 

*Lumber and wood products, crude petroleum, petroleum products, and rubber products, 
For various reasons the temporal invariance hypothesis was not tested for the remaining 66 
sectors included in the study. 

"If Theil’s two-stage least-squares method were used, this might not prove as difficult as 
Arrow and Hoffenberg indicate. This is especially likely in view of the fact that practical 
methods of quadratic programming are now available, as they were not when Arrow and 
Hoffenberg did the bulk of their study. 
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achieving identification of economic relations other than the standard method 
of excluding predetermined variables from the equation to be estimated, e.g., 
taking account of nonlinearities or other types of constraints. The difficulties 
which the authors encountered in estimation were due essentially to the fact 
that they did not find a list of predetermined variables sufficiently independent 
of one another to identify the relations estimated. If the a priori restrictions 
had been imposed, it is conceivable that the relations would have been 
identified despite the smaller number of excluded variables; furthermore, the 
input-output ratios clearly could not be implausible at any time. In any case, 
the authors’ negative conclusion with respect to the positive contribution of 
their study does not appear to be entirely justified on the basis of the evidence 
presented. 

Econometric studies are easy to criticize on the grounds that all possibilities 
were not explored. This study is no exception. However, as great as the au- 
thors’ resources evidently were, they were not infinite; hence, such lacunae 
as exist are excusable, Furthermore, more than half the volume is devoted to a 
detailed presentation of the basic data and the methods by which these were 
obtained; hence, it should be possible for others to build on their work with 
relative ease. 

This is an important and valuable bock. It is noteworthy for its useful 
insights into econometric techniques and the process of empirical research in 
economics, and this in a field, the analysis of interindustry demand, in which 
application of statistical inference has been relatively neglected. Although the 
exposition is not as transparent as the material might allow, the volume should 
prove a useful reference in courses on econometrics and an excellent source of 
further investigations in the area of interindustry economics. 

Marc NERLOVE 

University of Minnesota 


Individual Choice Behavior: A Theoretical Analysis. By R. Duncan Luce, 
New York: John Wiley and Sons, 1959. Pp. xii, 153. $5.95. 

Professor Luce bases the theory of behavior that he presents in this book on 
the following axiom. Consider a subject faced with the set U of possible 
alternatives. Let T be a finite subset of U from which the subject must choose 
an element and denote by Pr(S) the probability that the element that he 
selects belongs to the subset S of T. Introduce also, for simplicity, the nota- 
tion P(x, y) for Pre, y(x) when xÆ y, agreeing that P(x, x) = %. 


Axiom. Let T be a finite subset of U such that, for every SCT, Ps is 
defined. 
(i) If P(x, y) 0, 1 for all x, yeT, then for RCSCT 
Pr(R) = Ps(RiPrS); 
(ii) If P(x, y)=0 for some x, yeT, then for every SCT 
Po(S) = Pr- (S — {«}). 


In Chapter 1 the author discusses the meaning of this axiom, alternative 
formulations, immediate consequences, relationship to previous work and 
problems of empirical verification. The remaining chapters are devoted to 
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applications: Chapter 2 to psychophysics, Chapter 3 to utility theory, and 
Chapter 4 to learning theory. This review, written by an economist for econo- 
mists, will concentrate on the contents of the first and third chapters. But it 
must be recognized that this procedure is unfair to Luce whose primary con- 
cern is probably for the applications of his axiom to psychophysics and to 
learning. 

If one excludes cases of perfect discrimination, of which part (ii) of the 
axiom takes care, the axiom is equivalent to 


Ps(R) = Pr(R| S) for RCSCT, 


where Pz(R | S) denotes, as usual, the conditional probability of R given S 
relative to the probability distribution Pp. Since this axiom is sometimes mis- 
understood, it may be worth emphasizing that it can in no way be derived 
from the axioms of probability theory. One can then prove the important 
consequence of the axiom: under certain conditions which will not be specified 
here, there is on U a positive real-valued function v such that 


Px(s) = 0) | 0) | 


yeT 


for every subset T of U for which (i) holds. A natural result, whose proof 
however requires some care in the context chosen by the author. This result, 
in turn, implies the existence of a Fechnerian scale on U, i.e., a real-valued 
function u on U such that, for P(x, y) 340 or 1, P(x, y) is a function of 
u(x) — u(y) only. It suffices to take u = a log v + b. Aside from this, the 
most interesting fact, among those listed by Luce in the applications to psy- 
chophysics, may be the following for the readers of this review. Imagine that, 
to rank the elements of a finite set U, the subject decides first which of all the 
alternatives is superior, secondly which of the remaining alternatives is su- 
perior, etc. One obtains in this way a probability distribution over all the 
possible rankings. Imagine now that the subject selects in a set T of alterna- 
tives the inferior element, that those choices can be described by probability 
distributions Pr* satisfying the axiom, and that to rank the elements of the 
same set U he decides first which of all the alternatives is inferior, second 
which of the remaining alternatives is inferior, etc. Assume moreover that the 
two families of distributions {Pr} and {P7*} are related by equalities such as 
P(x, y) = P*(y, x). The probability distribution of rankings obtained in the 
second way is generally different from the distribution obtained in the first. 
In this light, the principle that a subject ranks the elements of a finite set in 
the same fashion whether he considers them from superior to inferior or from 
inferior to superior is inconsistent with the axiom. 

Chapter 3 on utility theory is a study of decomposable preference struc- 
tures. Let A be the set of pure alternatives and E the set of chance events. 
The symbol apb, where a, b ¢ A and p ¢ E, is the uncertain alternative where a is 
the outcome if p occurs and b is the outcome if p does not occur. In addition 
to the probability measures Pp introduced so far for the sets T of uncertain 
or pure alternatives, probability measures Qp are introduced now for the sub- 
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sets D of E to describe the probability that an element of D is thought by the 
subject to be the most likely to occur. The axiom is assumed to hold for the 
family {P7} and for the family {Qp}. Finally the preference structure is said 
to be decomposable if: 


P(apb, acb) = P(a, b)Q(p, o) + P(b, a)O(e, p), for abe A and p,0 eE. 


The rationalization is that apd will be preferred to asb if and only if (1) ais 
preferred to 6 and p is considered more likely than o, or (2) b is preferred 
to a and o is considered more likely than pg. The main result concerns the 
equivalence relation ~ defined on E by “p ~ ¢ if and only if Q(p, ¢) = 14”; 
it states that if there exist a, b G A such that P(a, b) £0, % or 1 (ie, if 
discrimination among pure alternatives is not perfect), then the relation ~ 
partitions E into, at most, three equivalence classes. 

These considerations suffice to show the strong consequences that can be 
derived from Luce’s axiom. I may add an example to illustrate another diffi- 
culty which seems to severely restrict the applicability of that axiom. Let the 
set U have the following three elements: 

Do, a recording of the Debussy quartet by the C quartet, 

By, a recording of the eighth symphony of Beethoven by the B orchestra 
conducted by F, 

Br, a recording of the eighth symphony of Beethoven by the B orchestra 
conducted by K, 

The subject will be presented with a subset of U, will be asked to choose an 
element in that subset, and will listen to the recording he has chosen. When 
presented with {Do, Br} he chooses Do with probability 34. When presented 
with {Br, Bg} he chooses By with probability 14. When presented with 
{Do, Bx} he chooses Dg with probability 34. What happens if he is presented 
with {De, Br, Bx}? According to the axiom, he must choose De with proba- 
bility 34. Thus if he can choose between Dy and Br, he would rather have 
Debussy. However if he can choose between Do, Br, and Bx, while being in- 
different between By and Bg, he would rather have Beethoven. To meet this 
difficulty one might say that the alternatives have not been properly defined. 
But how far can one go in the direction of redefining the alternatives to suit 
the axiom without transforming the latter into a useless tautology? 

Yet, even if economists think that this axiom is implausible in the choice 
situations that they study, this book will interest them in several ways. In 
particular its emphasis on the conceptual and experimental difficulties as- 
sociated with any theory of choice, and its constant concern for empirical 
verification deserve the attention of our professicn. 

GERARD DEBREU 

Cowles Foundation for Research in Economics 


The Failure of the “New Economics.” By Henry Hazziirr. Princeton: D. 
Van Nostrand Co., 1959. Pp. xii, 458. $7.50. 

In this volume, subtitled “An Analysis of the Keynesian Fallacies,” Hazlitt 

has “analyzed Keynes’s General Theory ... theorem by theorem, chapter by 
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chapter, and sometimes even sentence by sentence.” Such a task could have 
been worth while, for the General Theory is far from perfect. Its style is 
difficult, its definitions often ambiguous, statements of fact are often unsup- 
ported, and many of its observations badly integrated into the body of 
thought. It is, furthermore, riddled with a contempt for free markets and their 
results. All this is pointed out by Hazlitt, down to such minor items as the 
misquotation of Voltaire (“it was not Candide who was the incurable optimist, 
but Pangloss.’’) 

On the whole, however, Hazlitt does little to improve matters. Witness, for 
example, his condemnation of Keyres’s style: “It is largely on such pretentious 
pleonasms and circumlocutions that Keynes’s reputation for profundity seems 
to rest.” His attempt to clear up certain ambiguities in definition is no more 
successful. On the question whether saving equals investment, surely no great 
gain is achieved by taking together the definitions of the Treatise on Money 
and those of the General Theory as equally good indications of Keynes’s 
thought. A clearer understanding of the latter definitions would have made it 
obvious that although saving equals investment, attempts to save are bad and 
attempts to invest are good under conditions of less than full employment. Nor 
is the matter clarified by Hazlitt’s acceptance of Say’s law in its crudest and 
most objectionable form, that all savings are invested. 

Hazlitt properly objects that the General Theory is quite special, applying 
only to conditions of unemployment. Yet he ignores this speciality repeatedly, 
accusing Keynes of error and proving the error by the assumption of relatively 
full employment. Thus Hazlitt proves that interest rates cannot be held below 
the natural rate by monetary policy because rising prices would force interest 
rates back up. Again, he objects that government spending might only en- 
courage unions with excessive wage rates to demand even higher wages and the 
new spending may even lead to a decrease in employment. (Even under full 
employment this last conclusion would be justified only with rather strangely 
shaped labor-supply curves.) 

On its statements of fact, Hazlitt’s book is somewhat better documented 
than Keynes’s, but could have used much more. As a rebuttal of Keynes, 
however, the documentation is grossly unfair; it takes Keynes to task because 
his statements do not correspond to the data of the last twenty years. Said 
Keynes: “workers do not bargain for real wages.” Says Hazlitt: “As of Jan- 
uary, 1958, more than 4 million workers . . . had insisted on, and secured, 
contracts providing for automatic wage increases with increases in the cost of 
living.” Said Keynes: “Ice company stocks are higher in summer than in 
winter.” Says Hazlitt: “From 1932 to 1956... the shares of these companies 
sold higher in summer than in winter only . .. about as often as a penny 
might come heads instead of tails.” (He then admits that these are also fuel 
companies, so the proof is ambiguous.) When Keynes criticizes the disorderly 
behavior of the American stock market, Hazlitt emphasizes its orderly char- 
acter, neglecting to mention the changes in government regulation and the 
rules of the exchange which took place in the early ’thirties. 

Hazlitt opposes the use of mathematical formulations on the ground that 
economic relations are not sufficiently precise to permit their use. This is 
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hardly an answer, for good verbal economics should be precise as well. Surely . 
the initial mathematical formulations by Keynes have had a tremendous im- _ 
pact upon attempts to make these relationships more precise by more sophisti- 
cated techniques. The important question is not about perfection, but whether 
the approximation is sufficiently accurate to add anything to our under- 
standing. 

Hazlitt’s attack on aggregation is similar. Because many interesting factors 
depend on the details, the use of totals and aggregates is impossible. Again, | 
the question is whether any useful contribution is made by aggregate analysis, 
not whether it is the only useful kind. 

It is in the discussion of depressions and their cure that the biases of Keynes 
and Hazlitt clash head-on, with sound and fury signifying nothing. Hazlitt 
continually emphasizes the general equilibrium character of society, with 
thousands of prices and wages. Depressions are caused by “prolonged malad- 
justment between prices of different commodities, or between individual wage- 
rates, or most often between prices and wage-rates.” But in answer to Keynes’s 
suggestion of increasing demand or prices, Hazlitt answers that employment 
could much more easily be brought about by cutting wages. (This is in keep- 
ing with his repeated assertion that depressions are primarily attributable to 
unreasonable wage demands by labor unions, certainly a strange explanation 
for most of the history of cycles.) Hazlitt never recognizes that, although 
relative prices must reflect the market, the general level of all prices is es- 
sentially arbitrary. Whether maladjustments between prices and wages should 
be cured by raising prices or lowering wages must depend upon the number 
of obstacles to each of these policies and the dislocations in the relative price 
structure incumbent on each. Even if unions are to blame, condemning them 
for their intransigence does not cure the problem. In any case, invective, 
whether Hazlitt’s or Keynes’s, is no substitute for reasoning. 

Although Hazlitt clears up many minor points in the General Theory, his 
analysis of the major ones is completely unsatisfactory. In short, those who 
agree with Hazlitt’s preconceptions will find many excuses for their views; 
those seeking enlightenment must look elsewhere. 

JOSEPH P. MCKENNA 

Saint Louis University 


Social Accounting and Economic Models. By RICHARD STONE and GIOVANNA 
Crort-Murray. London: Bowes and Bowes, 1959. Pp. 88. 9s 6d. 

It is the stated objective of this book “to present a brief description of social 
accounting, including the input-output table, together with an introduction to 
economic model building.” This objective is emphasized in the title of the 
volume, with its juxtaposition of social accounting and economic models. This 
theme is carried out by a concise discussion of the nature of social accounts 
which leads to a discussion of an input-output matrix. From there the pro- 
gression is easy to input-output models, the uses and limitations of which are 
succinctly reviewed. A final chapter discusses models of consumers’ behavior 
with examples drawn from econometric studies of consumers’ purchases of 
food, motor cars, etc., in the United Kingdom. The models discussed rely both 
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on aggregate statistics and on cross-section data. The latter are used especially 
in estimates of the income elasticity of demand. To the reviewer it would have 
seemed more appropriate to devote the final chapter to models of the type 
described by Klein and Goldberger, which depend on the national accounts as 
systems of economic reporting in a sense in which the partial models of con- 
sumer behavior do not. But it cannot be denied that the latter do make fre- 
quent use of statistics from the accounts, such as measures of disposable 
income and total consumers’ expenditures. 

The authors also state in the foreword a more general point of view, that 
“theorizing is a visionary activity whose aim should be to propose a mathe- 
matical order which will fit reality.” They emphasize the importance both of 
setting up theoretical models of how the economy works and of testing them 
empirically. The entire volume may be regarded as illustrating what they mean 
by this approach. The reviewer is in full sympathy with this general position, 
though he suspects that many economists would not put as much stress on 
empirical work. He is also in full sympathy with the proposition that the 
connection between the national accounts and economic models deserves 
more attention than it has received. There should be frequent communication 
between the economists who develop the accounts and those who use them in 
economic models. 

The volume under review is not an advanced treatise and does not attempt 
to cover new ground. The book is not intended for use as a text but might 
prove a useful addition to reading lists. It requires of the reader a general 
knowledge of economics such as might be expected of an advanced under- 
graduate who has had a year or so of statistics. Some use is made of matrix 
algebra, though a large part of the discussion can be followed without that 
background. Students may find the discussion of input-output analysis par- 
ticularly helpful. They will also find the volume a useful introduction to the 
work of the group of research economists at Cambridge. There is a bibliogra- 
phy which would be especially helpful for this purpose. 

This book is of interest for another reason. The authors had more to 
say than could be compressed into an article in a journal. Instead of ex- 
panding their manuscript to the usual 400 or 500 pages, they chose to write 
in a clear but compact style which fills a grand total of 88 pages. May other 
authors and publishers follow this example! 

JOHN B. LANSING 
University of Michigan 


The Keynesian Theory of Economic Development. By KENNETH K. KURI- 
HARA. New York: Columbia University Press, 1959. Pp. 219. $5.50. 

The impression of this book one would gain by turning the pages and read- 
ing the index is by and large correct. Extreme use is made by Professor 
Kurihara of definitional manipulation of essentially an MV = PT sort; an 
exploration of logical possibilities appears to obviate, in Kurihara’s estimation, 
the need for data; the variables that are presumed to be potentially under the 
control of government are many in number and unusually wide in range. 
Roughly one-third of the text consists of articles and notes Kurihara has 
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published previously elsewhere. Economists who are mentioned in text or 
footnote at least as often as Kurihara himself are Domar, Harrod, Keynes, 
and Joan Robinson; in contrast, economists such as Chenery, Friedman, 
Samuelson, Solow, and Tinbergen are not referred to at all in the text. 

Many students will nevertheless, find this book useful because several 
variants and extensions of simple Harrod-Domar type growth models are 
spelled out. Other students will find appealing the somewhat bland asserta- 
tion that “models of laissez-faire growth have the negative virtue of demon- 
strating how precarious and unfruitful it is to leave the secular growth of 
an economy to the vagaries of private saving and investment, to the accident 
of profit-motivated inventions and innovations, and to the working of un- 
guided market forces” (p. 185). Most economists, however, will be disap- 
pointed to find that Kurihara has devoted his energies to, and that a uni- 
versity press has spent resources on, what is at best a narrow and oversimpli- 
fied treatment of growth processes. Of this sort of analysis we already have a 
great deal, while growth models which are empirically relevant or which in- 
corporate political variables are in short supply. 

As for organization and content, after three introductory chapters (one 
describing briefly some older theories; one describing some important char- 
acteristics of underdeveloped countries; one stating some requirements that 
a “desirable” growth pattern might satisfy), Kurihara deals in turn with 
capital accumulation, technological change, unemployment, income redistri- 
tribution, monetary and fiscal manipulation, and foreign trade, all in the 
setting of an underdeveloped economy. The first of these later chapters re- 
produces and comments on models initially spelled out by Harrod, Domar and 
Joan Robinson while the rest consist largely of articles previously published 
by Kurihara. As already suggested, Kurihara is convinced that underde- 
veloped economies must and should marshall the power of central government 
to control consumption, investment, foreign trade, and possibly population. 
In support of this view he has collected (and modified) stock arguments 
against the use of laissez-faire control devices; e.g., he points to infant indus- 
tries, external economies, demonstration effects, redundant labor. He is aware 
that Harrod-Domar-type models depend critically on special technological 
assumptions but, in spite of this, policy prescriptions are couched entirely in 
ageregate terms. Presumably, Kurihara does not wish to indulge “in the luxury 
of disaggregation” or “apply rather mechanically the classical allocation prin- 
ciple to a situation that calls for economic organization and planning along 
macroeconomic lines” (p. 200). 

Kurihara’s writing style is reasonably clear (exception: “an economy may 
be underdeveloped, not necessarily because its propensity to procreate is too 
strong relative to its capacity to produce, but possibly because its capacity 
to produce is too weak relative to its propensity to procreate” p. 27), but 
he often elaborates the obvious while imposing a burden on the reader to 
remember definitions. For example, “denoting AY/Y by Gn, equation (4) can 


be reformulated as £ 
v ” 


Gr = ——-----——. 
to/ (1 + ga)* 
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Now W is the labor force and Y is the (maximum) associated output while 
v is AN/Y, ap is the initial value of AN/AY, and gais a constant. Hence, Kuri- 
hara has taken a definition, added the assumptions that v is a constant while 
a decreases over time, and thus demonstrated “that the rate of growth of full- 
employment output is capable of increasing in inverse proportion as the labor- 
output ratio decreases over time” (p. 84). 
Joun Burrrick 
University of Minnesota 


Probleme und Ansätze einer kapazitdtsorientierten Investitionspolitik. By 
DETLEF Lorenz. Berlin: Duncker & Humblot, 1958. Pp. 158. DM 13.80. 


The main body of this study is devoted to a clarifying survey of the Ger- 
man and English literature on anticyclical and noncyclical investment theory. 
The first part deals with micro- and macro-investment theories in general; 
the second part examines special problems of a capacity—rather than in- 
come—oriented investment theory; the third part infers political conclusions 
from the theories evaluated. 

In regard to public investment, the author insists that we should analyze 
all forms of investment by governments, Yet his classification into anticyclical, 
economic and fiscal as well as political and military is hardly fruitful. The 
thesis that anticyclical decisions are demand-oriented, while “economic” in- 
vestments depend upon the supply of available capital, is not developed. There 
is especially no explanation as to why the supply of public capacity usually 
lags behind the demand for public facilities. The criteria for “political” in- 
vestments are examined in terms of the theory of cumulative interventionism, 
producing a value judgment rather than a theory. One surmises that the 
attempted comprehensive theory of public investments would have been more 
successful if the analysis had aimed at a theory of the public sector of the 
economy. 

In his examination of the various theories, the author sides with those who 
rejects the thesis of a general tendency towards underinvestment. Industries are 
divided into four groups according to their investment criteria. Immediate 
consumption demand rises with income, which increase provides an effec- 
tive criterion for private investment. Industries with a rising demand due to 
population increase experience a lag in the provision of additional capacity. 
Industries affected by technological progress benefit from a neutral capacity 
effect since capacity increases simultaneously with demand because of price 
reductions. It is only in the strictly durable goods industries that there are 
cyclical fluctuations in demand and supply of capacity. Rather than having to 
commit itself to a general anticyclical investment policy, the government does 
not need to concern itself with the demand for immediate consumer goods. In 
cases of technological improvement, the government should urge producers 
to reduce prices promptly and sufficiently. Industries directly affected by 
population increases could be assisted in providing reserve capacity. Only in 
durable goods industries is there a possible place for anticyclical policy of 
public investment. 

Yet the author seems almost convinced that even for the durables there 
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are efficient compensatory factors originating in private concerns, With a 
few qualifications he accepts the recently developed thesis that industrial 
empires have the capacity to engage in a noncyclical investment policy, there- 
by drastically reducing the amplitude of cyclical fluctuations. The function 
of the government is then limited to providing statistical information indicat- 
ing the socially desirable capacity. In most cases demand and supply of 
capacity would thus be equated through internal business planning and ex- 
ternal counseling of private decision-makers by the government. 

This happy solution hinges upon an idealization of big business. One can 
agree with the author that the activities of industrial empires cannot be 
explained in terms of the traditional theory of restrictive monopoly. Rather 
than calling the massive firms competitive, we have to place them in their 
category as a concentrated property structure: concerns that receive interest- 
free capital through retained profits, benefit from preferential treatment in 
capital markets, own a multitude of plants, produce an endless number of 
products, enjoy special access to innovations, monopolize and divide invest- 
ment opportunities among themselves. The very size of assets leads to the 
building up of exclusive, expansive or cooperative monopolies. A theory of 
these monopolies alone can ascertain why and how the monopoly effect leads 
to an insufficient capacity, or the acquisitive drive for more assets to an excess 
of capacity supplied by industrial empires. 

ARTHUR SCHWEITZER 

Indiana University 


Der Lagerzyklus—Lagerbewegung und Konjunkturverlauf in empirischer 
Sicht. By Harry SCHIMMLER. Berlin: Duncker & Humbolt, 1958. Pp. 
113. DM 12.—. 

The author examined the quarterly inventory series for Western Germany 
from the middle of 1949 to the middle of 1955 with a view to explaining the 
time-path of inventories as the sum of a desired and an undesired component. 
The magnitude analyzed is the inventory ratio B/N, where B denotes in- 
ventories and WV the “total effective demand,” which is largely identical with 
our GNP series. The desired change in inventories (Z*) is considered approxi- 
mately proportional to N, except for the price influences: 


L*/N = y+ P" 


By some involved consideration to which we shall return presently, the change 
of the undesired inventories U is given by the equation: 


(1) A(AU) = — AU — AU 


where A and e are reaction coefficients. They are both found equal .25; Yy 
slowly varies from .3109 in the second quarter 1950 to .3296 in the last 
quarter 1953, and then falls to .3248 in the second quarter 1955; the price 
effect is very small. 

The behavior functions governing the change in U are formulated as fol- 
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lows (p. 43): (a) The desired inventory change equals the change in the de- 
sired inventory minus the undesired inventory: L* = AG — U (as conse- 
quence of a misprint we read on p. 43 L in place of L*). (b) The firms want 
to compensate the undesired change (R) of the inventory [which has been 
shown, on the basis of (1) to equal U + AU] or, in a sufficiently short period, 
a fraction of it, yielding equation (1) right side, above. 

I am unable to follow this argument as to (b). First, it is not clear, a 
priori, why firms should orient their production decisions to the undesired 
change in inventory and not exclusively toward the level of the undesired 
inventory; nor is Schimmler’s econometric method adequate statistically 
to confirm this hypothesis. Even more important is the point that the two 
assumptions (a) and (b) are not consistent: According to (a) the firm, dur- 
ing period ¢ ++ 1 tries to eliminate U in full; in (b) a different attitude is 
assumed. It is only by cumulating these inconsistent assumptions that 
Schimmler is able to derive equation (1)—a difference equation of second 
order in U; is it reasonable to assume that the time-path of undesired in- 
ventories is independent of the path of the desired ones, which are governed 
by the total effective demand? In the special chapter contributed by Klement 
a complete, though still simplified, model is developed covering also con- 
sumption and induced investment, and leading to a differential equation of 
the third order in income. On the basis of the available material the evalua- 
tion of the coefficients in Klement’s model is not possible, and this may have 
induced Schimmler to look for a simpler approach. 

However, it is important to notice that Schimmler’s results for the desired 
inventories (the coefficient y and the absolute size of the desired and un- 
desired inventories) are acceptable even if his approach concerning the 
coefficients y and e is rejected. His coefficient y (in the estimate of which 
the data for 1949 were disregarded) fluctuates very little, and the fluctuations 
in y are not indicative of the type of nonlinear relation between inventories 
and sales which Whitin and others have suggested and to which Schimmler 
himself refers in one place (pp. 55-56). If it is agreed that the desired in- 
ventories are approximately proportionate to the total effective demand, then 
the usual correlation analysis would also have yielded a value approximately 
equal to .32. 

Schimmler also presents a comprehensive model of the economy which 
covers consumption, investment and autonomous factors. It is of an econo- 
metric nature, i.e. it is not reducible to a difference equation in one variable. 
Schimmler examines briefly the other coefficients of this model as they ap- 
pear retrospectively if the available data for the variables are inserted period 
by period. I cannot agree with him that the “structure of demand” n (which 
equals 1/(1 — a), where @ is the average propensity to consume in the widest 
sense including depreciation, etc.) has proved rather stable for 1949-55 or 1950- 
55; in 1950 it was 2.32 and in 1956 equal to 1.91. Of greater interest are his at- 
tempts to estimate for this period the “capital coefficient” 6 (the Hicksian v) 
and the “capacity coefficient” which indicates the influence of existing un- 
utilized capacity on the willingness to invest. It would take considerable 
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space to describe the estimation procedure; suffice it to say that in spite of the 
inevitable crudeness of method Schimmler has in the reviewer’s opinion here 
obtained useful results. 
Hans NEISSER 
New School for Social Research 


The Economic Mind in American Civilization 1918-1933. By JOSEPH DORF- 
MAN. Volumes 4 and 5. New York: Viking Press, 1959. Pp. xxxiv, 398; 
liv, 375. $12.50. 

With these two volumes, Professor Dorfman brings to a close his massive 
work on the development of economic ideas in this country. Volumes 1 and 2 
covered the period from colonial times to the Civil War; Volume 3 brought 
the story up through the first world war, and the present volumes span the 
years 1918-1933. Here it ends, partly because the subsequent years are too 
close for the historian’s perspective and because, as the author sees it, the 
main ideas of the New Deal era are worked out in the period covered by these 
two volumes. 

The five volumes taken together are the product of prodigious scholarship, 
and they illuminate a neglected aspect of the history of economic thought. In 
general the standard histories give scant attention to U.S. economic thought, 
although both Schumpeter and ‘Hutchison analyze in detail a few U.S. econo- 
mists. Those few works that are devoted to U.S. economic thought, such as 
E. A. J. Johnson’s, E. Teilhac’s, and A. G. Gruchy’s, have limited coverage, 
namely the 17th century, the 19th century, and Institutionalism. Both Teilhac 
and Gruchy give a detailed account of relatively few authors. O’Connor’s 
study of the academic origins of the subject is largely concerned with teaching 
materials, not doctrinal developments. For breadth and coverage, The Eco- 
nomic Mind in American Civilization has no rival. 

Following the pattern of the earlier volumes, Dorfman goes well beyond 
the confines of academic economics for the period 1918-1933. This is a study 
of economic ideas, quite broadly interpreted, as they are influenced by de- 
velopments in sociology, philosophy, psychology, industrial management, and 
public policy. The sources cited indicate the “public” character of the ideas 
reviewed—congressional hearings, liberal magazines such as the New Repub- 
lic, messages and speeches of public figures, reports and pamphlets, and popu- 
lar books on current issues. These sources liberally supplement the profes- 
sional journals, texts, and other works of the academic economists. The spec- 
trum of ideas and interests is wide; analytical economics occupies a rather 
narrow band. 

The material in these volumes is organized in two parts: The Era of Ad- 
justment and Progress, 1918-1929, and The Great Depression 1929-1933. 
Three-fourths of the combined two volumes concerns adjustment and progress 
following the first world war. Adjustment embraces the period of reconversion 
and the depression of 1920-21, and progress covers the years from 1922 to 
the crash of 1929. Dorfman meticulously reviews the ideas of both amateurs 
and professionals on the innumerable practical problems of readjustment and 
the subsequent prosperity. Unemployment, the planning of public works 
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(with the germ of the multiplier), social insurance, industrial relations, 
monopoly, agricultural “adjustment,” Federal Reserve policy and stabiliza- 
tion, the business cycle, banking reform, stock market speculation, and eco- 
nomic planning are among the problems extensively covered. 

The author gives every man his day in court; as a consequence the reader 
finds himself going through the same ideas over and over again. Such repeti- 
tion is unavoidable, given the person-by-person treatment in this work. How- 
ever, the inclusion of some of the persons and the distribution of emphasis 
puzzle this reviewer. ‘Three pages are given to the socialist views of Steinmetz, 
the electrical engineer, but there is only passing reference to Norman Thomas. 
E. H. Downey gets five pages on his workmen’s compensation ideas, and 
Rubinow has seven pages on social insurance. These ideas recur again and 
again. There are too many quotations from too many writers on too many di- 
verse subjects, But occasionally a quotation is prophetic and succinct, as this 
one from a Coolidge message vetoing the McNary-Haugen bill: “Government 
price-fixing, once started, has alike no justice and no end.” 

Dorfman, of course, devotes most of this work to the professional econo- 
mists. Analytical contributions are subordinated to policy views and to the 
positions taken on the scope and method of economics. This is in keeping with 
his purpose: to portray the “economic mind,” or the outlook on socio-economic 
problems and policy, rather than techniques. There are excellent briefs on such 
figures as J. M. Clark, W. C. Mitchell, Walton Hamilton, F. H. Knight, and 
Jacob Viner, and shorter accounts of Copeland, Douglas, Tugwell, Slichter, 
and many others. The positions of the elders of the period—Taussig, Ely, 
Young, Bullock, J. B. Clark, Fisher, Seligman—are given sympathetic dis- 
cussion. Brief references are made to the influence of foreign economists, 
particularly Keynes and briefly Marshall. Strangely, to Cassel is attributed 
a “substantial role in stimulating interest in the study of price determination 
and in neoclassical economics as a whole” (p. 165). 

Dorfman seeks to show the profound changes in the outlook of economics 
brought about by the “new” generation of economists. J. M. Clark is in the 
forefront of this broadening and humanizing movement. Industrialization, the 
concentration of economic power, the social problems of an urban civilization, 
labor relations, the plight of agriculture, and recurring depressions cause prob- 
lems and bring to the fore the need for social control, group responsibility, 
and the preservation of individualism. The emphasis is on “problems,” and 
economists increasingly move towards specialization in efforts to find solutions 
to these problems. As Dorfman sees it, the main trend is in the spirit of in- 
stitutionalism and reform. The author skillfully arrays his materials to bring 
out the main currents, and through copious quotations gives his subjects ample 
opportunity to make their points. 

Looking back on the era of adjustment and progress, Dorfman seems 
satisfied with the results. Progress had been made in the delineation of prob- 
lems, in pointing to solutions, in the gathering of statistical materials, and in 
the research directions taken. Economics had gained enormously from its as- 
similation of ideas and approaches from psychology, philosophy, sociology, 
and administration. Economists were in the thick of things, advising govern- 
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ment, business, labor unions, and the public at large. In his chapter “The 
Legacy of the Twenties” he said “As the period closed, the economics profes- 
sion showed a deep faith in the ability of American capitalism to achieve ma- 
terial and social progress.” Yet they showed little awareness of what was to 
come. The “outsiders,” Foster and Catchings, were more perspicacious. 

Part IJ, the Great Depression, is discouraging. Dorfman marshalls the best 
thought of the period in these fascinating chapters, Academic economists fare 
badly in this review—confused, bewildered, uncertain, and quarrelsome. In 
this context, policy prescriptions come largely from the amateurs. Dorfman 
suggests a reason: “In the vast and complex American economic order, with 
its diversity of interests, one policy could hardly have been expected to be 
adequate and acceptable to all. The statesmanship required was not novel; it 
was essentially the ability to assess a multiplicity of diverse remedial measures 
and to weave them together into a workable over-all program. Why, then, 
was this so difficult to do? A substantial part of the answer lies in an undue 
lag, deriving from the 1920’s, between the needs of a dynamic economy and 
public policy .. .; and closely related, the failure to define clearly and to re- 
adjust the relationships between government and the economic system.” In 
the failure of the professional economists to assess and to weave together 
the widely proposed remedial measures lies their inadequacy in this period. 

Dorfman generously ascribes this failure to the complexity of the problem. 
But to this reviewer there is a more basic reason. Specialization, the preoc- 
cupation with particular “problems” and their reform, and the emphasis on 
social philosophy, method, and approach diverted the attention of economists 
from the economy as a whole and its basic processes and functions. In the 
early 1930’s they wrangled over the bits and pieces, because this is what they 
had been doing throughout the 1920’s—as this monumental work of Dorf- 
man’s so adequately brings out. 

ARTHUR E. Burns 
George Waskington University 


A Histor conomie-ldeas. By ROBERT LEKACHMAN. New York: Harper 
and Brothers, 1959. Pp. xiii, 427. $5.00. 

Of the seventeen chapters in this text, six are devoted to a description of 
the classical school (Part II). In Part III, the marginalists are allocated 
two chapters followed by a brief chapter on the Methodenstreit and a chap- 
ter on institutional economics, the latter being essentially a quick run-down on 
Veblen’s criticism of marginalism. Part IV takes up the modern period, with 
individual chapters on Keynes, business cycle theory, price theory of the 
Chamberlin-Hicks variety, and a hodgepodge titled “The Analysis of Capital- 
ism.” The latter runs all over the lot, from an outline of Schumpeter’s 
prognosis, to Pigou’s welfare analysis, to the Lange-Lerner-Dobb debates of 
the 1930’s. Greek, Roman and medieval theory, as well as the mercantilists, 
are treated in the first three chapters (Part I). Nothing is discussed in any 
detail and the reader has the feeling that the author is ticking off the great 
names of economics without really giving any of them a chance to explain 
his position. 
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Smith, Bentham, Malthus, Ricardo, J. S. Mill, Marx, and Keynes each 
receive the dignity of a whole chapter, while all other writers receive a 
“Who’s Who” treatment. The reviewer noted a total of 53 economists who 
were given separate billing, with anything from a chapter to a few lines 
summing up their contributions. The heavy emphasis upon the classical school 
is explained by the author thusly, “Economics does its job best and com- 
mands most respect when economists concern themselves with the problems 
which afflict ordinary human beings.” Since, in his opinion, the classical 
writers dealt with real isssues, as did Keynes, his preference and prejudices 
led him to stress their contributions, rather than those of writers who have 
merely engaged in “intellectual gamesmanship” (p. xii). 

While few can deny that the economics profession harbors many writers 
who follow the tenets of Stephen Potter, it would seem that Lekachman 
should have supplied the reader with some criterion by which to judge when 
economists are engaged in gamesmanship and when their endeavors are 
worth while. For example, was the development of the concept of elasticity, 
or of consumers surplus, merely a Marshallian ploy? Lekachman’s implicit 
criticism of a good deal of formal economics is testimony to the fact that 
he really has no sympathy for the essential problem of theory qua theory. 
What this means is that the author really is not interested in discussing the 
subject matter of economics. Even the influence of the sage, Adam Smith, 
was dependent upon his conceptualization of the problems of 18th century 
England, rather than his recognition that they existed. Lekachman does not 
seem to realize that what marks the contribution of an economist is not only 
the issue he chooses to discuss, but the theoretical analysis he develops to 
deal with the issue. 

As might be expected, Lekachman’s approach is one which stresses the 
historical background that gave rise to such ideas as Ricardo’s profit, and 
Malthus’ Essay on Population. This approach is old hat, and the discussion 
does not throw any new light on the relation between the development of 
theory and its historical origins. Lekachman also devotes considerable space 
to the private lives of the great, and while undergraduates perhaps appreciate 
a peek into these corners, it seems that the space devoted to discussing the 
domestic affairs of, say, Marx and Ricardo could be better allocated to more 
detail on their respective systems of analysis. 

In large part this volume reflects the dilemma of a shrinking, but courageous, 
corps of economists who cling to the idea that it is desirable to offer an 
undergraduate course in the history of economic thought. The reviewer hastens 
to add that he includes himself as a member of this minority. However, with 
expanding curricula not many institutions can devote more than a semester 
to an undergraduate course in the history of thought. Lekachman’s volume, 
apparently, adheres to the idea that under these restraints it is best to cultivate 
extensively and to cover as muci territory in the history of ideas as possible. 
His volume, for example, runs the gauntlet, in 400 pages, from Plato to 
Hicks’ Value and Capital. In contrast, it took Schumpeter 1200 pages to go 
over the same area, and his work was published on large sheets with small 
print! 
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Lekachman’s volume raises serious question as to the usefulness of a 
canvas which has been painted with such large and uneven strokes. The 
major criticism, therefore, rests on the fact that Lekachman, in applying 
the law of scarcity, has sacrificed depth for breadth. For the undergraduate, 
it would seem that Jevons, Menger and Walras are near perfect substitutes 
for one another, and that Edgeworth, Fisher and Xenophon could easily 
be classed as inferior goods. Is it not more desirable to allocate the scarce 
teaching time, as well as the printed page, to dealing with a few representa- 
tive writers from whom the student can gain some appreciation for the diffi- 
culties in the growth of economic theory, and for the relation of theory to 
the issues which gave rise to it? Textbooks like the one under review, wherein 
the discussion changes the subject every page, only tend to give the student 
a “quiz program” familiarity with the great minds in economic thought; and 
it is to be hoped that education in this country has advanced beyond this 
pitiful stage. 

Joun P. HENDERSON 

Michigan State University 


Economics of the Business Firm—Economics of Decision Making in the Busi- 
ness Enterprise. By Josera D. Coprocx. New York: McGraw-Hill, 
1959. Pp. xiii, 366. $6.95. 

It is sometimes argued that there is a wide gulf between economics and 
business, that while economic analysis offers much by way of explanation of 
how our economic system operates, it has little practical value for actual or 
potential business administrators. Coppock feels differently. He believes that 
the tools of marginal analysis as presented at the intermediate level are much 
more than a logical exercise or a guide for public policy makers, To him they 
are indispensable theories for “the businessman who seeks to make profitable 
decisions.” 

Since the book is written primarily for business school students, one might 
think it would be a popularized Joel Dean. It is not. Instead it is almost 
entirely a series of lessons in formal logic, very carefully written to demon- 
strate step by step the abstract mechanics of profit maximization within the 
mathematical limits of two- or three-dimensional geometry. In fact, one gets 
more than half way through the volume before finding anything beyond 
formal models of maximum, minimum, and equilibrium situations encountered 
by the firm. Even the price discrimination cases are presented in the abstract 
without enrichment by illustrations from real life. This approach may appeal 
to some teachers, particularly those who like to keep their illustrative mate- 
rial up to date by using current articles, reports, and documents. Others may 
find it too dry and lacking in student interest. 

It is not until Coppock takes up his nine models of commodity markets 
(based on combinations of one, few, and many buyers or sellers) that he 
lets himself relax enough to make a few comments on such things as the 
collusive ways of oligopolists and the problems of polyopsonist consumers. 
In a later chapter he uses a similar ninefold path to the analysis of the markets 
for factor services and again turns slightly institutionalist. A concluding 
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chapter of only eight pages is devoted to the applicability of marginal analysis 
to the real problems of business firms. In it he briefly refutes the usual 
objections to the applicability of the analysis because of the existence of the 
following complications: multiple products and multiple inputs, inadequate 
knowledge of demand and cost functions, the lumpiness of certain inputs, 
uncertainty, variations in market structure, and the operation of nonprofit 
motives. 

Like most writers of texts, the author does not strive to contribute new 
ideas as much as improved presentations. Among the latter the reviewer was 
impressed by the consistent symmetry of approach in treating a large num- 
ber of demand and supply concepts for both commodity and factor markets, 
though with some skimping on the latter. Coppock also stresses the need to 
consider the state of the other side of the market in explaining how one 
arrives at a true supply curve or demand curve. For instance, only when 
the opposing demand curve is horizontal do the marginal cost curve of a 
firm or the “marginal withholding curve” of a factor-owner become true 
supply curves. Similarly, only when the opposing supply curve is horizontal 
do the marginal factor revenue curve of the firm as demander and the 
marginal benefit curve of the consumer become true demand curves. The 
reviewer would also commend the insights of Chapter 17 which is devoted 
to methods and problems of estimating demand. For those who like a text 
with end-of-chapter questions and references, Coppock offers an abundant 
supply of the former, both memory and thought types. The supplementary 
readings are more scanty, confined to books, and generally without annota- 
tion. The numerous diagrams are usually clear and well integrated with the 
argument. 

The author expresses few value judgments and when he does, is usually 
careful to define the standard of judgment being used. In several places, how- 
ever, he seems to suggest to potential business administrators that if and 
when they find themselves in “oligo” positions, they give serious thought to 
the advantages of “cautious collusion” and combination. (Cf. pp. 222, 229, 
240, 320.) Here “stability” seems to become at least the equal of the profit- 
maximizing motive in determining appropriate business conduct. Yet in one 
of the noticeably few paragraphs devoted to the social implications of busi- 
ness decisions, he says, “Businessmen have to be reminded occasionally of 
these [freedom] aspects of the system under which they operate, since they 
devote so much of their attention to the creation of monopoly positions, which, 
if securely achieved, would destroy the capitalist system, or strip it of its 
virtues” (p. 244). 

ROBERT B. PETTENGILL 

American University of Beirut 


Economic History; Economic Development; National Economies 
Patterns of Trade and Development. By Racnar Nurxse. Wicksell Lectures 
1959. Stockholm: Almquist and Wiksell, 1959. Pp. 62. 3.50 SKr. 


The Wicksell Lectures at the Stockholm School of Economics were in- 
augurated in 1958 by Erik Lindahl. For the second year, Ragnar Nurkse 
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was selected for this distinguished role, which he performed in two lectures 
on April 7 and 10, 1959, only a month before his untimely death in Geneva. 
In a brief introduction to the published lectures, Erik Lundberg expressed 
the sentiment that publication of the essays was the best way in which he 
and his colleagues could honor the memory of Ragnar Nurkse. 

The first lecture deals with “Contrasting Trends in 19th and 20th Cen- 
tury World Trade.” During the century from 1815 to 1914, international 
trade was, to a degree not subsequently realized, an engine of transmission 
of economic growth. Britain’s income increased tenfold but her imports in- 
creased twentyfold. It was principally through this great demand for primary 
products that the “regions of recent settlement” in the world’s temperate lati- 
tudes—Canada, Argentina, Uruguay, South Africa, Australia, New Zealand— 
were provided with the drive toward economic development. But scarcely less 
important was the fact that the United Kingdom complemented its imports 
from these regions with a heavy flow of capital, which grew from one-third 
to two-thirds of British capital exports from 1870 to 1913. Such regions as 
China, India, tropical Africa ,and Central America were not blessed by either 
a demand for their exports on any comparable scale nor by a comparable 
flow of capital, and they failed to develop in any such degree as the “regions 
of recent settlement.” In these more fortunate regions, the great markets for 
primary products in the developed economies and the inflow of capital from 
that quarter built up not only the export sectors but also the overhead 
facilities for domestic activities as well. The whole evolution belied the 
Marxian diagnosis of capitalist foreign investment as aiming at the control 
of colonial markets and the dumping of excess supplies. 

The twentieth century has witnessed a marked slackening of the growth 
of international trade. During the three decades from 1928 to 1958, the rate 
of expansion was only one-fifth as large as it was a century earlier. Further- 
more 43 per cent of international trade takes place among industrial coun- 
tries, and only 9 per cent among nonindustrial countries (the remainder 
being between these categories). Nurkse points out six causes which have 
contributed to the relative decline in demand for primary products and to 
the shifting of the importance of international trade as a growth mechanism 
into low gear. 

In the second lecture, he examines industrialization, first for export markets 
and secondly for home markets, as a means of economic development. In- 
dustrialization implies neither the abandonment nor the contraction of ex- 
ports of primary commodities, but a desirable complement to primary pro- 
duction in the setting of the twentieth century. Industrialization for export 
is particularly important to densely populated regions as a means of com- 
manding an adequate food supply. But such a policy may encounter diffi- 
culties. On the side of the supplying of industrial products, the unskilled 
labor of densely populated areas may not be really cheap, and there may 
be a wide gap in the comparative costs of primary as compared with manu- 
factured exports. On the demand side, the older industrial centers may have 
pronounced comparative advantages; and if not, they may adopt protective 
devices. 
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With potential limits on industrialization for export, the less developed 
countries may turn to industrialization for sales to their own markets. First 
it has to be realized that, to sustain the new industrial workers, food supply 
must be increased pari passu with manufacturing. Here lies a rub, however: 
agriculture is often tradition-bound, and the tropics do not seem to hold out as 
much promise physically as did the regions of recent settlement. But most 
observers believe that there is ample room for improvement and increased 
productivity. 

Just as agriculture must complement the growth of manufacturing, so the 
various segments of manufacturing must grow together. Balanced growth 
accelerates the general rate of output growth. More technically expressed: 
output must be diversified according to domestic income elasticities of demand. 
With the growth of industrialization for the home market, the less advanced 
economies can begin to export manufactured goods to the wealthier countries, 
But for some time to come it may be expected that the younger industrial 
countries will have to import capital goods. One of the most conspicious fea- 
tures of twentieth century trade is the growth of capital-goods imports by the 
less developed economies. Nevertheless, in the current scene, it is production 
for the home market, rather than international trade, which holds the key to 
development in most of the low-income countries. 

It is characteristic of Nurkse’s intellectual vigor, integrity, and flexibility 
that he should have proclaimed these conclusions which somewhat reduce 
the importance of international trade, despite a lifetime devoted chiefly to 
this subject. No doubt his greatest systematic works are Internationale Kapi- 
talbewegungen (1935) and International Currency Experience (1944). But 
on the theme of economic development, to which his contributions took the 
form of lectures, as for example Problems of Capital Formation in Underde- 
veloped Countries (1952), and numerous symposia and articles, we have the 
greatest accomplishment of his mature years. The present lectures carry for- 
ward this distinguished literature. The scholarly world has lost immensely 
through the death of one of the most productive, knowledgeable, and wise 
economists of our day. 

Howar S. ELLIS 

University of California, Berkeley 


Business Enterprise in its Social Setting. By ARTHUR H. Core, Cambridge: 
Harvard University Press, 1959. Pp. xiii, 286. $5.50. 

The Harvard Research Center in Entrepreneurial History, which operated 
for many years under the leadership of Professor Cole, conducted numerous 
studies of entrepreneurs and business firms covering many centuries and sev- 
eral countries. The Center, taking its inspiration from Schumpeter’s theory of 
economic development, was concerned primarily with the role of the entre- 
preneur in economic change. 

In this book, Cole has attempted to draw together the implications and gen- 
eralizations of many separate studies done at the Center and elsewhere. The 
book is a report on a massive research effort extending over many years. It 
is also an example, rarely encountered in modern economics, of the inductive 
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method based on historical research. Cole has attempted, he says, “to extend 
a bridge between history and theory” (p. xi), “to restore economics to the 
rubric of a ‘social’ science” (p. xii), and to bring “all relevant factors into the 
models” (p. xiii). His method is to proceed “by alternate steps of empirical 
inquiry and tentative generalization” (p. 137). Entrepreneurial research, 
he says, is an interdisciplinary inquiry involving economics, history, technol- 
ogy, and all the behavioral sciences. It seeks to explain, and possibly fore- 
cast, the great sweep of economic change over long periods of time. Cole points 
out that most economics is concerned with a time period shorter than the life 
of an oak tree. He wishes his generalization to cover periods comparable at 
least to the span of a middle-aged redwood. 

His basic postulate is that the entrepreneur is the central figure in economic 
development and the principal instrument of economic change. He struggles 
with the definition of the entrepreneur, a concept which does not fit easily 
into the facts of modern corporate life. While he sometimes refers to the ‘“‘en- 
trepreneurial team,” the researches of the Center seem to have been concerned 
mostly with the creative individual business leader, and much of the book is 
devoted to vignettes of various kinds of entrepreneurs, mostly regarded as in- 
dividual persons. 

In the postulate, Cole attempts to formulate a theory of economic change. 
I found few important new insights beyond those elaborated by Schumpeter a 
generation ago, and little that is comparable i in suggestiveness to the work of 
Weber or Tawney. The basic theme is that the total culture, as expressed in 
values and attitudes toward business or production, is an important deter- 
minant of entrepreneurial behavior. 

Examples of his generalizations are these: that there are observable national 
differences in entrepreneurship (p. 147), that talent for entrepreneurship is 
found in all social classes (p. 156), that entrepreneurship can be exercised by 
public officials as well as by private operators (p. 213), that latent entrepre- 
neurial talent will appear wherever the social structure provides the necessary 
flexibility (p. 156), that innovation can take the form of new systems of 
organization as well as new technology (p. 180), that facilities for communica- 
tion and tendencies to secretiveness or monopoly affect the speed of trans- 
mission of innovation (p. 245). 

Interesting and valid though observations of this type may be, they do not 
carry us very far toward a theory of economic change. In this comment, how- 
ever, I do not mean to be captious. My impression is that the historical 
method, as the Germans of the 19th century discovered, does not readily yield 
sharply focused generalizations. In fairness it must be observed that the 
method of pure theoretical analysis also does not carry us very far in the 
study of economic change. One must conclude that the progress of economics 
in the analysis of long-term change must depend on the simultaneous use of 
inductive and deductive methods, and that there is much work to be done. 
Those on either side can scarcely afford to throw stones at those who labor 
on the other. 

As a summary of a major research effort, I found the book valuable. The 
vignettes, which are summaries of research on entrepreneurship in particular 
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times and places, are gracefully written and suggestive. An enormous amount 
of history has been usefully compressed for those who may not have the time 
and interest to review the thousands of pages of historical writing on which 
they are based. The book concludes with an excellent bibliography. 
Howard R. BOWEN 
Grinnell College 


Études économie humaniste—moyen age et capitalisme mercantiliste. By 
ÉTIENNE ANTONELLI. Paris: Sirey, 1958. Pp. 406. 2.200 fr. 

Nouvelles études économie humaniste—le capitalisme du XIX siècle de 
1814 àù 1914 et le monde économique présent de 1914 à 1957. By 
ÉTIENNE ANTONELLI. Montpellier: J. Reschly, 1959, Pp. 470. 2.000 fr. 


We seem to have taken little notice of the emergence of a body of thought 
and doctrine which presents itself as still another of the many “third” solutions 
between the extremes of the theoretical model of the market economy and the 
planned economy. When Fidel Castro of Cuba described his social and eco- 
nomic program to his North American audiences as motivated by principles of 
economic humanism very few of his listeners understood what he meant. Eco- 
nomic humanism and humanist economy have remained terms which as yet 
lack any precise definition. 

Professor Antonelli attempts not only to provide us with a general definition 
of the concept of humanist economy but also to trace the evolution and grad- 
ual extension of economic humanism within the economic life and general 
stream of thought of Western Europe, with occasional side-glances at the 
American scene. The general uncertainty which seems to surround the key 
concepts of man, humanism and economy in the writings of contemporary 
philosophers and economists leads the author first to a general epistemological 
examination of the two components of the composite term économie humaniste. 
According to Antonelli Greek philosophy knew man; but it knew neither hu- 
manity nor the concept of humanist economy. Plato, Xenophon and Aristotle 
did not reflect but actually reacted against the new and progressive forces of 
their time. Belonging to the conservative elements of their society who aimed 
at the preservation of the past, the Greek philosophers shared the general con- 
tempt for manual work and accepted the principle of a natural hierarchy of 
classes (slavery). On the other hand, modern Western thought gives expres- 
sion to a state of social and economic development in the course of which the 
principles of hierarchy, slavery and caste have been replaced, however im- 
perfectly, by the universalistic notions of human equality, common human 
traits and requirements regardless of race, creed, social role or status, Antonelli 
credits early Christianity which for more than 200 years was preached and 
practiced in the catacombs and never reached the ruling classes of Rome, with 
the elaboration of this radical and universalistic humanism. For him the term 
humanist economy stands for an economic order which is dominated by a 
concern for man and human life which, if lost sight of in the economic sphere, 
can only lead to a dehumanization of work, human existence and society. In 
a sense, Antonelli comes close to the thesis of Karl Polanyi’s The Great Trans- 
formation without using the latter’s conceptual framework, 
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It is against this broad background and with the aid of his rather vague 
definition of humanist economy that Antonelli elaborates four basic theses: 
(1) Economic humanism found its most perfect expression during the flower- 
ing of the Middle Ages (e.g., production of essentials “for use” and local needs 
rather than markets; pricing and distribution by custom rather than competi- 
tion; the insistence that the economy must be a moral order; employment and 
development policies carried out by monasteries rather than manorial estates; 
protection of the weak, religious fraternities, charity, hospitality, municipal 
regulations against commercialization, and control of luxuries and conspicu- 
ous consumption). (2) Elements of a new economic humanism manifested 
themselves after the decline of the Middle Ages within market capitalism— 
the negation of the medieval economy (e.g., the insistence on economic in- 
dividualism, private initiative, freedom of movement and freedom of con- 
tract). (3) This new economic humanism, reflected in liberalism and the 
model of the market economy, soon lost its substantive content and concern 
for “living” or “real” human beings due to the fact that economy and society 
were increasingly subjected to the impersonal automatism of competitive in- 
stitutions and to what Jevons called the mechanics of utility and self-interest 
(e.g., widespread neglect of social and human costs of various kinds, deper- 
sonalization of industrial relations, control of output and “administered” 
prices). (4) Contemporary “mixed” economies, with their emphasis on protec- 
tive labor legislation, social security, price control, subsidies, stabilization pro- 
grams, antitrust legislation and the manifestation of countervailing power, 
represent a negation of the capitalist competitive market economy and thus, 
“as a negation of the negation” of medieval humanism, relate us once more 
with the earlier economic humanism of the Middle Ages. 

The major part of the two-volume work is devoted to a historical account 
of economic developments and the evolution of economic thought in an effort 
to illustrate, elaborate and substantiate the four theses listed above. The 
reviewer has the impression that much of this material, while doubtless related 
to the author’s major concern, remains insufficiently integrated with the spe- 
cific points raised. Greater economy in exposition and more rigorous concen- 
tration on essentials would have improved and strengthened the book. Never- 
theless the reader who has the patience to go through these long historical 
excursions of uneven quality will be rewarded here and there by fresh points 
of view, references to an encyclopedic literature and a general lucidity of pres- 
entation. 

Antonelli distinguishes three major strands of economic humanism in 
present-day thought and action: (1) the religious or Christian current; (2) the 
Marxian brand with its criticism of “self-alienation”; and (3) a scientific 
humanism which derives its concept of man, human nature and human needs 
from a science of man based upon the data and results of such empirical disci- 
plines as anthropology, biology, psychology and paleontology. 

Admittedly the subject matter of the book is qualitative rather than quan- 
titative and does not permit short-cuts or mathematical treatment. However, 
if the mathematical economist has an obligation not to withdraw completely 
into the phantasies of his constructs, symbols and models, i.e., unless he 
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wishes to remove himself and his work from the common world of intellect 
and inquiry, the literary economist including the historian of ideas owes it to 
our supposedly common scientific enterprise to make his definitions as precise 
and “operational” as possible and not to overelaborate his evidence by his- 
torical excursions without obvious relevance to the matter under discussion. 
Doubtless economic humanism points to important issues in a world which 
has as yet to find answers to the questions raised by rapid technological prog- 
ress, automation, radio-active fall-out, high pressure salesmanship, deceptive 
advertising and lack of social balance in an affluent society, to name only a 
few of our current problems.. While it may be true that economic humanism 
has entered, modified and “disarticulated” the 19th century market economy 
and while it is doubtless correct that the really important problems are dy- 
namic in character where perfection (in a static sense of optimum allocation 
and maximum efficiency) eludes us, economic humanism is in need of objective 
and substantive criteria of human well-being and social welfare. Such criteria 
can be derived, if at all, only frem a science of man which would lend objec- 
tive support to the elaboration of a theory of essential human needs (as distin- 
guished from Veblen’s “superfluicies”) and of minimum requirements of phy- 
sical and mental health, housing, education and similar collective needs. In 
short, economic humanism can prove its status as a new approach to economics 
only by moving resolutely in the direction of a scientific humanism and a 
truly interdisciplinary approach to the science of man and society. Antonelli 
hints at this himself but in the end fails to elaborate the full implications of 
this position. 

The book will be of interest to all those who want to be brought up to date 
on the discussion of economic humanism in France and to economists who 
question the contemporary withdrawal into model building for analytical and 
predictive purposes without defining the actual social space and time to which 
either the model or the prediction may have reference. As such it can serve 
as a timely reminder that social institutions and arrangements need to be 
evaluated in terms of criteria that are related to man and human life and that 
such an evaluation is a legitimate scientific concern also for the economist. 

K. WILLIAM Kapp 

Brooklyn College 


The State and Economic Growth. Edited by HucH G. J. AITKEN. New York: 
Social Science Research Council, 1959. Pp. x, 389. $3.75. 


This is a collection of papers given at the Conference of the State and 
Economic Growth held in October 1956 under the auspices of the Committee 
on Economic Growth. It is the seventh of such conferences, the first being in 
1951, and is the fourth to have its proceedings published. This new branch of 
economics deals chiefly with methods used by nations to industrialize, whether 
they be deliberately designed, as in Russia today, or unconsciously adopted, as 
in the United States a century ago. The economist believes that he can make 
important contributions to this branch of economic history by applying his 
tools of analysis and by comparing the experiences of many nations, something 
increasingly needed in our fast shrinking world. Implied too is the idea that 
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national leaders everywhere must find ways to reduce the great discrepancies 
in living standards between countries. This book of essays by 13 authors ana- 
lyzes the economic status of various nations when they began to industrialize, 
their methods of industrializing, and their degree of success. 

The conference took as its theme a “model” by Bert Hoselitz with which 
countries may be analyzed simultaneously in three ways: First, did the nation 
grow by expanding its frontiers or by intrinsic (internal) development? Sec- 
ond, was it a dominant (economically self-contained) or nondominant nation? 
Third, were the decisions allocating resources autonomous (nongovernmental) 
or induced (governmental)? There are eight possible combinations of these 
six types of situation. For example, the United States was rated expansionist, 
dominant and autonomous, whereas the “people’s democracies” of Eastern 
Europe are today the opposite. Each paper deals with a country, or a group of 
countries, representing one of the possibilities. Among the countries are the 
United States, 1820-90, discussed by Henry Broude; Australia, 1860-1900, by 
Noel Butlin; Canada, by Hugh Aitken; Russia, 1890-1939, by George Carons, 
Jr.; Manchuria, 1860-1940, by Edwin Reubens; Germany, by Norman 
Pounds; French and German Mining, by William Parker; Switzerland, by 
Alfred Biirgin; Turkey, 1933-50, by Robert Kerwin, and Eastern Europe’s 
satellites, by Nicolas Spulber. In addition, there are concluding essays by 
Richard Hartshorne and by Bert Hoselitz, and a summary of all the papers of 
the conference’s conclusions by Joseph Spengler. The papers vary in clarity 
and in the extent to which the authors keep their assignments in mind. Of 
the country papers those by Butlin on Australia and by Parker on French and 
German Mining were particularly impressive. Richard Hartshorne’s “The Role 
of the State in Economic Growth” was especially rewarding. In it he offers 
a table measuring the attainment of various nations (pp. 292-94) and he 
also analyzes the eight factors most essential to economic growth. The most 
advanced nations have had ample power resources within them and have been 
able to generate a spirit of entrepreneurship. 

In his summary paper Hoselitz produces an evolutionary model. A nation 
tends to pass through three phases: (1) achieving solidarity (a national 
unity); (2) attaining its goals (government ownership or regulation of indus- 
try), and (3) adapting itself to the world it has created. Then in three pages he 
compresses some 2000 years of Western civilization’s history into this frame- 
work, Further on_he explains what produced the few great waves of entre- 
preneurial vigor in European economic history: entrepreneurs appeared when 
they had freedom to work out their own solutions. 

In a review of all the papers and conclusions Joseph Spengler, ever provoca- 
tive, says that Hoselitz’s first model predicts nothing and so has limited value. 
He also asks whether the experiences of the Western world can point the way 
for underdeveloped Eastern nations whose cultures may cause them to react 
differently. 

Only rarely do the writers ask to what degree the tyranny of the state has 
eventually improved the standards of living. This would seem to be the funda- 
mental measure of success. The book also suggests that an autonomous econ- 
omy, such as ours, is the exception and the induced one is more normal; too, 
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that an induced economy may be needed to put a nation into a condition to 
grow, but it takes autonomy to produce much growth. 

This book has exciting ideas, once one penetrates the abstractions and 
learns the jargon; but the historical support for many of its theories is often 
too meagre to convince the historian. It is nevertheless a very worth-while 
pioneering project, and deserves a better index. 

DONALD L. KeMMERER 

University of Illinois 


Formação econômica do Brasil. By Cezso Furrapo. Rio de Janeiro: Fundo 
de Cultura Editora, S.A., 1959. Pp. 291. Cr$220,00. 


This study reviews the economic growth and processes of Brazil as an 
underdeveloped country from the colonial era to 1958 to provide the Brazilian 
lay reader with an easily readable economic history. Trends of recent years are 
related back to early roots in Brazil’s traditions and institutions involving 
her coffee-sugar-cotton-cacao-mining-livestock-subsistence economies, For the 
English-speaking economist the book’s main interest probably lies in its assess- 
ment of the influence on Brazil’s economic growth and capital formation of 
various factors: the political, social, geographical, fiscal, monetary and others. 

The first 7 chapters treat the colonial era; 8 through 15, the 16th and 17th 
century slave-based agricultural system of the tropical area, and the 18th 
century slave-based mining economy of the central part of the country; and 
chapters 16 through 29, 19th century conversion to a wage economy. Chapters 
30 through 36 analyze the emergence of industrialization in the 20th century 
and venture some forecasts. Most of these last seven are based on the author’s 
A Economia Brasileira, published in 1954. 

A recurring theme of the book is the export-agricultural interests’ almost 
uninterrupted control, since Brazil’s independence and well into the first half 
of this century, of economic policy whenever they desired to influence it. Even 
with a shift of governmental power to Brazil’s subsistence South, in the third 
decade, economic regulations continued favorable to the export-agricultural 
interests. 

The author implies that capital formation in the country was handicapped, 
after independence, in comparison with that in the United States, by Brazilian 
governments’ persistent deficit-financing without the accompanying purchase 
of government securities by private investors, whereas our own investors’ will- 
ingness to purchase U.S. Government securities was an important factor in 
developing our own capital flows. Nevertheless he supports the further dose of 
inflation in the first half of the 20th century embodied in the coffee valoriza- 
tion of the ’thirties. He admits that both this, and the later selective exchange 
controls, followed the historical pattern of shifting onto the general public 
financial disadvantages which would otherwise have accrued to the historically 
privileged export-agriculture group and its accumulated Brazilian capital. 
However, he concludes that formation of Brazil’s present private industrial 
capital was made possible by (1) the stimulus of coffee valorization, which 
through its multiplier effects brought Brazil out of the depression well before 
other countries and, especially, before the undeveloped ones which followed 
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orthodox policies; and (2) the preferential exchange rates granted in the 
forties for machinery and other producers’ goods, making investment in in- 
dustrial capacity doubly attractive as a result of (a) the prohibitive pricing of 
imported consumer goods and (b) the presence of purchasing power for do- 
mestic products in the hands of a wage-earning class. Thus, a timely applica- 
tion of further inflation is shown as one of the two main factors contributing 
to the growth of Brazil’s current industrial capital. He does add that pro- 
longed inflation, continuously adding to the entrepreneur’s share of income, 
would eventually result in disinvestment. 

Probably the prime aspect of his treatise meriting careful consideration by 
economists of the more developed countries is its reflection of the tremendous 
politico-economic insistence of undeveloped countries in these decades on 
(a) seeking rapid growth regardless of cost, and (b) using to this end methods 
considered unorthodox. As Chief of the Development Division of CEPAL 
(Economic Commission for Latin America) and in other international posts, 
Furtado has had important sounding-boards from which to advance his views. 
He is obviously well versed in the new economics, within the framework of 
which his analyses have evolved. For the first three decades of this century, 
he says, Brazil’s unchanging confidence in the monetary rules followed in 
Europe resulted in applying to an underdeveloped country principles divorced 
from reality, 

The reviewer is impressed by the author’s ingenuity in making statistical 
estimates from existing data with their typical lacunae for the earlier years 
especially. The estimates are conscientiously explained, even at some sacrifice 
of readability. The detailing of sources in footnotes adds to the impression of 
care. In footnote 49, page 57, giving Simonsen one of the many acknowledg- 
ments for use of data, the author states he does not always follow Simonsen’s 
practice of using the more conservative of the data available. He shows moder- 
ation in considering possible restraints on Brazilian industrialization under the 
early 19th century treaty with Britain, when he indicates that restraining 
effects of low Brazilian tariffs stipulated by the treaty were much more than 
offset by prompt Brazilian exchange depreciation. 

Whether an economist leans towards orthodox or newer economic theories, 
this study can greatly add to his understanding of the forces at work in our 
historically friendly neighbor to the far south, so territorially and culturally 
ample that the noise of expanding industry is in no danger of detracting from 
the cherished cadences of the song of the sabi. 

ALLEN H. LESTER 


New York City 


Die gegenwärtige Aussenhandelsverflechtung der Sowjetischen Besatzungs- 
zone Deutschlands. By ERICH KLINKMÜLLER. Osteuropa Institut, Frejen 
Universität Berlin. Berlin: Duncker & Humblot, 1959. Pp. ix, 196. DM 
25.80. 

The darkness that covers some of the principal economic facts of East 

Germany results in part from the willful veiling of price, income, trade and 

payments data by the local regime. But it is also due to a lack of incisive efforts 
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of Western economic analysts close to the scene to study what can be learned 
from official East German and Soviet bloc sources or from direct observation. 
Considering the strong concern of West Germans with the division of the 
country by the iron curtain, and the impact of the Soviet-sponsored “D.D.R.” 
(the so-called German Democratic Republic) on their lives, one might expect 
that more West German economists would bother to analyze that economy 
systematically. 

Erich Klinkmiiller, a young economist at the Osteuropa Institut of the 
Free University of Berlin, has made the first comprehensive analysis of the 
foreign-trade system of Soviet-occupied Germany. The book offers a statisti- 
cal study of East German foreign economic relations, particularly with the 
Soviet Union and the Soviet bloc, and it discusses various theoretical and in- 
stitutional aspects of these relations, such as the problems of foreign trade 
planning, the dichotomy of internal and foreign trade prices, the dominant role 
of the Soviet Union in East German economic policy, bilateralism and eco- 
nomic coordination within the bloc. The empirical work is on the whole com- 
petently done, and the theoretical discussion, while sometimes hesitant and a 
little blurred, is intelligent and well linked to the international literature. This 
monograph is one of the best studies of the East German economy that has 
appeared, 

Klinkmiiller recognizes in East Germany’s external economic relations the 
interplay of several partly cooperating, partly conflicting factors: the resource 
endowment and structure which call for intensive foreign trade in manufac- 
tured goods (exports) and basic materials (imports) ; the dominant role of the 
USSR in rerouting the area’s trade and regulating its composition and pro- 
cedures; the imposition of a command economy with its hankering for total 
control and its tendency to autarky. He shows how these factors combine to 
create problems of rationality in the conduct of foreign trade, such as uncer- 
tainty as to comparative costs (due to arbitrary domestic prices in East Ger- 
many and communist partner countries), and manipulation of prices and 
financial arrangements to the advantage of the USSR. Klinkmiiller also de- 
scribes some of the peculiar instabilities of the planned trade of the Soviet 
Zone, e.g., the “planning seasonal” in industry and trade, with its typical 
fourth-quarter peak and first-quarter trough, which reflects the all-out pro- 
duction and delivery campaigns toward the end, and the frictions at the 
beginning, of the annual plan periods, He also discusses the rigidities of 
trade among the communist countries and points to the possible contradictions 
between the efforts to coordinate industries in several bloc countries on a 
product-by-product basis—under currency and price conditions that make it 
hard to test the rationality of the division of labor—and the consequences of 
closed national economies trading among themselves with a minimum of multi- 
lateral settlement facilities. These contradictions may give rise to balance-of- 
payments problems. 

East Germany, like the other bloc countries, prefers to keep its balance of 
payments a closely guarded state secret, so much so that some financial trans- 
actions with the Soviet Union may be known only at the apex of the party 
hierarchy. Klinkmiiller makes an attempt to estimate the balance of payments 
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jor recent years, but the result is at best a rough first approximation. The 
meaning of the officially published commodity trade values is obscure for a 
number of reasons, among them the changing treatment of uranium exports 
and the veiling of armament imports; data on the service and capital ac- 
counts are fragmentary; the transactions with the Soviet forces in Germany 
are left in the dark. The author seems to have been unaware of the fact that 
Soviet-East German commodity trade, according to the latest Soviet sources, 
totals up quite differently, for 1955 through 1957, from the figures published 
in East German sources. For 1957 especially the differences are sizable. The 
detailed Soviet publication shows a Soviet export surplus of 400 million rubles, 
the East German Yearbook an East German export surplus of 300 million 
rubles. Both figures are computed on an f.o.b.-frontier-of-exporting-country 
basis. A good deal remains to be explained before the balance of payments of 
this area can be understood, and the full story is likely to be a fascinating one. 

The “price equalization” system, by which East Germany covers the dis- 
crepancy between its trade balance at internal and external prices, is well 
described, although perhaps not in the detail necessary to understand the 
operation fully. The author points out that the net equalization payments out 
of the state budget to domestic enterprises represent a charge (downward 
correction) on the available national product. The statistical exercise, however, 
that seeks to express this process numerically, suifers from at least one major 
blemish. The estimates of foreign trade at domestic prices (Table 6) command 
little confidence for the later years; the assumption that the average price 
equalization factor on the import side has remained constant since 1951 seems 
quite arbitrary, and the variations of the factor on the export side are given 
without any explanation. (The first two lines in Table 6, incidentally, seem to 
show these factors in the wrong places.) Also, the net price equalization pay- 
ments for 1955 and 1956, based on figures published in the West German 
Statistical Yearbook, run much higher than the figures shown in the ECE 
Economic Survey of Europe, 1957 (Ch. 6, p. 28). A reconciliation of the esti- 
mates would be desirable. Klinkmiiller may also be criticized for reproducing 
somewhat lightheartedly the East German official national product figures. 
These figures are governed by a variety of peculiar definitions and practices 
and hardly deserve being shown, without adjustments, side by side with the 
West German national product statistics. 

The uncertainty of the price equalization figures, taken together with the 
lack of allowance for the changing treatment of uranium in the foreign trade 
statistics, cast some doubt on Klinkmiiller’s conclusion (p. 41) with regard to 
the development of the terms of trade of the area from 1955 to 1957. The 
terms of trade of East Germany may indeed have improved significantly in 
that period simply because the Soviet Union agreed to pay for uranium ship- 
ments. An analysis of Soviet foreign trade statistics (Rev. Econ. Stat., May 
1959) leads the present reviewer to suspect that the terms governing other 
East German trade with the Soviet Union also improved somewhat during that 
period but that price disadvantages on imports from the Soviet Union were 
not entirely removed. The main import commodities, incidentally, for which 
these price disadvantages can be found (grains, cotton, coal and fats), were 
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never affected by the Western embargo on strategic exports to the bloc. One 
may therefore doubt that the embargo added significantly to the bargaining 
weakness of the occupied area vis-à-vis the Soviet Union in the early 1950’s, 
as Klinkmiiller seems to think. 

The breakdowns of East German foreign trade by commodities and 
countries and the matrixes of intra-bloc trade presented in the mono- 
graph may be of interest to students of international trade and Soviet eco- 
nomics. They bring together most of the available statistics on East Germany’s 
considerable trade with the Soviet realm, with the exception of the detailed 
data on Soviet-East German trade published by the Soviet Union in 1958. 
Trade with Western countries other than West Germany is covered less ex- 
haustively. In a final section, the author adds East and West German foreign 
trade together and looks at the distribution of the fictitious aggregate over the 
various countries. He finds that, compared with before the second world war, 
East Germany’s share in “total” German foreign trade has fallen, and that the 
share of Eastern Europe in the “total” is about the same as in 1936, 

One may hope that this informative and straightforward monograph will 
stimulate further studies of the East German economy. 

Horst MENDERSHAUSEN 
RAND Corporation 
Santa Monica, California 


The Growth Rate of the Japanese Economy since 1878. By KazusHt OHKAWA 
AND ASSOCIATES. Tokyo: Kinokuniya Bookstore Co., 1957. Pp. xvii, 250. 
$6.00 


This small book, presenting and discussing in detail new long-term national 
income figures for Japan, is a translation, revised and expanded, of a 1955 re- 
port which won the Mainichi newspaper prize. The authors modestly regard 
the present study as only an interim statement in their planned revision of 
Japanese historical statistics. 

A few noteworthy predecessors in Japanese national income research are: 
Nakamura’s 1902 estimate for the year 1900; the first government (CBS) 
estimate in 1928 for the year 1925, extended back to 1887; Hijikata’s publi- 
cation in 1933 of a series for 1919-1930, extrapolating 1919 figures back to 
1900; and Yamada’s book (ist ed., 1951) giving an 1875 to 1942 or later, 
series. Since the second world war there has been an official (EPB) yearly 
estimate, which has been run back to the 1930’s. The present study’s national- 
income-produced series (for 1878-1942) puts a fair amount of emphasis pro- 
cedurally on the period from 1878 to 1918-22, since after 1922 or so “the dif- 
ferences found among various estimates are rather slight” (p. 35). 

The national income estimates made by CBS (1928) for the period before 
and following 1900 were very low and hence the rise was steep thereafter. 
Hijikata in 1933 lifted the estimates for the first decade of this century some- 
what and although this lessened the rise, he still left it a remarkable one. 
One effect of Yamada’s decisions in his 1951 work was to jump the pre-1922 
figures well above practically all previous estimates, sharply cutting the 

' growth rate indicated. What Ohkawa’s group does now is to lower Yamada’s 
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pre-1922 figures part way toward the old Hijikata series, restoring a little of 
the steepness to the rise and leaving a smoother slope. In effect then, Ohkawa 
makes a conservative restatement of Yamada. Growth rates for pre-1922 still 
remain very high, even if considerably less sensational than in the CBS series 
of 1928. 

The present study suggests that a “main part of the difference between” its 
aggregate income series and that of Yamada lies in different estimates for the 
tertiary sector (p. 115). Estimates are made for the primary sector (agricul- 
ture, etc.), the secondary (manufacturing, etc.), and the tertiary (a residual 
category covering not only communication, transportation, commerce and 
government, but out of statistical necessity, also government manufacturing, 
and private building and construction). 

Especially for the tertiary sector and for that sector before 1918, Ohkawa’s 
estimates are necessarily indirect and somewhat arbitrary. A few details will 
show this. Ohkawa gets figures for the pre-1918 tertiary sector by assuming 
such figures to be a fixed proportion of similar figures in the goods-producing 
sector (that is, primary plus secondary). He finds his proportion in the 1921- 
1929 period as a base. Since he has 1878-1918 yearly estimates for the goods- 
producing sector on per capita income and on wages, he can use his fixed 
1921-29 proportion to work out a yearly per capita figure for the tertiary sec- 
tor, 1878-1918. Then to get tertiary yearly aggregates, he multiplies the 
tertiary per capita figures by the number of gainfully occupied in the tertiary 
sector each year, 1878-1918. 

Although widely used in this study, “gainfully occupied” is, for Japan 
before 1950, a statistical concept open to serious criticism, as the authors 
realize (pp. 142 ff., p. 34 fn.). The concept reflects, for example, usual status 
not actual employment. 

The paragraphs above are intended to convey something of the impression 
acquired by this reader that Ohkawa’s improvements on the Yamada series 
cannot be completely separated from the preconceived ideas of the Ohkawa 
group on what would be a reasonable result. 

Part I of the book gives the new national income series for 1878-1942, 
deflated by a somewhat new wholesale price index, and broken down into 
three sectors. For the aggregate product (1878-1942) the modal growth rate 
of real income per gainfully occupied person is said to be a little more than 
3 per cent (p. 23). An appendix on “Economic Growth and Capital Forma- 
tion in the Post-War Period” indicates that the rate for 1952-55 is 3.3 per cent 
(p. 239). 

part I also has a brief, interesting section on the relation of previous esti- 
mates to the present series. Part II gives in detail the procedures followed in 
measuring each sector, discusses various deflators considered before choosing 
the one used, and surveys Japanese statistics on population. 

Part IIT treats of the measurement of capital formation.. It consists of three 
papers independent of the rest of the book. Ito works out an approach employ- 
ing national wealth data. Shinohara uses the commodity-flow method, after 
Kuznets; and there is a report on the possibilities of using capital coefficients 
by individual industries. 
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On page 122 in Table 2, showing the price index used, column 2 seems to 
be intended as a simple five-year average, compiled from Table 6 (p. 130). 
But, if so, the first two figures, 41.7 and 31.6, should be 46.3 and 33.8. This 
error also affects the first two figures given for Yamada, Table 2 (p. 36). 
Similarly, in Table 2 (p. 122), “our” index for 1918-22 should be 158.4 not 
150.4. This error also affects the Yamada, Hijikata, and CBS figures for 
1918-22, Table 2 (p. 36). 

MICHAEL O'CONNOR 

Central Michigan University 


The Agrarian Origins of Modern Japan. By THomas C. Surrx. Stanford: 
Stanford University Press, 1959. Pp. xiv, 250. $5.00. 


Unraveling the agrarian origins of modern Japan is a monumental task 
which would occupy more than a lifetime of any single scholar in the field. The 
immensity of the task is due partly to the varieties of strains observed in the 
Japanese feudal society and partly to the paucity of documentary materials of 
the pre-Restoration (1868) period. T. C. Smith has addressed himself to this 
task apparently with full realization of the pioneering character of the research 
involved and has come out, in a relatively short time, with a commendable re- 
sult, neatly organizing the thus-far available studies by Japanese scholars, in 
particular those of Ariga and Furushima. Smith’s interest seems to have lain 
especially in tracing the intricate course of change in Japan which produced 
the present-day Jandlord-tenant relations from the social relations of owner- 
cultivated farm units of the feudal period. For this purpose he first analyzes 
empirically the farm organization (the land system, labor services, the organi- 
zation of political power, etc.) of the traditional village. What is characteris- 
tic here is a system of extended family which permits a fairly large-scale 
unit-operation on a cooperative basis and which might be visualized as com- 
posed of three concentric circles of the nuclear family, affiliated relatives, and 
a servile group. The hierarchy of authority based upon such a system of 
socio-economic organization is said to have given the traditional Japanese 
village “its fierce and pervasive sense of solidarity.” What shattered, albeit 
gradually, this pastoral tranquility was, as usual, (1) the growth of the 
market, with its impersonal logic of money economy, and (2) the development 
of agricultural techniques which, paradoxically enough, acted as a stimulus to 
the smaller farming unit. These two factors together brought about the dis- 
integration of the cooperative farming of the extended family and gradually 
helped crystallize a new class relation with which tenants in the modern sense 
of the term emerged. 

This, in broad outline, is the picture which Smith depicts with unusual 
clarity, drawing in the process upon extensive empirical research done by 
Japanese scholars as well as upon his own original research on the particular 
problem of political conflict in the village in transition. His interest in the 
problem of modern Japan (1868- ), it may be surmised, must have led him 
inevitably to its agrarian origins in the Tokugawa period (1603-1867), But 
such “origins” have in turn their origins in the antecedent period; and if at 
all, Smith’s weakness appears to lie in leaving some retrospective loose ends in 
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his analysis. For example, the dominant characteristic of the class relations of 
the Tokugawa period was that the warrior class lived on the surplus of the 
agricultural-producing class without any intermediary group of persons. Ex- 
ceptions to this rule were observed notably in the Kimai district where the old 
manorial system (skd-en) lingered on the longest and where manorial masters, 
instead of transforming themselves into a warrior class, continued as large- 
scale landowners appropriating a part of the surplus to themselves. Smith 
draws a large part of his empirical evidence from the Tokugawa record of this 
Kinai district and often goes on to reason as if that district were typical. 

In general, his method of marshalling historical facts for his case tends to 
be somewhat “‘particularistic” in the sense that each of the historical elements 
in the situation is studied separately. Thus, the facts of even recent date are 
brought in to support a certain point essentially germane to an earlier period 
(see pp. 41, 47, 57, 156, 169). Also, it appears that not enough attention is 
paid to the integral institutional phenomena of the Japanese feudal society, 
such as the sankin-kétai system (which certainly played a major part in stim- 
ulating the spread of the money economy), the “five-family group” system 
(go-nin-gumi), the development of merchant capital in the late Tokugawa 
period, etc. The use of Japanese terms in the text is also too bold, at least to 
my taste, often stretching too far a specific category to cover too wide a field, 
e.g., nago, mutaka, oyakata, etc. 

In spite of these shortcomings, however, the main contention of the book 
is, I believe, broadly correct, and furthermore is closely argued with detailed 
empirical support. The author and the publisher are highly to be commended, 
too, for the remarkable lack of misprints of Japanese spelling except one mis- 
take where a feminine name (Kazuko Tsurumi) is represented by a masculin 
pronoun (p. 64). 

SHIcETO TSURU 

Hiiotsubashi University 


Economic Policy Revolution and Indusirialization in Latin America. By 
Prepro C. M. Tre1tcuert. University, Miss.: Bureau of Business Research, 
University of Mississippi, 1959. Pp. xviii, 282. $8.00. 

The author of this book attempts to study the forces in Latin America that 
are allegedly pushing it “towards an unprecedented era of planned develop- 
ment and industrialization” (p. iii). Though his focus is the economic policies 
(protectionism and planning, for example) that are regarded as the basis of 
the new industrial society that he claims is in the making, he covers much 
historical ground in showing how past revolutions and wise, up-to-date poli- 
cies have removed institutional obstacles to growth. He has a most exuberant 
animal faith in the prospects of Latin America that he describes as “an area 
that easily might become one of the economically most important and power- 
ful regions of the world” (p. iv). This is questionable, of course, especially 
while Argentina and Chile continue in the doldrums and Brazil’s and even 
Mexico’s rate of growth go down perceptibly. 

Professor Teichert swallows whole, and in the crudest form, many economic 
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notions that are the fashion today in some Latin-American circles. Everything 

that smacks of laissez-faire orthodoxy, for instance, is to be rejected, and in- 
deed “the more underdeveloped the area, the more unorthodox would be the 

economic policies pursued in an attempt to change its destiny for the better” 

(p. 39). It is a wonderfully simple guide to economic policy that puts statis- 

tics on the comparative level of development in the place of good sense. But 

he is emphatic in rejecting traditional economics (p. 233): 


The second point is concerned with the fact that Anglo-Saxon policies 
directed towards the maximization of profits in monetary terms are not 
always the primary goal of the Latin Americans. It is instead a broader 
maximization of life enjoyment the Latin Americans are after, including 
the satisfaction of their spiritual and intellectual wants. 


The application of marginal and comparative cost analysis as developed 
by classical economics is, therefore, not always appropriate. ... 


This also in part explains the continuous drive to industrialize even 
though manufactured goods could be imported much more cheaply from 
abroad. But it is for instance the realization that the multiplier only works 
in closed economies, that made it almost mandatory for Latin America to 
develop basic industries, particularly steel mills, at any cost. 


The author also pays due respect to “balanced development” that he inter- 
prets to mean to “move ahead simultaneously on all fronts—increasing food 
production, export production, industrialization and resource development to 
the same degree” (p. 123). Why to the same degree for each and every coun- 
try is not explained. 

Though light on ideas, the present study is heavy on facts, many of them 
given with little apparent purpose rather than to sustain theses, especially the 
self-designated core of the study, the “theory of the peripheral economy,” that 
is given this omnibus difinition (p. 199): 


It is based on the interelation of technical problems, savings, investments 
and capital formation; naturally it stresses the institutional factors in- 
volved in the development process. The theory proposes measures by 
which to avoid the high fluctuations to which the under-developed, mono- 
cultural export economies are especially subject. 


To offer prescriptions is really a big jump for a theory that never was any- 
thing but a presumptuous name for the simple but resented fact of dependence 
of the raw material producer upon the manufacturing country. 

The bulk of the book is made up of loosely connected narratives of eco- 
nomic history, particularly on Uruguay and Mexico, the first country being 
given the curious role of a leader in economic growth. The bibliographic ref- 
erences seem disproportionately abundant for the little light the study casts. 
In general, the book misses the goal of bringing onto common ground the 
Latin-American that is always complaining and the American that is always 
scolding. 

THEODORE A. SUMBERG 

New Vork, N.Y. 
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Ukraine and Russia: A History of the Economic Relations between Ukraine 
and Russia (1654-1917). By Konstantyn KonoNnENKo. Marquette 
Slavic Studies, IV. Milwaukee: Marquette University Press, 1958. Pp. xv, 
274. $7.50. 

Numerous studies treat the prerevolutionary Russian state as one economic 
entity. Such an approach blurs the peculiarities of the economic past of areas 
into which Russia has expanded in modern times, and leaves no room for an 
analysis of the interaction between Russia proper and the newly acquired 
territories. Professor Kononenko’s work, which interprets the economic rela- 
tions between Ukraine and Russia, is therefore an important contribution. 

The thesis of the book is clear: Having fallen under the political control of 
Russia in the late seventeenth century, Ukraine’s economy became subject to 
Russian interests. Russia succeeded in transferring considerable “surpluses of 
wealth” from Ukraine by imposing tariffs discriminatory to Ukrainian indus- 
try, shipping, and commerce; by forcing a market dependence on Russia 
through direct control of industry, building a Moscow-oriented communica- 
tions system, etc.; by extracting wealth from Ukraine through taxation and 
control of capital, yet spending much less in Ukraine itself. 

This is by no means a new interpretation, and it will even be found in So- 
viet publications, though in an inhibited from. Kononenko’s book, however, 
treats the topic intensively, and endeavors to support the thesis by statistical 
data on diverse phases of economic life. He is aware of the pitfalls of a narrow 
economic interpretation of the causes and nature of imperialism, and is there- 
fore satisfied with presenting the evidence that the surplus production of one 
national economy (Ukraine) had been appropriated by another (Russia) 
through military and political superiority. Same of the tables, we note, refer 
to fragments of the economy or to short spans of time, so that inferences 
drawn from them are not convincing. The book as a whole is argumentative, 
and looks at the historical evidence from the standpoint of the thesis; this, in 
the opinion of the reviewer, prevents a balanced over-all analysis. 

The value of the monograph to the historian would seem to be primarily 
that it identifies the peculiarities of Ukraine’s development of commerce, ag- 
riculture, and industry in the stated period. This, together with the discussion 
of the economic relations of Ukraine with Russia in all phases of economic 
life, helps to identify the forces which shaped Ukraine into an important in- 
dustrial country on the continent of Europe. The reader will find the volume 
a revealing introduction to understanding the position of Ukraine in the sphere 
of Russian domination. 

V. N. BANDERA 

University of California, Berkeley 


Economic Systems; Planning and Reform; Cooperation 
A History of Socialist Thought. Vol. IV (2 parts}: Communism and Social 
Democracy, 1914-1931. By G. D. H. Core. New York: St. Martin’s 
Press; London: Macmillan, 1958. Pp. x, 455; viii, 483. $14.50. 
Volume IV of G. D. H. Cole’s History of Socialist Thought was completed 
at the end of 1957, little more than a year before his death in February 1959. 
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He had planned at least one more volume carrying the story down to the end 
of the second world war and possibly beyond, but I do not know whether he 
left any of this projected final volume in publishable from. Whatever may 
be the case in this regard, it is a pleasure to be able to report that Volume IV, 
which is divided into two parts, each between its own covers, brings the story 
to a logically satisfying stopping point. As it stands, this broadly conceived 
and splendidly executed history makes a fitting monument to one of the out- 
standing economists and social historians of our time. 

I reviewed the first three volumes of A History of Socialist Thought in an 
earlier issue of this journal (December 1957) and will not repeat what was 
said there about the general plan and character of the work. Suffice it to say 
that Volume IV continues the pattern set in Volume III (which was also in 
two parts) of organizing the subject matter on a country-by-country basis, 
with a number of interspersed chapters on international aspects of the socialist 
movement, plus a concluding essay on the nature of the relationship between 
communism and social democracy in the years between the outbreak of the 
first world war and the depths of the great depression. Moreover, like the 
preceding volume the one before us is both more and less than a history of 
socialist thought. It would perhaps be more accurate to call it a history of 
important labor and revolutionary movements of the world during the period 
covered. In the case of some countries, this requires a good deal of attention 
to the clash and development of ideas, while in the case of others the chronicle 
of events is unrelieved by manifestations of intellectual originality or inde- 
pendence. (Unfortunately the United States falls in the latter category, so 
that the single chapter devoted to this country and Canada is in the main a 
rather dreary recital of factual quarrels, splits, and maneuvers. The interest- 
ing—and I think also important—question which Cole raised in Volume III, 
namely, why a rapidly growing U.S. socialist movement went into a long-term 
decline after 1912, is not reopened in the present volume. Judging from talks 
I had with him after my earlier review, I think it is quite likely that he would 
have returned to this problem if he had lived to complete the work.*) 

There is, of course, no possibility in a brief review of evaluating or criticiz- 
ing the more or less separate national histories which comprise this volume. 
They are inevitably of varying quality—best and most absorbing in the case 
of the European countries which Cole had closely observed over the years, 
less satisfying in the case of other countries which he knew only or largely 
through library research. One thing, however, all the chapters have in com- 
mon: in respect to each national movement, Cole has attempted to set down 
the relevant factual highlights clearly, concisely, and accurately. So far as my 
limited knowledge permits me to judge, he has been remarkably successful in 
doing so. I believe that the student who needs a reliable guide to socialist 
movements anywhere in the world will find what he is looking for in Coles 
History. And even the specialist will find much of value—not least the lists of 


1I would like to take this occasion to make a correction in the earlier review. There I 
said that it seemed obvious that Cole had “A great respect and liking for Marx.” He was at 
pains to make clear that while he certainly respected Marx he very definitely had no liking 
for him. 
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socialist leaders with carefully checked birth and death dates, and the 20 pages 
of selected material at the end of Part II. 

It is no bibliographical criticism to say that Cole’s interpretations of his ma- 
terial—as distinct from his presentation of the facts—will not meet with gen- 
eral acceptance. He was himself a dedicated socialist, which explains why he 
cared so much for his subject and understood it so much better than an unen- 
gaged scholar possibly could have; but within the movement he stood aloof from 
all parties and factions, keeping his eyes steadily fixed on ultimate ends, encour- 
aging everything he thought contributed to their attainment, and unsparingly 
criticizing whatever he thought incompatible with them. Such a person can com- 
mand more respect than agreement, and so it was with G. D. H. Cole. Non- 
socialists tend to consider him a dangerous radical, communists to dismiss him 
as a half-way revolutionary, and social democrats (a category which includes 
most of the British Labour Party) to suspect him as a fellow traveler. They 
are all quite justified in a way, and yet the more intelligent among them must 
know that they are also quite wrong. At bottom Cole was that paradox on 
which perhaps the future of the world depends, the individualist who believes 
in the desirability and indeed the inevitability of collectivism. His History of 
Socialist Thought reflects the man—in its honesty, its insights, and its defi- 
ciencies. 

Paur M. SWEEZY 

Cambridge, Mass. 


Planning in Norway 1947-1956. By P. J. Byerve. Amsterdam: North Holland 
Publishing Company. Pp. xi, 384. $9.25. 

Norway is one of the few Western countries where the preparation of na- 
tional economic plans plays an important role in policy formation. The plan- 
ning is detailed and is taken seriously by government administrators. Conse- 
quently, an evaluation of this country’s experience could be useful indeed. To 
date, however, serious evaluation has been hampered by the lack of compa- 
rable ex ante and ex post data. Differences in accounting procedures and defi- 
nitions, inadequate price and volume indexes, and inadequate knowledge of 
margins of error in the accounting figures have combined to make difficult 
the massive task of comparing projections and plans with actual results. Petter 
Jacob Bjerve is in an excellent position to give us the necessary comparable 
data and to undertake a comprehensive evaluation. Not only is he presently 
the director of the Norwegian Central Bureau of Statistics, but his role in 
establishing this planning system gives him an intimate knowledge of its op- 
erations. Bjerve has done a painstakingly thorough and detailed job of pre- 
senting the necessary data. His evaluation, unfortunately, although of con- 
siderable interest, is not as complete as one could wish. 

To a large extent the incompleteness of the evaluation stems from Bjerve’s 
limited Purposes. As he makes clear, the book does not attempt to evaluate 
economic policy per se. It does not directly attempt to analyze the consistency 
of the goals, the relevance of the means, or the efficiency of the planning sys- 
tem. Instead, over two-thirds of the book i is devoted to the twin tasks of, first, 
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presenting comparable ex ante and ex post figures, and second, explaining the 
deviations that occur between them. The explanations reflect different levels 
of analysis, starting with statistical observations and ending with hypotheses 
about administrative behavior patterns. Examples of the former include ex- 
planations of the varying degrees of inaccuracy of different projections, and 
recognition of the fact that preliminary accounting data underestimate changes 
from the previous year; examples of the latter include the hypotheses that 
superiors do not take into account the way subordinates actually carry out 
orders, and that there is a tendency to underestimate changes because of 
greater risks attached to overoptimistic estimates. With regard to the statisti- 
cal observations, evidence is presented in great detail; with regard to the ob- 
servations about behavior patterns, we must rely on Bjerve’s judgment, since 
evidence from unpublished government records and interviews is not pre- 
sented. 

One of the procedures used on the statistical level of analysis seems of ques- 
tionable value in the Norwegian context, although quite interesting. This is 
the use of a numerical model to separate errors arising because of bad forecasts 
of exogenous variables (e.g., export prices) from other sources of error (e.g., 
effects of changes in exogenous on endogenous variables). If a complete nu- 
merical model were available and if it were actually used to formulate the pro- 
jections and plans, this separation of errors could be accomplished by resolving 
the equation system, using realized values for the exogenous variables and 
noting the degree of improvement in the results. The Norwegian national 
budgeting system does not rely upon an explicit econometric model. Rather, it 
relies on estimates submitted by strategically located specialists in the gov- 
ernment administration, and the coordination of these estimates by a trial-and- 
error process involving liberal use of the telephone and the definitional rela- 
tions of the national accounts. Since it is not possible to ask the administrators 
what they would have done had they known the actual values for the exoge- 
nous variables, Bjerve uses a simple model (three equations and five variables) 
which he hopes correctly simulates their behavior. 

Actually, the variables assumed to be exogenous in the model (exports and 
investment) are not completely so, nor are they so treated by the planners. 
This makes it difficult to say which is cause and which is effect in “explaining” 
the deviations in one variable by reference to another. Although Bjerve ad- 
mits this and cautions the reader that he must not place too much weight on 
results derived solely from the model, he does conclude, primarily by reference 
to the model, that unrealistic assumptions concerning exports and investments 
account for a large part of the errors in forecasting gross national product, 
imports and consumption. The procedure would certainly be justifiable and 
useful if, iter alia, the exogenous variables of the model were in reality 
treated as such, but considering the qualifications necessary in this case, its 
value is somewhat questionable. 

The final chapter, entitled “An Appraisal,” is different in character from `, 
the other chapters and does not depend heavily on the previous 200 pages of 
detailed analysis. Bjerve asks a series of questions—for example, “Is National 
Budgeting Used as an Important Tool of Economic Policy?” “Are Improve- 
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ments in the Present National Budgeting Methods Feasible?” “Is National 
Budgeting Useful in an Economy without Direct Quantitative Controls?” 
“Have Major Post-War Economic Goals Been Achieved?”——-and answers them 
all in the affirmative. This chapter is interesting because it considers some non- 
statistical aspects of the planning system and presents the author’s personal 
attitudes about them. It is not, however, a summary of conclusions derived 
primarily from the statistical material presented earlier. 

The value of this book lies first and foremost in the presentation of com- 
parable ex ante and ex post data that can be used by others to make further 
analyses and international comparisons. Apart from this, it is of interest be- 
cause of the light thrown on such scattered facets of planning and control as 
the effects of publishing plans and estimates as compared with keeping them 
secret, the way in which licensing officials influence planners, and the value of 
this planning procedure for the education of public officials, all of which are 
suggested by Bjerve’s comments on the statistics. The book is hard reading, 
but for a statistical record of one country’s experience in attempting to fore- 
cast and plan, and for discerning comments on the nature of the planning 
system and the behavior of its planners, it is worth the struggle. 

RONALD G. RIDKER 

Washington University, St. Louis 


Business Fluctuations 


Business Conditions Analysis. By Joun P. Lewis. New York: McGraw-Hill, 
1959. Pp. xii, 602. $8.25. 

Business Conditions Analysis covers five general subject areas. Part I is a 
straightforward, short and informed introduction to national income account- 
ing. Part II is a more extended treatment of the theory of aggregate income, 
including a discussion of the role of money in the economy. Part III is a very 
brief account of business conditions since 1930. Part IV is an exposition of 
short-run business forecasting. Part V describes the complexities of long-term 
forecasting and the long-run outlook for pricing and pricing practices. 

The task outlined in the above paragraph is ambitious, especially when 
directed toward an audience “whose preparation in economics does not neces- 
sarily extend beyond the usual two semester introductory sequence.” The gen- 
eral reader will be treated to a number of revealing insights into the operation 
of the economic system and will be exposed, possibly prematurely, to many 
of the ideas, concepts and controversies in the forefront of contemporary eco- 
nomics. In comparison with the typical text on business forecasting, the book 
is pitched at a fairly high theoretical level and and is written in the belief that 
the would-be analyst must first master the formal apparatus of macroeconomic 
theory before business conditions analysis becomes a very meaningful under- 
taking. The analysis is essentially neo-Keynesian in its orientation, even 
though throughout the book the author displays a deprecating attitude toward 
Keynesian economics. 

In Part IV the author follows what have become in recent years fairly con- 
ventional methods in what he variously describes as “opportunistic model 
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building,” “short-run outlook analysis” or more simply as business forecasting. 
There is a chapter on government spending with appropriate remarks on bud- 
get concepts. Projections of plant and equipment expenditures are discussed in 
terms of the McGraw-Hill and Commerce-SEC surveys of businessmen’s in- 
tentions—alternative analytical approaches are not explored. The demand for 
housing is analyzed in terms of the number of households, income, finance, 
costs, etc. Consumer durables are discussed with the automobile market ana- 
lyzed separately. Nondurable and service expenditures, on the basis of a re- 
gression analysis, are assumed to “absorb about four-fifths of disposable per- 
sonal income.” Inventory projections lean heavily upon inventory-sales rela- 
tionships tempered by considerations associated with the general inventory 
cycle. 

The last chapter in this section is devoted to completing the short-run fore- 
cast. An initial forecast is made of GNP. Demand and capacity estimates are 
compared. Suggestions are made for checking the internal consistency of the 
forecast and for reconciling the various projections, Finally, several pages are 
devoted to estimating employment, prices and profits. 

There are a number of limitations: The work on national income account- 
ing, although well done, suffers somewhat from the fact that the most recent 
revision of the national income accounts is not incorporated in the text. The 
section on aggregative economics, attempting to cover in a matter of 200 pages 
a very sizable portion of macroeconomic theory at a fairly sophisticated level, 
leaves the reader somewhat breathless, The historical section is descriptive 
rather than analytical. Brevity alone precludes very effective use of the his- 
torical material to support or illuminate various hypotheses and theoretical 
positions advanced elsewhere in the book. For the do-it-yourself forecaster 
the material on “short-run outlook analysis,” although excellent, will require 
a good deal of improvisation and research before forecasting skills of a practi- 
cal nature become operational. Forecasting at the industry or firm level is not 
discussed. 

The final chapter dealing with long-run pricing problems, while written with 
conviction, is highly speculative. Curiously enough, the author in discussing at 
some length the secular trend in the price level seems Jess daunted by the 
uncertainties of the long than of the short run. He writes: “Nothing is certain 
in this world, but the evidence and arguments supporting the third major 
count in the indictment against contemporary American price practice— 
namely, that it has injected a persistent inflationary bias into our economy— 
seems to me overwhelming. . .” While this may be true, the difficulty of ob- 
taining convincing evidence concerning the probability of occurrence of events 
far distant in time is overwhelming also—seeming the more so, perhaps, be- 
cause of the uncertainties and lack of agreement concerning the causes and 
relative importance of various factors in the current business situation. 

Just as there is no one “best” automobile for all consumers, so there is no 
one “best” book for business conditions analysis. The book is admirably suited 
for those who want to study in a single book economic forecasting, national 
income accounting and the formal theory of income determination. For those 
who have the background and the desire to penetrate deeply into the subject 
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matter of economic forecasting, for those who want to explore in detail the 
relationship between economic theory and reality and to emerge with skills 
which are operationally useful, the book is, as indicated by the author, an 
introduction. 
Donap W. PADEN 
University of Illinois 


Money, Credit and Banking; Monetary Policy; 


Consumer Finance; Mortgage Credit 


Zur Theorie des Konsumentenkrediis. (Theory of Consumer Credit.) By Srec- 
FRIED SCHIMANSKI, Tübingen: J. C. B. Mohr (Paul Siebeck), 1958. Pp. 
144. DM 8,90. 


This study is concerned primarily with a systematic theoretical analysis of 
the relationship between consumer credit (mostly instalment credit) and the 
national income. The analysis culminates in a series of economic models, which 
take the form of a number of equations, supplemented by many tables and 
diagrams. These economic models show, under certain simplifying assump- 
tions, the effect of an expansion or contraction of consumer credit on consump- 
tion, investment, and the rate of saving. The book deals with cyclical as well 
as structural problems, and emphasizes the importance of consumer credit as 
a growth factor in the economy. 

Chapter 1 contains a survey of the various forms of consumer credit, with 
particular reference to the institutional setup in Germany. In discussing the 
differences between consumer and producer credit, the author arrives at the 
conclusion that, because of the lesser amplitude in fluctuations of consumer 
income than of producer income, the risk for the supplier of consumer credit 
is by no means greater than for the supplier of producer credit. 

In Chapter 2 the author analyzes the market for consumer credit on both 
the supply and demand side. This chapter contains frequent references to re- 
lated studies in the field of consumer credit, including—besides a number of 
German studies—those by G. Haberler, D. D. Humphrey, A. Kisselgoff and 
F. A. Lutz. The theoretical discussion of supply conditions is supplemented by 
statistical data on the magnitude and the sources of consumer credit in Ger- 
many (Federal Republic) during the period 1952-1957. On the demand side, 
the analysis is concentrated on the relative importance of the various factors 
which determine the demand for consumer credit, notably the income level, the 
income distribution, the prices of durable consumer goods, the credit terms 
(including down payments, credit costs, and periods of repayment), and the 
amount of accumulated savings of private households. 

Chapter 3 is entirely devoted to the construction of various economic 
models. It is not possible within a brief review to describe the various steps of 
the analysis in detail. A few remarks on the method of analysis must, there- 
fore, suffice. The economic models are designed to show the influences of con- 
sumer credit on the development of an economy which at the starting point 
(without consumer credit) is in equilibrium. The focus is first on consumption, 
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and later on investment. Various alternative assumptions as to consumer be- 
havior provide the basis for different models. An increasing number of eco- 
nomic variables (income, credit terms, etc.) are included as the analysis pro- 
gresses; the effect of foreign trade and of the budget are left out of considera- 
tion, and there are some other simplifying assumptions. 

Among the conclusions are the following: Depending on the assumptions 
that are made with regard to consumer behavior, consumer credit may lead 
either to a temporary or a permanent expansion (or contraction) of the na- 
tional income. By intensifying income fluctuations, consumer credit has a de- 
stabilizing effect on the economy, and credit terms should therefore be con- 
trolled. The producer goods industries are stimulated not only indirectly, but 
also directly, because they frequently also produce durable consumer goods 
which are sold on the instalment plan. In a growing economy with a high rate 
of saving, the expansion of consumer credit may act as a useful aid in main- 
taining a high level of economic activity. 

The practical importance of a theoretical study of this kind is difficult to 
evaluate. There are, first, some conceptual problems that come to mind. Is it, 
for instance, correct to assume that consumer expenditure is increased fully 
by the amount of new consumer credit, and reduced correspondingly by the 
amount of repayments? Can any universally valid assumptions be made with 
respect to consumer behavior? Second, there are great gaps in the statistical 
material on consumer instalment credit (even in the United States) which are 
an obstacle to the practical application of such economic models. Neverthe- 
less, Schimanski’s study of consumer credit should be of interest to European 
economists (for whom the bibliography on pp. 139-144 will be a valuable 
asset), and also to U.S. economists familiar with the earlier literature and the 
recent comprehensive studies of the Federal Reserve Board and the National 
Bureau of Economic Research in the field of consumer instalment credit. 

Emit G. SPITZER 

Washington, D.C. 


International Economics 


Balance of Payments and Economic Growth. By Joun M. Leticur. New 
York: Harper and Brothers, 1959. Pp. xiii, 378. $6.00. 

Letiche’s title, unlike that of many another book, is an accurate indication 
of his subject matter. The first part of the book is on the theory of the balanc- 
ing of international payments and the second part is on some applications of 
the theory to international problems arising from economic development. Thus 
Letiche refreshingly belongs to the somewhat old-fashioned camp of econo- 
mists that regard economic theory as a guide to the real world, with the test 
of theory being its usefulness in analyzing and securing solutions to real policy 
problems, He evidently does not regard theory as a refined intellectual game 
the main touchstone of which is the elegance of its solutions. 

The book begins with a critical review of classical and current balance-of- 
payments theories, Letiche shows that for many classical writers induced 
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movements in income and expenditure were a key factor in the balancing 
process; this is not something newly discovered by modern writers. He makes 
a number of penetrating observations that both promote an understanding of 
these theories and bring out their limitations. For example, in discussing the 
theory of the effects of a devaluation he shows the very limited usefulness of 
the elasticities approach by pointing out that “to apply the Marshallian con- 
cept of elasticity, which assumes the constant purchasing power of money, and 
which has relevance only to incremental changes along a demand or supply 
schedule, to problems dealing for the most part with shifts in these schedules 
is misleading” (p. 67, author’s emphasis). In a devaluation the cost and de- 
mand structures of different industries and different firms are affected differ- 
ently; commodities may now become exportable that previously were purely 
home goods, or even not produced at all; import substitutes now become more 
profitable, etc. Estimates of the elasticities of supply of exports and demand 
for imports correct before a devaluation. may be almost useless as a guide to 
the impact of a devaluation on the country’s balance of payments, for one may 
then be on a new set of curves. 

Finally, in integrating the positive contributions of the earlier theorists, 
Letiche analyzes the effects of devaluation on the trade balance under condi- 
tions of inflationary, deflationary, and neutral fiscal and monetary policies, at 
home and abroad. In his balancing theory Letiche shows how, according to the 
state of employment of factors and the monetary and fiscal policies pursued, 
the balancing mechanism may operate differently—in some cases the adjust- 
ment of the balance of payments to certain actions will operate through the 
income effect, in others through the price effect, and in others through both 
effects. Consequently, by finding a place for the aspects emphasized by the 
classical and by the neo-Keynesian approaches, Letiche provides a unified 
synthesis, f 

In the second half of the book, Letiche applies his theory to the world as it 
is—the real test—and his theory passes with high marks. He discusses, for 
example, what would be the impact of a devaluation on a semi-industrialized 
country which is a primary products exporter. This, of course, covers a 
large class of countries. He convincingly shows that devaluation would prob- 
ably not induce a larger proportion of labor resources to move into agriculture 
but that it would become more feasible and more profitable to devote more 
labor to produce previously imported manufactured products and import- 
substitutes. 

He makes a careful examination of dollar-shortage theories and concludes 
that “there appear to be no structural forces which have been operating abroad 
during the interwar period that provide a satisfactory general explanation of 
long-term imbalance of the industrial countries of Western Europe vis-a-vis 
the United States” (author’s emphasis). Since this must have been written 
when the dollar shortage was still widely believed in, his theories stand the 
test of application well. 

If the book goes through several editions, as it deserves, there are many 
rough spots where editing would be helpful. Chapter 2 on the writings of Isaac 
Gervaise contributes little to the general theme and could be transferred to an 
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appendix or dropped without much loss. On the other hand, too much valuable ` 
material is in the footnotes: too often a footnote provides illumination for the 
main argument or makes a point that deserves a better life than the dungeon- 
existence below the text. But these are strictly minor defects. In sum, Letiche 
has written a valuable book which should be most useful to student and policy- 
maker alike. 
A. M. Kamarcx 
Johns Hopkins University 


Foreign Trade and Finance. Edited by WitL1aM R. ALLEN and CLARK LEE 
ALLEN. New York: Macmillan Co., 1959, Pp. xii, 500. $6.00. 

This is a useful addition to the growing library of readings in specialized 
fields of economics. In this case there are some twenty-three articles arranged 
in five sections under the topic headings of international trade theory and 
policy issues, the balance of payments and equilibrium, the adjustment proc- 
ess: changes in prices and income, the rate of exchange and equilibrium, multi- 
lateralism and capital movements. Each section is preceded by an introduction 
consisting of a brief textbook-level discussion of concepts. Students who are 
sufficiently advanced to handle the reprinted articles may find parts of these 
introductions needlessly elementary. At the end of each section the editors give 
us their “commentary” consisting of explorations of technical points raised in 
a preceding article. My personal preference would have been for a critical 
essay by the editors, but perhaps this merely proves that editors can not 
please everyone. 

About half of the articles reprinted in the book have been cut. The excerpt- 
ing has been skillfully done so that the argument presented is complete; thus 
you do not get meaningless bits cut from longer works, There are, of course, 
some costs because of the lack of the full range of the original presentation, 
but they do not seem to have been inordinate in this case. 

Like the American Economic Association’s Readings in the Theory of Inter- 
national Trade this volume is meant to be “useful in the instruction of senior 
and graduate students.” The level of technical difficulty of the articles is not 
high. Only one article, for example, refers to community indifference curves 
and in only the article on stable and unstable equilibria of the foreign ex- 
changes (by one of the editors) is elementary algebra used. The geometry of 
reciprocal demand curves is used and is also carefully explained. Apart from 
formal techniques, however, the essays generally presume a degree of knowl- 
edge of international economics that would be unusual without a year of un- 
dergraduate work in the field. 

It is hardly necessary (or feasible) to comment on the individual articles. 
One meets mainly familiar faces here, e.g., Machlup on concepts of the bal- 
ance of payments, Triffin on central banking, Bernstein on American produc- 
tivity and the dollar shortage, MacDougall on the dollar shortage, Friedman 
on flexible exchange rates, Hilgert’s case for multilateral trade. Haberler on 
convertibility, and Metzler on tariffs and the terms of trade. Nurkse is the star 
performer with three appearances, 
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The weakest section of the book is that dealing with the theory of trade 
and its policy implications. In the first place it is the shortest section. This is 
not an allocation of space that is likely to coincide with most instructors’ views 
of the relative importance of the topic. Moreover, none of the articles develops 
at any length the variations in the amount of alternative formulations of a 
theory of trade, nor are the criteria for judging the validity of trade theories 
discussed, 

The exception to this statement is the article by Robert W. Stevens attack- 
ing the argument of Scitovsky et al. that individual countries may gain (move 
to higher community indifferences curves) by imposing a tariff. Stevens’ meth- 
odological point that classical and neoclassical writers were not concerned with 
national (as opposed to individual) advantage is, I believe, questionable. To 
be sure they were generally led to a theory of the harmony of national and 
individual interests and of harmony between the interests of diverse nations 
all achieved through individualistic action. In Scitovsky’s model, on the other 
hand, each government acts against other national governments to increase its 
own domestic welfare. In both cases national welfare is a proper objective of 
policy and national welfare is conceived of in individualistic terms—perhaps 
more so in modern welfare theory than in the case of Marshall. 

The trade theory section also includes Karl-Erik Hansson’s, “A General 
Theory of the System of Multilateral Trade” which is quite worthy of being 
reprinted but does not constitute a general theory of trade. The section does 
not include an evaluation of the historical relevancy of camparative advantage 
theory, such as J. H. Williams’ classic article that appeared in the AEA Read- 
ings—but then there are few such articles around. 

As may be gathered from the list of contributors cited above, the treatment 
of the monetary aspects of international economics is excellent. Here the 
student may drink his fill of balance-of-payments disequilibria, dollar gaps, 
and foreign exchange markets. The coverage of topics is good (if it is assumed 
that the issues in the dollar shortage literature have not been settled by 
events). The viewpoints expressed are all within orthodox limits. There is no 
Balogh here prepared to argue for discrimination or the use of controls. The 
sole exception to this is Frisch’s matrix demonstration that the volume of 
trade may, under some circumstances, be greater with rather than without 
payments discrimination. 

The two articles on international investment experience of the past (Slater 
and Nurkse) are welcome additions of historical discussion to an otherwise 
largely ahistorical collection. It is too bad, in fact, that there is not a volume 
of readings, empirical and theoretical, on the development of the world econ- 
omy to accompany this book for seminar purposes. 

There is little doubt that this book will be widely adopted for use in ad- 
vanced international trade courses including, in spite of some critical comments 
above, the reviewer’s. 

RoBert R. EDMINSTER 

University of Utah 
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The American Economic Impact on Canada. By Hucu G., J. AITKEN, and 
others. Durham, N.C.: Duke University Press; London: Cambridge Uni- 
versity Press for Duke University Commonwealth-Studies Center, 1959. 
Pp. xviii, 176. $4.50. 

The Canadian body politic, whenever temporarily freed of the pressure of 
more tangible economic and social problems, grows alarmed over the extent of 
foreign influence upon Canada, mostly that of the United States. In the pros- 
perous 1950’s this sentiment has blossomed vigorously; and while there is 
little chance of it ever leading to major substantive action it has already been 
a critical force in Canada’s domestic political balance. In the economic sphere 
Canadians voice concern about how extensively American equity capital con- 
trols Canadian firms, how completely Canadian exports are tied to the U.S. 
market, how regularly Canadian employment follows the U.S. business cycle, 
and how extensively Canadian tastes are made and remade by American ad- 
vertisers, 

Canadian economists have generally lent their support to this concern, but 
only occasionally have they produced careful analyses of the impact on Can- 
ada’s economic welfare of U.S. economic dominance, This is unfortunate be- 
cause of the many types of theoretical and empirical analyses that could and 
should be done and because of the nearly complete lack of useful policy con- 
clusions in recent studies of United States-Canadian relations. 

The present volume, a bundle of seminar papers given at Duke University 
by seven well-known Canadian scholars, does only a little to improve the 
situation. The book will give a good introduction to a casually interested econ- 
omist or the proverbial intelligent layman; but those who have followed the 
literature on Canadian-United States economic relations will find here little 
that is new. Furthermore, several major angles of U.S. economic influence are 
not even touched. The most useful pieces are those by C. L. Barber and Eu- 
gene Forsey, drawing together respectively information on the impact of the 
United States on Canadian agriculture and Canadian labor. H. G. J. Aitken 
surveys the public policies which Canada has adopted to increase the gains 
derived from natural resource extraction and exportation, concluding that 
these policies have made a difference only where Canadian producers in the 
aggregate have held some monopoly power in world markets. In an essay on 
the U.S. impact on French Canada, Maurice Lamontagne offers some insights 
into the relation between U.S. influence and the historic balance of Canadian 
political forces. 

It is high time that persons writing on United States-Canadian relations 
were chastised for a lack of careful work on the economically significant ques- 
tions involved. In the present volume only Irving Brecher says much about 
the need for more research. He gives an excellent agenda for further empirical 
study centering on the policies of businesses operating in both the United 
States and Canada. The other authors could well have offered something simi- 
lar. Do legislative proceedings show Canadian social and economic legislation 
to be significantly influenced by U.S. practice? Is there evidence that U.S. 
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technology is adopted where it is inappropriate to Canadian conditions? Do 
Canadian-American businesses act in ways that help to stabilize the exchange 
rate? What pattern of Canadian agricultural production would prevail if U.S. 
farmers operated in an uncontrolled market? What price in economic welfare 
would Canadians have to pay in order to rid themselves of various aspects of 
U.S. influence? Only when these and similar research projects are tackled will 
our knowledge of the economic impact of the United States on Canada amount 
to much more than armchair observation and a battery of suspicion-ridden 
hypotheses. 
RICHARD E, CAVES 
University of California, Berkeley 


British Investments in Latin America, 1822-1949. By J. Fren Rirry. Minne- 
apolis: University of Minnesota Press, 1959. Pp. xii, 249. $5.00. 

Many believe that the marginal rate of return on investment has been 
higher in the low per capita income countries than in the more developed parts 
of the world. In the absence of government restrictions on the flow of capital 
and political instability in the backward countries, capital is expected to flow 
from the developed to the underdeveloped countries. The Victorian era has 
usually been cited as the prototype of a “normal” pattern for international 
capital movements. From 1860 to 1914, Great Britain apparently invested 
about 4 per cent of her national income overseas. As the late Ragnar Nurkse 
wrote: “There is in America a feeling of nostalgia for the nineteenth-century 
environment that made this flow of capital possible. The question is: why can 
we not re-create that environment?” 

J. Ered Rippy, professor emeritus of history of the University of Chicago, 
has written a book that should be read by those who are interested in the his- 
tory of the international flow of capital. His book deals with two main themes: 
(1) the size, nature, and chronology of British investments in Latin America 
1822-1949, and (2) the approximate rates of return therefrom. Rippy’s book 
dispels many illusions about international investment in the past century. 

First, the rates of return earned by British investors in Latin America were 
not high by European standards. The author calculates rates of return by di- 
viding the income received by British investors in a given year by the face 
value of bonds or, in the case of equities, by the par value of the stock. He 
presents the prices at which Latin-American government issues were floated 
in England in 1822, 1824 and 1825. This enables us to determine the yield 
on the amount initially invested. 

I have tried to summarize the basic information in Table 1. Unfortunately, 
there are certain gaps in the data. It is clear that rates of return were quite 
modest. One would expect a strong degree of uniformity in rates of return 
yielded on government bonds, given the putative financial integrity of govern- 
ments. The prices of government bonds to the public (in 1822-25) ranged 
from 60 to 90. Hence, government bonds hardly ever yielded more than 8 per 
cent on the price paid. The debt record of the Latin-American governments 
was quite bad. At the end of 1880, £71 million out of a total of £179 million 
of government bonds was in default. 
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TABLE I 
1880 1890 1913 1928 1939 1949 
1. Total nominal investment (108) £179 £426 £999 £1,211 £1,127 £560 
Per cent in government bonds 69% 46% 32% 28% 29% 31% 
(b) Per cent in railroads _ 19 34 46 40 42 29 
(c) Per cent in other business en- 
terprises ; 12 20 23 31 29 40 
2. Average return 4.5% 4.7% 4.4% 1.7% 2.5 
(a) Government bonds 2 on face cae 440 4.2" ° 2 
(b) Direct investments 6% on par 
£ Railroads 4.2 3.9 čo 
ii) Banking 13.4 2.2 : 
Gil) Shipping zaho] ja 4.6 6.9 
{iv) Miscellaneous 5.5 5.1 


Rates of return received by investors in business enterprises are more ac- 
curate reflections of the productivity of capital than are interest rates on 
foreign bonds. Bonanzas were made; but so were losses and moderate returns. 
The average annual income from the entire British investment in nearly a 
thousand economic enterprises in Latin America rarely exceeded 5 or 6 per 
cent of the par value of the investment. Capital appreciation could compen- 
sate for low earnings; but Rippy presents no data on the capital gains or 
losses made. The rates of return on investment in Latin-American business 
enterprises were not higher (on the average) than United States stock yields 
during the past century. 

The second illusion dispelled by this book concerns the nature of the British 
investment in Latin America. Many have entertained the notion that foreign 
investment in backward countries was of the “colonial type,” i.e., investment 
in extractive industries and plantations which produce products for export to 
the developed countries. According to the summary table above, this was 
hardly the case in Latin America, The major portion of British investment 
was in government bonds and in railroads. If we add the amounts invested in 
public utilities, then government bonds and “social overhead investments” 
were the major recipients of British capital. In retrospect, there was good 
reason to invest in extractive industries rather than in government bonds or in 
“social overhead capital.” Rates of return on investment, on the average, were 
higher in mining, nitrates and ranches than in railroads and public utilities. 
Moreover, bonanzas were made in the “colonial types of investment.” 

Economists should examine the directions and ex post rates of return earned 
by foreign capital during the Victorian era. In retrospect, was foreign invest- 
ment more profitable than domestic investment? Rippy has made a good start. 
His work should be extended to other areas; and the analytical tools of econ- 
omists should be applied to such studies. 

J. L. Stem 

Brown University 


Der induzierte Kapitalexport. By Kraus Jacost. Zürich: Polygraphischer Ver- 
lag AG, 1959. Pp. viii, 106. 12.50 sw. fr. 
Much of the balance-of-payments literature of the last three decades has 
been concerned with the identification and/or meaning of a balance-of-pay- 
ments disequilibrium (see, e.g., works of Iversen, Nurkse, Meade). The capi- 


232 THE AMERICAN ECONOMIC REVIEW 


tal balance is considered the crucial sector and its elements are usually divided 
into two categories—autonomous and induced (or accommodating) capital 
movements. The former includes all the capital transactions which take place 
without regard to occurrences in the current account sector, while the latter 
includes movements caused directly by changes in the current account and/or 
in the autonomous capital sector. 

In the first third of this monographic essay, Klaus Jacobi meticulously re- 
views contemporary interpretations of the capital sector of the balance of pay- 
ments. In the remainder of the essay, he examines the various conditions under 
which induced capital exports have taken place, their significance in expand- 
ing trade, and their effects on the economies of the creditor and debtor coun- 
tries. 

Ever since the breakdown of the gold standard, there has been a quest for 
internal stability, even at the expense of external disequilibrium; restrictions 
on free trade have grown via increased quantitative restrictions and inconverti- 
bility; and there has been a decline of free capital movements to needy coun- 
tries due to lack of confidence in their economic and political stability. These 
factors and the postwar rigidity of exchange rates have brought about an in- 
crease in the relative importance of induced capital movements which are 
either directly or indirectly sponsored by governments. Jacobi divides induced 
capital exports into those of a bilateral and those of a multilateral nature. 

Induced capital exports of a bilateral nature can occur in a number of ways. 
First, there are the clearing arrangements between two countries where private 
exporters of the creditor country are “forced” to bear the burden of an in- 
duced capital export. Under such a system, the government of the creditor 
country recognizes the claims of its exporters, while the government of the 
debtor country receives the payments of importers in local currency. But the 
debtor country will pay its debts only when it is in possession of the creditor 
country’s currency. Only then will the creditor government, in turn, pay the 
exporters. Thus the burden is thrown on the exporters who are forced to ex- 
tend credits of indefinite duration. The author gives an example of such a re- 
lationship between Switzerland and Bulgaria in 1949-53, where at one time 
“waiting periods” for repayment to exporters were as high as 35 months. 

We have here the peculiar relationship in which the creditor is the private 
exporter and the debtor is the government of the importing country. Though 
such a bilateral arrangement could lead to an expansion of trade, it could also 
lead to a severe contraction if “waiting periods” for the private exporter 
should be overextended. It could also bring about contractionary forces inside 
the creditor country due to a curtailment of exports and due to the lack of 
capital for domestic expansion because of the forced expansion of credits to the 
foreign country. : 

A second type of bilateral arrangement consists of credit extensions by the 
government of the creditor country. In this case exporters are paid by their 
governments immediately. This method can be used by a government for pur- 
poses of domestic employment-creation by spurring exports, but it could also 
under certain circumstances lead to inflationary pressures since there is a de- 
crease in the domestic circulation of goods, accompanied by a creation of 
credit by the government. A third type of bilateral relation is the “swing 
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credit” arrangement, where each state obligates itself to finance its partner’s 
deficit up to a certain agreed-upon sum. 

Jacobi’s principal example of induced capital exports in a multilateral con- 
text is taken from the experience of the European Payments Union, with its 
provision for automatic credit extensions by net surplus members. He believes 
that this experience has shown that induced credit extensions are ultimately 
transformed into long-term capital exports for a number of reasons. An EPU- 
type of arrangement forces member countries, whose previous trade structure 
was not of a nature to have a balance within the EPU region, to change the 
direction of their trade in order to accomplish a balance within the Payments 
Union area. Such a change often requires long-term credit arrangements. 
Many countries will always put domestic goals ahead of the objective of a 
balance with the Payments Union, and if domestic policy leads to external im- 
balances, induced capital movements through extensions of credit will have to 
be of a long-term nature. 

Jacobi notes that induced capital movements often act in a perverse way. 
He cites some examples during the EPU experience when induced capital 
moved from capital-poor to capital-rich countries, i.e., from countries with 
high interest rates and internal stability to countries with low interest rates 
and boom conditions. The former is a surplus country and is forced to export 
capital through the EPU mechanism. Induced capital movements could in 
most cases bring about remedial forces via “imported inflation.” Under EPU 
arrangements the creditor country received part of its net surplus in gold and 
dollars, thus creating the possibility for increased domestic money supply, and 
most of the credit extended by the state was monetized internally, Thus, with 
an increased money supply and a drain on goods in circulation because of net 
exports, there is the possibility of inflationary forces appearing in the creditor 
countries, which could produce an adjustment in the external balance. Unfor- 
tunately, most creditor countries, like Germany, will resist such inflationary 
imports by counteracting them and thus stunting possible self-induced adjust- 
ments. 

Jacobi is convinced that adjustments through changes in the domestic buy- 
ing power of the surplus country’s currency is a political impossibility. There- 
fore, like many other European economists, he is convinced that a resort to 
flexible exchange rates is the only alternative left. 

Although his reasoning is impeccable, the reviewer questions his pessimistic 
outlook. His judgment seems to have been influenced too much by the im- 
balances developed by European countries in the early ‘fifties, But what is 
wrong with induced capital exports through an EPU-type system or bilateral 
arrangement, if they go to less developed European and/or overseas countries? 
Even if they turn out to be long-term in character, i.e., even if imbalances in 
the noninduced sectors are of long duration because of development programs, 
should not European developed economies suffer such induced capital exports 
and thus make a contribution to the development of underdeveloped coun- 
tries? 

WERNER BAER 

Harvard University 
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Portfolio Selection: Efficient Diversification of Investments. By Harry M. 
Markowitz. Cowles Foundation Monograph 16. New York: John Wiley, 
1959. Pp. x, 344. $7.50. 


This monograph extends and amplifies an important earlier paper, “Port- 
folio Selection” (Jour. Fin., March 1952, 7, 77-91), which proposed a mathe- 
matical theory of diversification. Using the variance of expected returns as a 
risk criterion, the paper sketched an approach for selecting a class of efficient 
portfolios that would dominate all others; every inefficient portfolio would be 
clearly inferior, offering lower returns at no less risk or more risk for no greater 
returns than some efficient portfolio. The monograph expands this idea, relates 
the selection technique to linear and nonlinear programming, and mentions 
several alternative risk measures—especially the semivariance, discussed at 
length. This much will appeal to econometricians and to statisticians inter- 
ested in decision theory. But the book contains much more, and for this I can 
see no obvious audience. 

The preface says: “Although the techniques are mathematical in nature, 
the monograph is written primarily with the non-mathematician in mind.” 
Indeed, concern for the nonmathematician is painfully obvious at the start, 
but it disappears, Part I is an elementary introduction sufficient to give the 
nonmathematician an idea of what Portfolio Selection is all about, and here 
he should stop; yet Markowitz attempts to push him on through Part II, 
which the mathematically sophisticated are explicitly advised to avoid, with a 
tediously labored treatment of averages, dispersion, mathematical expectation, 
and rates of growth, aimed at readers without knowledge of probability and 
statistics, or even of elementary algebra. Thus (p. 87): 


It is shown in high school algebra texts that, if A and B are any two 
numbers, 

(A + B)? = A? + B? + 2AB. 
That is, the square of (the sum of A and B) equals (the square of A) 
plus (the square of B) plus 2 times A times B. For example, if A =3 
and B = 4, then 

(3 + 4)? = 72 = 49 and 

32 + 42+ 2:3-4 = 9 + 16 + 24 = 49, 

illustrating that the number resulting from the operations (A + B)? is 
the same as the number resulting from the operations A? + B? + 2AB. 


But after this elementary interlude, Part III defines and explains how to 
obtain efficient portfolios for readers who either know or are willing to learn 
matrix algebra—there are 16 pages of introduction on manipulating matrices 
—and preferably for those well up on linear programming. Part IV, on 
“Rational Choice Under Uncertainty,” is perhaps easier than Part III, but it 
is still mathematical and in no way suited for the neophyte. For whom, then, 
is this book written? Hardly for anyone requiring the intellectual spoon- 
feeding offered in Part II, for he has virtually no chance of getting through. 

Also, the book seems intended for econometric theorists and not for such 
practical financiers as can understand the mathematics. The subject is practi- 
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cal, and Markowitz drops hints of applications; but the treatment is theoreti- 
cal. Thus Chapter 11 on “Utility Analysis over Time,” which the practical 
financier might expect to find accompanied by “Railroad Analysis over Time,” 
comprehends another kind of utility. Moreover, the theoretical contributions 
include statistical demonstrations of principles long known and practiced. 
Chapter 5 shows how diversification offers little protection when the returns 
from securities are highly intercorrelated, and how protection can be increased 
by including in the portfolio securities whose returns show a low correlation 
with the average. Translated into workaday financial language for the non- 
mathematical reader, this means that a portfolio should not consist solely of 
stocks that typically move together, presumably with the business cycle. And 
indeed, informed portfolio managers generally recognize that proper diversifi- 
cation requires a variety of industries as well as a number of issues, bonds 
and highgrade preferreds to provide a cyclically insensitive component, and 
countercyclical stocks when available. The last several decades have seen the 
development of formula timing plans as a means of coping with cyclical move- 
ments; and of these, dollar averaging provides those in the process of building 
portfolios with a device for diversification over time. But Markowitz does not 
discuss timing plans. 

Markowitz’ nearest approach to practical advice on portfolio management 
is to suggest that analysts form probability beliefs about future performance 
of securities and then process these on an electronic computer. He does not, 
however, explain how to acquire the beliefs. Instead (p. 28): 


We shall not discuss the procedures of the security analyst in arriving at 
reasonable beliefs about securities. Works on security analysis are avail- 
able. [Here is a citation to Graham and Dodd’s Security Analysis.] The 
topic of this monograph is Portfolio Analysis. A portfolio analysis begins 
where security analyses leave off. 


But Markowitz has left a gap, miles wide, between the point where down-to- 
earth security analyses leave off and the point where his analysis begins. 
Graham and Dodd have much to say on the adjustment of income for non- 
recurrent items, the detection of excessive depreciation, the preparation of a 
cash flow analysis, and even on the selection of suitable price-earnings ratios; 
but they do not offer suggestions for translating financial statements into 
probability beliefs suitable for feeding into a computer. If Markowitz is un- 
willing to bridge this gap, may we not conclude that any thought of practical 
application is premature? 

Moreover, Markowitz offers no argument that personal probability beliefs 
provide a reliable basis for portfolio management, or that they are worth the 
cost of processing electronically. His argument rests on the concept of the 
Rational Man, who must act consistently with his beliefs. But the history of 
Wall Street suggests that such consistency may be unwise. There seems to be a 
human tendency, afflicting insiders as well as outsiders, to become progres- 
sively optimistic during a bull market and progressively pessimistic during a 
bear market—a tendency that leads to buying high and selling low, and often 
to financial disaster. One of the reasons behind the development of formula 
timing plans has been the desire to counteract this tendency with a set of 
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mechanical rules that will force the portfolio manager to act inconsistently 
with his probability beliefs. Far better to be an inconsistent success than a 
consistent failure! 

In Chapter 13, “Applications to Portfolio Selection,” Markowitz projects 
his theories far forward, possibly to the twenty-fifth century. His ideal is a 
Rational Man equipped with a Perfect Computing Machine, who regards 
portfolio selection as a single department of consumption and treats the whole 
as a problem in utility maximization. Of course, he admits that the Rational 
Man does not exist at all and that the Perfect Computing Machine will not 
exist in the foreseeable future, but the image of these nonentities seems to have 
colored his whole work and given it an air of fantasy. 

Davin DURAND 

Massachusetts Institute of Technology 


Financing of Economic Activity in Canada. By Witt1am C. Hoop. Including: 
A Presentation of National Transactions Accounts for Canada, 1946- 
1954, by L. M. Read, S. J. Handfield-Jones and F. W. Emerson. Royal 
Commission on Canada’s Economic Prospects. Ottawa: E. Cloutier, 1959. 
Pp. xv, 700, 

This study is an extremely valuable analytical survey, albeit somewhat 
prolix, of the working of the capital market in Canada. The capital market 
is defined as “the set of contacts between buyers and sellers who effect ex- 
changes involving non-monetary financial assets” (p. 11). So defined, the 
capital market includes the short- and long-term money markets, the new 
issue market, and the markets for particular types of securities such as the 
government bond and the stock markets .In short the capital market includes 
all arrangements and institutions having to do with the financing of economic 
activity in Canada. 

In furtherance of the definition adopted, the author has an introductory 
chapter on the postwar financing of economic activity, followed by detailed 
discussions of the problems involved in the financing of the consumer, the 
farmer and business enterprise, in the work of financial intermediaries, in the 
operation of commercial banks and in the credit policies of the central bank. 
A final chapter is devoted to imperfections in the capital market and to needed 
remedial action. 

The volume concludes with a section on national transactions accounts for 
Canada, set forth for the first time in this study. These represent an extension 
of the income and expenditure accounts in two directions: The sector classifi- 
cation is more detailed, and financial transactions are recorded as well as 
flows of real goods and services. The national transactions accounts differ from 
the American flow-of-funds analysis in that, in the Canadian accounts, all 
transactions included in the national accounts are to be found in the national 
transactions accounts, including imputed transactions and accrued income and 
expenditure. Data are presented for 11 main and 22 subsectors for a nine-year 
period, 1946-1954. 

The author has made many contributions towards a better understanding of 
the Canadian capital market. These include, ¿nter alia, excellent discussions of 
the financing of Canadian business firms by type and size; the influence of the e 
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corporate income tax on business decisions; the economics of depreciation 
reserves; the effect of the absence of a capital gains tax on stock ownership; 
the importance of foreign direct investment; the issues involved in the financ- 
ing of small business; the principles which should govern life insurance com- 
pany investments; the work of the Industrial Development Bank; and the 
influence of the central bank over commercial banks and the capital market. 
In developing these topics the author has brought together all available 
Canadian data, which makes the study an extremely important source-book. 

The author concludes that there are various imperfections in the capital 
market and suggests certain remedial measures. These imperfections would be 
less significant, for example, if corporations were required to give more infor- 
mation about their financial operations, if life insurance companies and trust 
companies were permitted to invest a larger proportion of their assets in 
common stocks, if life insurance companies invested at longer term, if com- 
mercial banks were encouraged to increase the proportion of their holdings of 
urban mortgages, and if the rates of interest on loans insured or granted by 
governmental agencies were not subject to administered ceilings. Investment 
trust, common trust funds and pension funds, he feels, are contributing 
through their operations towards a more perfect capital market. And finally 
the capital market would work better if consumers were more sophisticated 
investors. They seem totally ignorant of the cost of funds, particularly in the 
area of consumer credit, and this distorts the allocation of funds and frustrates 
the efforts of monetary authorities to control credit. He would compel finance 
companies and other institutions in the field to state, in clear form, the cost 
of instalment contracts to consumers. 

He concludes that on the whole the Canadian economy has functioned 
markedly well in the postwar period. There has been no major recession, popu- 
lation and real output have grown, consumption per head has increased. While 
large sums have been spent on industrial capital, large sums too have been 
devoted to social capital. Though great success has been achieved in these 
areas, the economy unfortunately has experienced sharp inflation. Throughout 
his study the author calls attention continuously to private and public policies 
which have either aggravated or restrained inflation. No small part of this 
inflation was generated by the policies of Canada’s neighbor to the south. 


B. H. BecKHART 
Columbia University 


Corporation Finance. By Ricuarp C. OsBorN. New York: Harper & Broth- 
ers, Pp. xv, 637. $6.50. 

Textbooks in the field of business and corporation finance have in recent 
years tended to follow one of two basic approaches: the traditional, institu- 
tionally slanted, descriptive; or the more recent internal or administrative. 
Professor Osborn believes the older approach more important for the intro- 
ductory course, anticipating that a large proportion of students will not go 
much farther into the field. “The internal functional analysis becomes im- 
portant, but only after an understanding of the more inclusive aspects of a 
corporation has been attained” (>. xiv). 
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The general outline thus covers the major facets of business finance: forms 
of organization, corporate securities, capital structure, promotion, investment 
banking and security markets, working capital, income and its reinvestment or 
distribution, expansion, adjustments, and failure and reorganization. The au- 
thor presents “generally accepted doctrines” and hopes to avoid controversial 
discussions, leaving the latter for advanced specialists in the field or reference 
to selected readings at the end of each chapter. 

Several changes in the standard treatment are introduced: more emphasis 
on financing of newer forms of transportation, a separate chapter on the 
financial problems of small business, and a final chapter on the influence of 
“comprehensive macroeconomic influences” on corporate financing. An in- 
structor’s manual (112 p.), with answers to questions and problems in the 
text and some objective-type questions, is available to users of the text. Osborn 
has written clearly and in a very readable and direct style. The volume de- 
serves serious consideration by those who prefer the particular approach of 
the author. Students should learn much, with a minimum danger of becoming 
confused or of acquiring erroneous information. 

The final chapter, which Osborn calls a “unique” contribution, deserves 
some comment. The discussion moves from the role of individualism to collec- 
tivism and consequent management of the economy for the collective benefit, 
despite potential inflation. “Regardless of disagreement as to aims and 
techniques that will prove successful, the principle of centralized control has 
become firmly established, whether within the framework of a capitalistic or 
any other form of economy” (p. 608). The responsibilities of the federal 
government in economic affairs through the Employment Act of 1946 and the 
Council of Economic Advisers are outlined as an introduction to sections on 
“Collective Action and the Corporation” and “Influence of Government Action 
on Business Financing.” Osborn concludes by stating that if business creates 
its own stability through regularizing investment, more bonds can be issued 
and the resultant leverage will permit lower costs of equity financing. The 
alternative is coercive action by government (pp. 620-21). This reader opines 
that the treatment would truly have been unique had it provided a method 
whereby regularization of business investment could be achieved without 
collective action. 

Francis J. CALKINS 

Marquette University 


Business Organization; Managerial Economics; 
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Executive Compensation. By Davip R. Roperts. Glencoe, Ill: The Free 
Press, 1959. Pp. x, 189. $6.00. 

The corporation executive has not yet been fitted into the main body of 
economic analysis. This is true of the function he performs (and the conditions 
under which he performs it) as well as of the compensation he receives. It is a 
major virtue of this book that it sets out explicitly to fill this gap. While it 
must be said that the book does not fully succeed in this ambitious objective, e 
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which the author would have been wiser not to set forth so boldly in his 
preface, it does make a useful contribution to our knowledge about executive 
compensation; and, perhaps even more important, it raises a number of chal- 
lenging questions which, if not always satisfactorily answered, should en- 
courage further work in an area which has been too neglected by economists. 

The larger part of Dean Roberts’ study is concerned with an empirical 
investigation of the relationships between executive compensation and other 

“possibly relevant variables: for example, sales, dollar profits and profit rate, 
type of industry, and geographic location. Using modern statistical techniques, 
he concludes that the absolute level of compensation is related to company 
size but not to the other variables which are sometimes cited. In particular, if 
allowance is properly made for company size, executive compensation does not 
vary significantly with profitability of the firm. 

The most interesting part of this study comes in the last third of the book. 
Here the author attempts to develop a theoretical explanation of executive 
compensation and relate it both to his empirical findings and to some of the 
existing literature. What is even more useful, he offers a very suggestive analy- 
sis of the market for executives. While the findings may not be altogether new, 
I have not seen them pulled together in this way before, and the implications 
which are drawn are of considerable interest. For example, there is relatively 
little movement of executives among firms; what movement there is is related 
to personal characteristics rather than to differentials in compensation. Hence 
market forces of the usual sort play a very limited role in determining the level 
of compensation in individual companies, at least in the upper ranks, and 
there is not much of an association between available measures of “entrepre- 
neurial productivity” and compensation. Further, increments of compensation 
above the levels prevailing in particular firms have limited incentive effects. 
One suggestive inference is that the difficulty of obtaining trained executives 
from other firms may be a significant impediment to the entry of new firms 
in industries where initial large size is required, and thus is another factor, in 
addition to those usually mentioned, tending to foster concentration. 

One of the important virtues of this book lies, in a sense, in its methodology, 
which presumably can be attributed to the author’s training and experience 
at the Graduate School of Industrial Administration, Carnegie Institute of 
Technology. Here a “practical” business subject is explored not only with 
the tools of statistical and economic analysis but also with some help from 
sociology and social psychology. This sort of analytical, empirical, and inter- 
disciplinary study is clearly to be encouraged. 

R. A. GORDON 

University of California, Berkeley 


Industrial Organization; Government and 
Business; Industry Studies 
Monopoly in Economics and Law. By Donatp Dewey. Chicago: Rand Mc- 
Nally and Co., 1959. Pp. 328. $5.75. 


The fact that this “small treatise” on monopoly is a “highly personal work” 
makes the job of review both easier and more difficult: easier because the 
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author has a story to tell which he does tersely and with verve; more difficult 
because of omissions. different intensities of treatment, and varying levels of 
sophistication. In fact, it is difficult to locate the level to which this book is 
addressed. But through it all the skepticism (or is it caution?), the occasional 
unorthodox proposition, and the recitation of the overlooked fact titillate. 

The task of economists in the development of monopoly policy is described 
as that of providing policy-makers with “an increasingly accurate picture” of 
what the “business world is ‘really’ like” (preface). The task of economists 
to develop standards by which structure or performance is to be evaluated is 
not mentioned; no reference is made, therefore, to the extensive literature on 
workable competition, which is, though, mentioned several times as a condi- 
tion to be achieved, This is not necessarily a fatal omission in a personal book. 
It is, however, quite precarious for a book whose most likely “special claim to 
novelty . . . derives from the conviction that economists and lawyers who are 
interested in monopoly as a policy problem cannot get along well without one 
another” (preface). 

The contributions of economists are discussed under the theory of cartels, 
the theory of consolidations, and their respective refinements, The theory of 
cartels summarizes the conventional approach. The chapters on consolidation 
explore primarily the relative importance of scale economies and of the drive 
for market power. Dewey’s concern in the second chapter on refinements of 
monopoly theory is refutation of the proposition “that in imperfect competi- 
tion a policy of laissez faire must lead to a no-profit-no-loss equilibrium in 
which each firm is of less than optimum size” (p. 88). In the course of this 
treatment he defends Chamberlin’s thesis that monopolistic competition is not 
the same as imperfect competition. 

Monopoly at law accounts for about two-thirds of the book and is the most 
interesting part. The common law conception of monopoly policy in both this 
country and Great Britain is explored. From this Dewey concludes, among 
other things, that typically the rule of reason has been used by Amercian 
courts to validate both direct and ancillary restraints of trade—a victory too 
easily won. 

A quite brief summary of the passage and statutory standards of the Sher- 
man Act is followed by a longer consideration of the enforcement procedures 
during which opposition is declared to both criminal and treble damage suits. 
More than a third of the book is devoted to the development of antitrust case 
standards in terms both of what the courts said and what they did. In this 
treatment the following headings are employed: cartels, unfair competition, 
mergers, good trusts, and labor monopoly. 

As is generally recognized, the historical role of unfair acts of competition 
in the formation of large companies at the turn of the century led Congress in 
the Clayton and Federal Trade Commission Acts ‘to assign to antitrust 
agencies the sometimes incompatible tasks of preserving both competition and 
competitors, This ambiguity was aggravated by the Robinson-Patman Act. 
According to Dewey, the “major inarticulate premise” of this “execrable con- 
cession to small business groups” is “simply wrong; most of the prices in the 
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world are not equal to the seller’s average cost of production plus a ‘fair’ 
markup” (pp. 198-99). It could be, however, that his articulate major premise 
of marginal pricing is less relevant to the world as it “really” is than a full- 
cost pricing assumption. 

In spite of the brave words of the ’forties, the law of good trusts is found 
to prevail; “so far as trust-busting is concerned, the new Sherman Act has 
become indistinguishable from the old” (p. 254). This result, however, was 
“ “nevitable’ given judicial reluctance to disturb private [property] rights in 
the interest of promoting nebulous public goals” (p. 254). In fact, ‘courts 
are allowed to retain the judge-made remedies of dissolution and divestiture 
only because their conservative bias is good surety that these remedies will 
not be much used” (p. 254). Because of this powerful conservative force, 
Dewey concludes that the liberal must place less reliance on attempts to 
change market structure. Where then the liberal? For the future Dewey seems 
to suggest that the best alternative to trust-busting is the adoption of “guerilla 
tactics’—“in unspectacular Fabian sallies, notably the blocking of doubtful 
mergers, elimination of the secondary boycott, close scrutiny of the awarding 
of government favors, and curtailment of the patent privilege” (p. 256). 

The law of labor monopoly rates one of the longest chapters. There is little 
doubt that Dewey considers this a sorely neglected area. His opposition is not 
to a double standard in antitrust policy but rather to the encouragement of 
industry-wide bargaining under the Wagner Act (a “damaging” defeat to the 
opponent of monopoly) and to the survival of the secondary boycott after the 
Taft-Hartley Act. 

In a helpful chapter on monopoly policy in Great Britain Dewey gives a 
brief but well-formed explanation of the reasons for the British attitude toward 
monopoly. He cautions against making “too much of the difference” between 
such policies in Britain and the United States—although they are recognized 
as “real enough”—in the limited context of explaining the over-all perform- 
ance characteristics of the two economies (pp. 298-99), 


ROBERT E. SMITH 
University of Utah 


Risk and Technological Innovation: American Manufacturing Methods during 
the Nineteenth Century. By W. PAUL STRASSMANN. Ithaca: Cornell 
University Press, 1959. Pp. x, 249. $4.00. 

What has been the role of the entrepreneur in the process of technological 
innovation? In particular, how much risk has been involved in the innovating 
process? Professor Strassmann examined the history of technological innova- 
tion in four important American industries during the nineteenth century in 
order to assess the divergent views which have been held. For example, he 
contrasts the viewpoint of Schumpeter with that held by Veblen. Schumpeter 
emphasized the creativity and riskiness of the innovating entrepreneur’s 
undertaking; Veblen held that the entrepreneur’s role was at best permissive, 
not creative, with regard to technical innovations and that, at least in this 
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activity, little risk was run, particularly during the latter part of the nine- 
teenth century. Strassmann concludes (p. 4): 


... that both Schumpeter and Veblen were partly right and partly wrong. 
The leading promoters of new manufacturing methods were neither gam- 
blers nor passive exploiters of the creations of others. They were a 
creative factor in economic development; but, by and large, they pro- 
ceeded with a degree of caution that, with certain exceptions, reduced the 
chance of error to negligible proportions. 


Strassmann defines and uses the term “risk” as a synonym for what some 
economists have chosen to call “uncertainty”: the chance of loss involved in 
an act of innovation is not (ordinarily) known in an actuarial sense. How- 
ever, although the uniqueness of any given act of innovation makes impossible 
the application of the laws of probability in a strict sense, Strassmann empha- 
sizes that the innovating entrepreneur is ordinarily able to predict, with a 
greater or lesser degree of precision, the behavior of many of the factors which 
will determine the outcome of his attempt. 

Four “case studies” are presented in order to determine the role and extent 
of risk-taking of the innovator during the nineteenth century: iron and steel, 
textiles, machine tools, and electric power. In all cases the focus is on inno- 
vations in techniques and equipment rather than on product innovation. The 
author is primarily interested not in the subjective estimates of risk on the 
part of innovators, but on what amounts to an ex post evaluation of the 
objective riskiness of innovating activity. He dces, however, point out the 
frequency with which people in a given industry viewed those introducing 
innovations as very daring (indeed, often “insane”) risktakers. Unfortunately, 
he does not always keep clear the distinction between the subjective (con- 
temporary) evaluation of risk and his own estimation of the “real” risk facing 
the innovators in each of the four industries. 

Strassman identifies and assesses the importance of the following types or 
sources of risk: Interference risks—the chance that an innovation may fail 
because of successful resistance to its introduction by those threatened by it. 
Lack of effective labor organization and continued growth of employment 
opportunities meant that this form of interference risk was insignificant. The 
patent system, at least until the latter part of the period (when patents be- 
came important, particularly in electric power equipment), did not constitute 
a major interference risk. And business rivals, while occasionally successful in 
providing an irritant, did not succeed in interposing serious interference to 
innovations. 

Customer risks were likewise unimportant during the nineteenth century. 
New types of equipment and improved products were accepted quickly by 
customers in most cases. The exceptions are not explained so much by ignorant 
loyalty to old, tried and true ways of doing things as to lack of quality control 
and a resulting unpredictability inherent in the innovation at the time of its 
first introduction. 

Nor were innovating firms particularly threatened by timing risks—the 
introduction of an innovation coinciding with a business depression. Certainly 
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the innovating firm did not suffer any more than any other firm from this 
source, nor in fact does Strassmann find that many innovations failed because 
of timing in the industries he examines. 

The most serious type of risk which innovators faced were the production 
risks—the chance that the new technique wouldn’t work at all, would be much 
more costly than expected, would be unusable because of the insufficiency 
(in the consuming industry) of the required labor skills and/or input ma- 
terials. One difficulty this reviewer has with Strassmann’s discussion of this 
type of risk arises from an apparent failure always to recognize the distinction 
between invention on the one hand and innovation on the other—a distinction 
the author makes clearly elsewhere. Specifically, while I am persuaded that the 
lack of trained scientists and engineers and their skills was important, I would 
argue that this lack was more important in explaining the nature of the 
inventive process (particularly during the first part of the nineteenth century) 
than in explaining the nature of the so-called production risks facing the 
innovator. 

The studies of each of the four industries are well done and interesting, 
and a very complete bibliography has been included. Though one familiar 
with the history of any of these industries will find little that is new, the au- 
thor is successful, in so far as the facts available permit, in assessing the 
degree of risk and its sources (or lack of) in each case. Strassmann is aware 
of the danger that the record of successful innovations is more complete than 
that of failures. But for the industries he has studied the records are complete 
enough for his purpose. 

As he emphasizes, the outstanding characteristic which emerges is the rela- 
tive caution of the innovators—though many of their contemporories felt 
they were taking great risks. While Strassmann shares Schumpeter’s view that 
innovators played a significant role in the growth of this country’s economy 
during the nineteenth century, he does not find this breed to have been par- 
ticularly daring. In fact, given the objective riskiness, he concludes that 
innovators and potential innovatcrs and investors were irrationally cautious 
in their assessment of the probability of failure and their underestimation of 
the profitability of successful innovation. The latter was due in particular to a 
failure to recognize what Strassmann finds to have been a pervasive pheno- 
menon, namely, the reciprocal complementarity of innovation within industries 
and among industries. 

I was struck by one historical note of contemporary interest: the present 
importance of the government in promoting invention and innovation in the 
military field has a parallel in the early develpment of the machine tool indus- 
try which owes its start primarily to the government’s demand for weapons 
and willingness to support what we have come to call “R and D.” Certainly 
developments in such fields as aeronautics and electronics, primarily spon- 
sored by the Defense Department, have had and will continue to have a 
significant impact on nonmilitary products and industries. 


WiıLLram M. Capron 
Stanford University 
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Razmeshchenie chernoi metallurgi SSSR. (The Location of the Iron and Steel 
Industry of the USSR). By R. S. Livsuirs. Moscow: Academy of Sci- 
ences of the USSR, 1958. Pp. 375. 


This book is one of dozens of Soviet monographs published every year 
about the economics of the Soviet iron and steel industry. In addition to books 
on various economic aspects there are hundreds of technical and scientific 
books published annually, each of which contains varying amounts of eco- 
nomic information and analysis about Soviet steel, not to mention thousands 
of periodical articles on these topics. Public and private enterprises are at- 
tempting to abstract and translate the more important journal articles, but 
they cannot begin to translate the ever-growing mountain of books. This re- 
view therefore, will interest primarily the small but increasing band of U.S. 
economists who read Russian. Mme. Livshits’ work is important because it 
- is the first full-length monograph in 26 years to be devoted exclusively to the 
location of the Soviet iron and steel industry. 

It can be criticized on a number of grounds, It contains not a single map. 
Furthermore, the theoretical discussion is confined to unconvincing criticism 
of Western location theorists such as Weber and Predöhl. But rather than 
dwell on shortcomings, this reviewer will point out certain positive elements 
that might be useful to American scholars, 

Historians and students of Soviet economy will be interested in the chapters 
on the location of iron and steel in prerevolutionary Russia and the Soviet 
period up to 1940, They will find statistics about the production of pig iron, 
steel and rolled metal in all of the important iron and steel plants in Czarist 
Russia, and a wealth of data about the plants, workers, labor productivity 
etc., for the years 1890, 1900, and 1913. Chapter 4 alone has 36 statistical 
tables dealing with the interwar period. Of the 14 tables in Chapter 5 the most 
interesting gives the regional distribution of steel production for selected years 
from 1913 to 1956. The emphasis of Chapter 6 is on the need to raise labor 
productivity; and for the first time a few postwar employment figures for the 
iron and steel industry are made available. The last third of the book deals 
with problems of the future development of the industry. 

The latest data on unit costs of production of iron and steel products in the 
United States were published in abbreviated form in the early 1920’s, Even 
these figures were given only in very broad cost categories. As Bela Gold puts 
it, “Sound thinking about industrial cost-price relationships has been seri- 
ously handicapped by the secrecy which necessarily veils individual company 
data and by the striking scarcity of research dealing with manufacturing cost 
at more broad levels. As a result, businessmen and economists have been 
forced, in dealing with immediate problems of policy, to bridge over these 
factual voids with an array of assumptions.” Mme. Livshits, by contrast, has 
packed her book with data on production costs and the cost of shipping prod- 
ucts to primary markets. Table 75, for example, gives a breakdown of the 
costs of producing one ton of conversion pig iron in 13 of the largest Soviet 
iron and steel plants for the years 1940, 1955, and 1956. The range in 1956 
was from 101 to 521 rubles per ton. Seven of these plants, including the ex- 
tremes, were visited by the U.S. iron and steel delegation in 1958. Their report 
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(Steel in the Soviet Union, American Iron and Steel Institute, May 1958) 
provides the technical and economic data needed to understand this pattern of 
Soviet production costs. 

Two books by another Soviet economist carry on the cost analysis in much 
greater detail: D. L. Maizel’s, Organizatsiia, planirovanie i finansirovanie 
kapitalnogo stroitel’stva v chernoi metallurgit (Organization, Planning and 
Financing Capital Construction in the Iron and Steel Industry), Moscow 
1957; and his Sebestoimost’ chernykh metallov (Costs of Iron and Steel), 
Moscow 1958, We are, therefore, in the interesting position of having both 
detailed costs and price data as well as technical information about a key 
Soviet industry, but we lack the corresponding data about any Western steel 
industry, which we need as a basis for comparison. 

M. GARDNER CLARK 

Cornell University 


Land Economics; Agricultural Economics; 
Economic Geography; Housing 


Twenty Years of Public Housing: Economic Aspects of the Federal Program. 
By Roserr Moore FısHER. New York: Harper and Brothers, 1959. 
Pp. xiii, 303. $6.50. 

The echoings of the frenetic controversy over “socialized housing” prompt 
the reader to reach hopefully for this volume in search of a definitive answer. 
He will not find it; but the cautious nonpartisanship of the author does not 
effectively reduce the usefulness of this comprehensive survey of the 1937 
United States Housing Act in operation. 

After an abortive start, the federal public housing program got under way 
in 1937 and has resulted in the demolition, closing or repair of nearly 300,000 
substandard urban dwellings. In 2,700 active housing projects in 110 localities, 
some 534,000 low-income families of former slum dwellers are presently 
housed. The author traces the origins of the public housing movement and 
discloses the complex features of the federal program with full statistical re- 
port on its accomplishments and costs. Giving recognition to the controversial 
nature of the definition of “substandard” housing, he consider the persistence 
of substandard housing in our urban areas as a challenge to the ability of free 
enterprise to meet the housing needs of society. In 1950, 5.6 million urban 
dwelling units or 22 per cent of our housing stock, were substandard. It is 
revealing that nonwhites occupied only one-quarter of the substandard units; 
that slum tenements were the exception, for three-fifths of the units were in 
one- and two-family structures; that one-third of the bad housing was 
occupied by home owners; and that among low-income families, with incomes 
below $2,000, 60 per cent lived in standard housing. Another interesting fact 
is that a substantial proportion of the occupant families in substandard hous- 
ing, up to three-fifths, were paying a lesser proportion of their income for rent 
than generally accepted norms and could afford to occupy better accommoda- 
tions. 

The chapters dealing with the costs of public housing to federal and local 
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governments are thorough treatments of the subject, but frustrating in their 
conclusions that the cost really can’t be measured for reasons that are analyti- 
cally sound but too involved to be summarized here. Fisher suggests that costs 
are higher than they need be by reason of the annual contributions-subsidy 
formula. The “annual contribution” of the federal government is determined 
by the difference between the yearly debt service on the local borrowings for 
project construction and the rental revenues above project operation costs. 
Thus larger capital expenditures or higher operating expenses are met by 
larger contributions and there is “no financial incentive to local authorities 
to build or manage units at lowest costs consistent with long-term needs.” 

The study throws some light on accomplishments of the program in elimi- 
nating substandard housing. However, it appears that at the present rate, it 
will take some three centuries to “eradicate all substandard accommodations 

~ existing inside standard metropolitan areas in 1959.” This is not to say that 
the elimination of 300,000 such units is not an admirable accomplishment; 
but so vast a task, in the author’s opinion, will require not only continued 
public action but greatly increased local interest and participation. It is a 
defect in the current program that the original provision requiring the 
“equivalent elimination” of one substandard dwelling for each new one pro- 
vided has been so weakened by law and regulation that it is virtually inopera- 
tive. 

Fisher amply illustrates the dilemma of the local housing authorities in 
administering the ability-to-pay basis for establishing rents against the objec- 
tive of housing low-income families. Low incomes mean low rents and thus 
high subsidies, In periods of rising incomes, prosperous tenants whose higher 
rents reduce the subsidy are required to move to make way for families of 
lower incomes who create larger subsidy burdens. In 1957 the admission in- 
come limit of a typical project was $2,800 yearly; families whose incomes 
increased by as much as 25 per cent, to $3,500, were required to move out. 

This book is well written, amply documented, comprehensive in coverage; 
it identifies the issues and points up deficiencies and limitations in the public 
housing program matched by counterbalancing data on accomplishments, No 
other objective treatment of equal scope has appeared to provide the basis for 
an economic evaluation of the public housing program. The study’s limitation 
is that it provides a basis for an evaluation but somehow fails to add things 
up to a conclusion. 

RICHARD U. RATCLIFF 

University of Wisconsin 


Labor Economics 


Theory of Wages and Employment. By ALLAN M. Cartrer, Homewood, IIL: 
Richard D. Irwin, 1959. Pp. xii, 193. $5.00. 

At only slight risk of overstatement, one may say that this book will appeal 

to that perhaps largely mythical group of economists known as “marginalists” 

and that it will prove somewhat distressing to the more readily identifiable 
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group of antimarginalists. The large body of academically cautious who 
tentatively accept marginalism in lieu of something better will probably feel 
that Cartter has gone too far in his wooing of this now elderly lady. A less 
ardent defense, with more space devoted to the nature of evidence which 
Cartter finds so convincing, would probably have been more influential. 

Cartter’s book is certainly not without virtue—the reader knows where 
Cartter stands, the presentation is generally lucid and seems to strike the right 
degree of brevity. The level of the discussion is probably appropriate for the 
average first-year graduate student. Some background in such matters as in- 
difference analysis and Keynesian economics would be helpful to the student 
reader. On the other hand, too much background in industrial relations might 
prove embarrassing to some of Cartter’s contentions. 

Roughly the first half of the book is devoted to traditional marginal pro- 
ductivity analysis in a closed economy. After an appropriate consideration of 
the nature of theory, Cartter proceeds to the Clarkian and Marshallian ver- 
sions of marginal productivity, the problem of the exhaustion of total product, 
and the meaning of the marginal revenue product. Selected criticisms of the 
theory are then taken up and often seen to be the result of short-run applica- 
tions of an essentially long-run argument. Two chapters are then devoted 
to such matters as oliogopoly, technically fixed requirements, assembly lines, 
shift operations, supply curve problems, monopsony, exploitation, and variable 
cost curves that decline to “capacity.” 

Part II opens with a consideration of some models of trade union behavior, 
a discussion characterized by the use of Fellner’s trade union preference func- 
tions which Cartter prefers to Dunlop’s membership functions. Bargaining is 
analyzed through a study of the relationships between trade union preference 
functions and employer preference functions, with the typical case of bargain- 
ing taken as one with a gradually increasing demand for labor. 

The strike threat is then introduced into the bargaining picture and each 
party’s bargaining attitude is analyzed in terms of the ratio between the cost 
to X of disagreeing with Y and the cost to X of agreeing on Y’s terms. A value 
of the ratio of less than one is unfavorable to settlement, while a value greater 
than one is favorable. A further development of the bargaining model is then 
undertaken on the basis of the work of J. Pen (this Review, March 1952). 

Cartter then moves to the aggregative level with a discussion of Keynesian 
and post-Keynesian problems. In this connection Cartter’s discussion of the 
behavior of money wages is impaired by the fact that he does not indicate the 
source of the data used in the scatter diagram on page 147, so that the reader 
cannot evaluate the argument on his terms. 

The penultimate chapter is largely concerned with macroeconomic (savings- 
investment) analysis of the effects of changes in labor’s share of the national 
income. Cartter’s pedagogic aims are not clear in this chapter and it im- 
pressed me as the least well-done in the book. 

In the final chapter Cartter makes a plea for an “informed theoretic em- 
piricism” in the study of the economics of labor. This is unassailable advice 
of which one may hope Cartter will partake liberally in the future. This re- 
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viewer also believes that a discussion of the secular inflation problem and its 
possible relation to wages would have increased the usefulness of the book as a 
a possible text. 


Francis S. Doopy 
Boston University 


The Public Stake in Union Power. Edited by Puitip E. BrapLey. Charlottes- 
ville: University of Virginia Press, 1959. Pp. x, 382. 


This book consists of a series of lectures by sixteen economists, who are 
identified in the preface as “distinguished economists who collectively may 
best be described as theorists or generalists.” The sixteen apparently were 
selected to exclude those referred to as “persons versed in the skills of labor 
arbitration or . . . persons who follow the adaptive approach and emphasize 
psychological and other techniques that are helpful when adjusting to difficult 
situations.” From the standpoint of participation the book is reminiscent of 
The Impact of the Union (D. McC, Wright, ed., New York 1951), for five 
people have contributed to both volumes. It is also like the earlier book in 
the sense that it is in large part a tract for the times on the perils of collective 
bargining. At various places in the book unions are condemned for contribut- 
ing to inflation, for prolonging depression, for standing in the way of progress, 
for denying efficiency and freedom, Several of the authors represent unions to 
be the most privileged and pampered of voluntary associations in the Ameri- 
can economy. 

The general theme of the book would seem to be that the public has an 
interest in limiting the power of unions, That this is not a novel theme is sug- 
gested by D. M. Wright’s comment that “Practically everybody now agrees 
that unions should regulate in some way or other for some purpose or other 
(p. 111). (One wonders why he uses the word “now.’’) He then goes on, “But 
where trouble starts is in wondering how and for what purpose the union 
should be regulated.” If “regulation” is an ambiguous word, it would appear 
that “power” is even more slippery. As the reader goes from one lecture to 
another in the book, he finds that each author has a different facet of power 
in mind. 

It is possible to classify the lectures in terms of the type of power selected 
for consideration. One group, which is centered on the wage-push inflation 
problem, includes the papers of F. A. Hayek, Gottfried Haberler, William 
Fellner, and J. R. Meyer. E. H. Chamberlin deals with this as one of several 
issues. These several authors look with varying degrees of alarm at the power 
of unions to raise the general money-wage level and thereby to cause unem- 
ployment or inflation or both. They are all agreed that this is a problem, 
although Fellner feels “. . . moderately optmistic with respect to the degree 
of employment which would prove compatible in the long run with the 
insignificance of inflationary tendencies” (p. 254), and Meyer finds that 
“.,, the general effect of a wage increase would perhaps be desirable in times 
of a cost push inflation when investment capacity is fully utilized and con- 
sumer goods capacity is underutilized” (pp. 280-81). 

A second group deals with the power of unions to interfere with or distort 
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the workings of the competitive market. Thus J. M. Clark reviews in a rather 
detached and whimsical manner all that is known and not known about wage 
determination in collective bargaining. F. H. Knight restates the liberal 
opposition to “political” interfererce in the free market. Wright cries out 
againts unions as a restraining influence on the vital and progressive elements 
in competitive capitalism. The most intriguing paper in this group, one which 
throws off sparks in several directions, is the one by H. Gregg Lewis, “Com- 
petive and Monopoly Unionism.” This lecture, which is a working paper 
antecedent to further empirical research, seeks to develop a series of tests for 
measurement of the relative wage effects of unions’ monopoly power. G. S. 
Becker pursues one of the implications of the Lewis paper, namely, that union 
power to affect relative wages will be indicated by price (initiation fees and 
dues) and nonprice techniques to ration entry to the union. Albert Rees con- 
fines his attention to two practices compatible with “competitive unionism,” 
grievance settlement and seniority rules. G. W. Nutter inquires into the fac- 
tors that determine the limits of union power. Bradley deals rather querulously 
with the question of how compulsory union membership comes into being. 
He concludes that neither Congress nor the executive branch of government, 
nor management, nor the courts have defended individual freedom from com- 
pulsory unionism. In the opinion of this reviewer the best single paper in the 
collection is the one by J. W. McKie, who goes directly to the issue of “Col- 
lective Bargaining and the Mainienance of Competition,” illustrating the 
problems by specific cases and dealing in a realistic manner with the diffi- 
culties of finding practicable remedies. 

Two of the lecturers do not talk about union power at all. P. T. Bauer 
lashes away at government regulation of wages in underdeveloped countries, 
urging that the cost of such regulation falls primarily on those excluded from 
the regulated activities. A. A. Alchian appraises the economic organization of 
higher education and finds it lacking. He looks first at faculty tenure rules 
which he considers neither necessary nor efficient, and then moves swiftly on 
to condemn the nonprofit, nonowned system which he identifies as the cause 
of tenure. His suggestion is that government subsidies be given to students 
rather than to schools, in the fashion of ‘GI benefits. This would, he believes, 
“provide a chance for the private, profit-seeking school to provide us with a 
test of efficient education and truth seeking” (p. 369). 

What does the whole book add up to? The book offers additional evidence 
that economists share a high regard for the competitive market and contumacy 
for some practices of some unions. However, it also shows a lack of agreement 
about how much and what kinds of power unions do in fact have and what 
limiting factors are presently operating. It is notable that when the discussion 
is about inflation the references are generally to industrial unions and when 
it is about “distortion” the examples are usually craft unions. Further lack of 
agreement appears in the area of policy recommendations even though only 
a few make any specific proposals for change. Some write from too lofty a 
perch to deal with such earthy particulars. This Wright says, “. . . so far as 
mere legal gadgets are concerned, there are plenty of measures available, and 
what is really lacking is not legal machinery but public opinion and public 
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understanding” (p. 122). Haberler and Fellner would rely principally on the 
reasonableness of unions; others stress prohibition of industry-wide bargain- 
ing, application of antitrust laws, and limits to union security agreements, 
picketing and secondary boycotts. 

While the book does include varied treatments of a range of topics, the 
reader is given a decidedly one-sided interpretation of the issues. There is 
little sympathetic interpretation of unions’ purposes (the Rees and McKie 
papers are exceptions) and nothing in the way of a staunch defense of them. 
It would have made more interesting reading to have the defendant in the 
dock, so to speak. One wonders if the students at Virginia needed to be in- 
oculated against the virus of pro-unionism; is this like inviting a series of 
temperance lecturers to a Methodist church group? 

The lack of “balance” or synthesis and the unevenness in the level of dis- 
course and analysis will doubtless limit the book to use in specialized courses 
and to the researcher’s reference shelf. However, this is an important use, 
and the University of Virginia, by publication of the lectures, has contributed 
to the evolution of national labor policy. 

RoBert J. LAMPMAN 

University of Wisconsin 


The Wage Rate Under Collective Bargaining. By J. PEN. Translated by 
T. S. Preston. Cambridge: Harvard University Press, 1959, Pp. xiv, 
216. $6.00, 


This book could properly be subtitled “In Search of a Tautology.” Pen 
tries to develop an equation system which must necessarily determine the 
wage rate resulting from collective bargaining. By definition unions agree to a 
wage settlement when the determining agent prefers to agree. If the union 
negotiator settles for a wage less than the wage that he regards as optimum, 
he does so because of the risk of conflict with the employer. 

According to Pen’s first model, the union negotiator will accept a wage from 
the employer when the additional benefits (as felt by the negotiator) of push- 
ing to the optimum wage just equals the cost (as felt by the negotiator) of a 
conflict with the employer if the union insists on the optimum wage, when 
both are multiplied by the union negotiator’s estimate of the probability of 
their occurrance—(1 — r) and r respectively. 

But this is not quite tautological enough for Pen, since it implies that the 
union negotiator is concerned with maximizing the expected value of his 
utility. Calling s the subjective weight given to 7 by the union leader, Pen sub- 
stitutes s for r in producing his final equation of the equilibrium wage for the 
union. 

A similar equation can be developed for the preferences of the employer 
negotiator. What we have, then, is an overdetermined system: two equations 
determining one unknown, w. The purpose of bargaining is so to change the 
functions in the two equations that they both yield the same w. 

Pen does not quite achieve his tautology. That the optimum wage rather 
than w is on the margin of being worth the union negotiator’s risk does not 
imply that w is the best wage for the negotiator to try to get. Some inter- 
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vening wage might be his best bet. To be valid, Pen’s equations have to be 
rewritten in marginal terms. They then become special cases of utility maxi- 
mization when marginal cost equals marginal revenue. Also Pen assumes 
that conflict utilities are independent of w, which is quite obviously not the 
case. 

But these are rather minor revisions to produce Pen’s goal of the collective 
bargaining tautology. The big question is: Once we’ve traveled to this destina- 
tion (through some extremely muddy and unnecessary pages, I might add) 
how far have we gotten? Tautologies can be extremely useful, but they can 
also be nothing more than monuments to man’s capacity to waste paper. 

It is hard to say now how useful Pen’s tautology will be. Certainly nothing 
Pen does with it demonstrates its worth. Rather he seems content to make his 
“theory” a rack on which to hang his casual observations of the bargaining 
process. Seeing a union negotiator bluffing a strike, he can say: “Ah, ha, that 
man is trying to increase the employer’s estimate of the probability of con- 
flict.” Is this an intellectual advance? 

Pen predicts (not from his “theory,” which predicts nothing) that econo- 
metricians will be unhappy with his tautology. I think he is right. None of 
the terms in his equations refer to observable magnitudes. Nor do I see any 
rationale for assuming any particular behavior to these terms, and hence de- 
veloping a theory that says something new about the way in which the world 
behaves. 

On the way to his tautologies Pen criticizes Hicks and Zeuthen for their 
bargaining theories on the grounds that they are not tautological. But this is 
precisely the reason they yield testable implications. Hicks, for example, pre- 
dicts that strikes are results of mistakes. Hence anything which would de- 
crease mistakes, like length of the previous relationship of employer and 
union, should decrease strikes. Obviously this need not be the case. Isn’t that 
refreshing! 

This negative report is made in spite of Pen’s imaginative, and sometimes 
insightful, display. The failure of this book is not so much Pen’s, as that of 
an intellectual tradition. 

PHILLIP NELSON 

Columbia University 


Probleme der Lohnstruktur: die wirtschaftliche und soziale Bedeutung der 
Lohnunterschiede. By FRIEDRICH FÜRSTENBERG. Tübingen: J. C. B. 
Mohr (Paul Siebeck), 1958. Pp. vi, 116. DM 9.80. 

After a considerable interval, German economists have recently turned 
their attention again to labor economics. Erich Arndt’s presentation of wage 
theory-—reviewed in this Review, March 1958—has been followed by the 
present smaller monograph. This is, on the whole, an excellent summary of 
the present status of our knowledge about wage structures, their functions and 
—-to a lesser extent—their changes. The work is mainly based upon Ameri- 
can and British sources. In the six-page bibliography at the end of the book, 
more than half of the references are to Anglo-American literature. Unfortu- 
nately, the author does not seem to have closely followed the discussions of 


252 THE AMERICAN ECONOMIC REVIEW 


union influence on relative wages. This, however, is the only major gap in the 
bibliography and in the body of the book that I have been able to detect. 

The outline of the book is rather simple. The first chapter defines terms 
and lists seven types of wage differentials, including differences between time 
and piece wages. This is followed by chapters on the economic and social func- 
tions of the wage differentials, on changes in the wage structure, on problems 
in making the wage structure rational, and conclusions. On the whole, the 
author seems to share the basic position of Lloyd Reynolds, Richard Lester 
and others on the virtues and shortcomings of conventional Jabor-market 
theory, and places more emphasis on institutional factors then on the market 
as such. 

Since the author’s original contributions are somewhat limited in scope, I 
shall restrict myself to a few points on which significant disagreement exists. 
Fiirstenberg seems to read more into the concept of the productivity of labor 
than can rightly be claimed for it. He identifies it, apparently, with that 
portion of the change in output that can be imputed to labor rather than in- 
vestments, inventions or improved organizations (p. 9). At the same time, this 
concept of labor productivity is examined for its use as a yardstick for the 
appropriateness of income distribution (p. 11), and is found wanting. Need- 
less to say, the concept has no more than a definitional meaning among social 
scientists and no necessary implications follow from it regarding changes in 
wage levels. The statistical evidence on which the author’s contentions are 
based is singularly unconvincing: short-run comparisons are meaningless. 

Wage differentials, the author finds, have little bearing upon the allocation 
of manpower. The evidence in support of this view is quite modest and would 
deserve more critical examination than the author has given it. Essentially, 
it seems to indicate that wage differentials are not always a necessary, nor a 
sufficient reason for job changes. That, however, means simply that job 
changes are a function of many variables, and few will dispute that wage dif- 
ferentials are one of these variables. 

While the book will serve very well as an introduction to some aspects 
of wage theory for German-language students, its main interest for Americans 
will be the light it throws upon characteristically German problems. There 
is the difference between contract wage rates and effective wage rates, This 
is not the same problem as the “wage drift” Swedish style, but a regular part 
of the German collective bargaining system. Contract rates are merely mini- 
mum rates, comparable to our minimum wage under the Fair Labor Stand- 
ards Act. Data on contract rates are, therefore, only indicative of effective 
rates, with the added difficulty that the relations between the two are likely to 
undergo appreciable changes from time to time, especially over the business 
cycle. Some wage statistics refer to contract rates, a few to effective rates, but 
on the whole there is a surprising lack of German wage data in the study— 
a good deal of the supporting evidence is taken from U.S. statistics. German 
wage statistics have not yet recovered from the ravages of the war. 

The author presents some interesting data on the changes which improved 
education has produced in the possibilities of promotion for German workers. 
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Educational levels of skilled workers now “often surpass those of office em- 
ployees”; they sometimes have academic high school degrees, and at least “in 
principle” workers may now even become engineers. The wall separating 
manual and nonmanual labor is gredually being removed. 

Finally, this reviewer notes with a good deal of satisfaction the outspoken 
stand of the author against the idea—advanced in various ways in Germany 
—that there are objective standards which would permit a body of experts 
to set “correct” wage relationships. Indeed, the confrontation of some of the 
conflicting principles that can be used in determing relative wages is one of 
the best parts of this book, even though I would have wished for a more sys- 
tematic analysis. 

Altogether, it is a very useful book which might well serve as the starting 
point for future research. This is indeed precisely what the author intended 
his book to be. 

ADOLF STURMTHAL 

Roosevelt University 


The Practice of Collective Bargaining. By Evwtn F. BEAL and Epwarp D. 
WickersHAM. Homewood, Ill.: Richard D, Irwin, 1959. Pp. xvii, 738. 
$7.50 

This book is true to its title for it emphasizes practice rather than theory. 
It probably will be of most interest to teachers and students technique courses 
and of little, if any, interest to professional labor economists. Economic 
aspects of collective bargaining are either missing or crudely treated. Such 
subjects as full employment, inflation, key wage settlements, and the wage- 
price spiral, are not even mentioned in the index. A short “digression” on 
wage theory is aptly titled. It does not succeed in its aim “... to make a 
modest contribution to the methods of theoretical analysis of wage determi- 
nation...” (p. 155). The alleged contribution stems from two postulates: 
“Craft-union wage bargaining is for a standard and uniform union rate...” 
“Industrial-union wage bargaining . . . is for a structure of unequal rates...” 
(p. 155). 

The central theme of the book may be summarized as follows: Collective 
bargaining can be explained and analyzed in terms of practice in two “model” 
situations, (a) craft unionism, and (b) industrial unionism. Part I of the 
book attempts to set the stage, with an historical review of collective bargain- 
ing in the United States, and descriptions of unions, employers and the role 
of government. The next four chapters deal with special types of union situa- 
tions, in (1) craft industries, (2) factories, (3) extractive, distributive and 
service industries, and (4) white-collar situations. Part I closes with four 
chapters on: (a) areas of agreement and disagreement, (b) negotiation, (c) 
strike strategy and tactics, and (d) the nature of the labor agreement. The 
mission of Part I is apparently to make the case that craft and industrial 
unions are different and to argue that this explains differences in collective 
bargaining practice. 

Part II is titled “Issues in Collective Bargaining,” and includes conventional 
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subjects such as union and management security, wage structures and adjust- 
ments, hours and working conditions, pension and welfare plans, employment 
security, and technological change. It closes with a chapter on contract ad- 
ministration, a curious subheading under “issues in collective bargaining,” 
and to this reviewer at least, giving too little emphasis to this subject. 

Part ITI consists of 17 arbitration cases for student analysis. The book has 
an author and a subject index. The latter is weak. 

Each chapter lists several “topics for investigation” presumably for students 
although these must be students of heroic stature. Thus, for example, one 
exercise consists of preparing and conducting an attitude survey of white- 
collar workers. Another consists of writing the history of a local industrial 
union, Selected annotated bibliographies of varying quality are given at the 
end of each chapter. There is no reference to wage theory in the bibliography 
on that chapter; the chapter including union critique of time study does not 
refer to Gomberg’s basic work; the basic book by Turnbull, Williams and 
Cheit is not mentioned in connection with economic security, nor is Murray 
Latimer referenced in connection with GAW. In general, the numerous ex- 
hibits scattered through the text are helpful and of good quality. 

The limited analysis provided by this bcok is based too frequently upon 
pontifical assertions and stereotyped descriptions. For example, “Wages are not 
and have never been the central issue for the factory employee” (p. 173); 
“The management man is likely to be a believer in . . . rugged individualism” 
(p. 244). It is suggested that the different approaches of unions and manage- 
ment reflect differences in “mentality” (p. 244). 

Several topics are discussed inadequately, including economic versus unfair 
labor practice strikes; prevention of disputes; grievances, mediation and fact- 
finding; employment stabilization; arguments pro and con for industry-wide 
bargaining; and union security. Public policy aspects of collective bargaining 
typically are not discussions of social issues but rather emphasize impacts 
` upon collective bargaining practices, Although the preface promises a dis- 
cussion of the problem of labor racketeering, this section of the book is puny. 
The sections on union and employer policy could be strengthened. Addition 
of the concepts of agency-management, and unions as quasipublic institutions, 
would be helpful. 

In summary, this book is descriptive rather than analytical, and chock: full 
of oversimplified generalities. It is organized around the premise that there 
are demonstrable differences between craft and industrial unions, and that 
these differences are important to the understanding, and the practice, of col- 
lective bargaining. The book is frankly oriented toward the pragmatic or prac- 
tical reader. It provides some good descriptions of institutions and processes. 
It appears to be aimed at the elementary student in the technical course and 
night school students, rather than the would-be professional or professional 
labor economist, or industrial relations specialist. This volume will appeal 
most to those whose courses emphasize practice and the “practical” aspects of 
collective bargaining. 

HERBERT G. HENEMAN, JR. 

University of Minnesota 
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Labor Economics and Industrial Relations. By DALE YopER and HERBERT G. 
HENEMAN, Jr. Cincinnati: Soyth-Western Publishing Co., 1959. Pp. x, 
726. $6.75. 

The usual question posed to the author (or prospective author) of a new 
text is “How does it differ from other works in the field?” The distinguishing 
characteristic of the book at hand is its emphasis on manpower management, 
the application of human resources in ways which develop and use their 
greatest skills and potentialities. Both authors, but particularly Professor 
Yoder, have published more advanced volumes on manpower management, so 
that the emphasis in this introductory text on that subject comes as no sur- 
prise. The book, therefore, does not focus the student’s attention on unions 
and collective bargaining to the extent that most basic labor texts do. 

The organization of the material begins conventionally enough with an in- 
troductory chapter followed by a discussion of the labor force. Part IT deals 
with the institutional setting “in which human resources are allocated, used, 
and conserved.” The institutions discussed are the labor market, unions, em- 
ployers, and the government. The remainder of the book, with the exception 
of a summary section, is divided into four types of current labor problems: 
industrial unrest and conflict, employment, wages, and economic insecurity. 

It is particularly in the chapters dealing with employment problems that the 
emphasis on manpower management is evident. The chapters on wage prob- 
lems include one on historical wages, another on marginal productivity and 
bargaining wage theories, and a third on full-employment wage theory. The 
last mentioned chapter turns out to be primarily a discussion of national in- 
come determination, in which Keynes’ views on wages and employment are 
dealt with too briefly and without sufficient clarity. This latter problem is not 
helped by an apparent error on page 519 in the following statement (italics 
added) : 


. .. Keynes notes that public policy may choose between the alternatives 
of a fixed price level and higher wages or a rising price level and stable 
wages. 


The footnote reference is to pages 270-71 of The General Theory, where 
Keynes speaks of a falling price level and stable wages. 

In the preface, the authors speak of two goals the text seeks to accomplish: 
to serve (1) as a general introduction to the broad field of modern industrial 
relations, and (2) as a background in citizenship training for those who take 
no additional courses in the field. In the opinion of the reviewer, the book is 
more suitable for the first objective than for the second. 

The authors use a great amount of descriptive material, and they present 
it reasonably well. In any field of applied economics a certain minimum of 
such information is essential. For prospective practitioners of industrial rela- 
tions, detailed descriptive material and frequent use of examples may be both 
necessary and worth while. However, for citizenship training, excessive infor- 
mation of this type may interfere with presentation of the analytical frame- 
work, which, it is hoped, will help the reader gain some insight into both cur- 
rent and future labor problems. 
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Another aspect of the book which tends to interfere with a clear develop- 
ment of the analysis of labor problems is the authors’ apparent assumption 
that the student has had no previous work in economics. As ‘a result con- 
siderable space is devoted to detailed explanations of the most elementary con- 
cepts of economics. Often this results in diverting the flow of thought from the 
discussion of the labor problem under study. Even in schools of business, most 
students are expected to take economic principles, usually before taking 
courses in industrial relations or labor problems. It would seem reasonable for 
the author of a text on labor economics and industrial relations to assume 
that the student has had some introduction to economics. On that assumption, 
preliminary exposition for the analysis of particular labor problems can be 
handled more expeditiously than is done in this text. 

This volume is likely to be of most interest to schools of business or insti- 
tutions specializing in industrial relations, since it does a good job of tying in 
manpower management with labor economics. 

RoBert R. FRANCE 

University of Rochester 


Population; Welfare Programs; Standards of Living 


Population and Progress in the Far East. By WarreN S. THompson..Chicago: 

_ University of Chicago Press, 1959. Pp. ix, 443. $7.50. 

Once again Warren S. Thompson has given us a broad survey of the “popu- 
lation problem” of Asia. As in his earlier bocks, Danger Spots in World Pop- 
ulation (1929) and Population and Peace in the Pacific (1946), he is con- 
cerned with the threat of population growth to economic progress and world 
peace. The body of the work is a series of chapters assessing population, agri- 
culture and industrialization in Japan, India, China, Pakistan, Ceylon, South- 
east Asia, Taiwan and Korea. They form the basis in turn for a gloomy fore- 
cast of Asia’s prospects for raising living standards during the next generation, 
and a prediction that political tensions will rise as aspirations remain unful- 
filled. 

The volume can be recommended especially to college students and other 
nonspecialists seeking to orient themselves broadly in the demographic and 
economic affairs of Asia. The most authoritative sections are those reviewing 

rends in fertility, mortality and natural increase. Country by country the 
Malthusian realities of the scene are laid bare: birth rates lingering at 40-45; 
death rates dropping to 25 and below. Asia’s population generally (excepting 
that of Japan) is expected to grow at a rate of 1.5 per cent or more for at least 
another generation. 

Despite this prospect, says the author, few Asian leaders are yet committed 
to any determined, massive effort to bring birth rates under control. He may 
be a little less than just to the Indians in this regard. On the other hand, 
Peiping is credited with more purpose here than recent reports bear out. He 
himself refrains from any specific proposals as to how to overcome the formid- 
able cultural and economic barriers to widespread family limitation. This is 
regrettable in view of his long study of the problem. 
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The economic analysis that accompanies these population projections is 
necessarily less rigorous and conclusive. Thompson interweaves fact and argu- 
ment to support his view that development programs of the magnitude now 
prevailing in most Asian countries are unlikely to raise living standards sub- 
stantially in the near future. This may well be true. At a number of points, 
however, his generalizations seem too sweeping, and sometimes unnecessarily 
pessimistic. For example, he cites “the strong movement toward autarchy” 
(p. 398) as foreclosing any significant relief of population pressure from in- 
ternational trade in food, machinery or other essentials. This leads him vir- 
tually to write off Japan’s economic future, despite her remarkable comeback 
since the war. As for Communist China, his skepticism may be warranted. But 
the truth is that we still lack the data to assess her record since 1949, still 
more to predict her future. The author’s chapters on China are less persuasive 
than those on India and the rest of southern Asia. He has some telling criti- 
cisms of India’s complacency over her agricultural problem. 

Mounting political tensions throughout Asia are bound to grow out of eco- 
nomic frustration, the author feels. In particular, he fears that disappointment 
among Asian peoples over their continuing poverty will arouse resentment over 
their relative disadvantage in land and other resources per capita. It is sug- 
gested that Japan may thus be led to try to seize New Guinea; China may 
move south into the unused lands of the Indo-chinese peninsula; India may 
cast covetous eyes on Burma or Madagascar, 

Such suspicions seem gratuitous at the present juncture. In any event they 
are supported here with little historical or theoretical analysis. Even the case 
of Japan, so often cited, hardly bears out the “have not” theory of aggression. 
Had Japan possessed more rice land, or oil and iron a generation ago, would 
her militarists have been less inclined to territorial conquest, or her people 
less readily led and coerced down the road to war? It is easier to believe that 
more resources at home would have enabled Japan to conquer her neighbors 
more handily. So it may be with Mao’s China today. Thompson himself re- 
marks that the Peiping regime is ridden with an ideology that is tense and 
aggressive, regardless of the resources at its command. Significantly, the great- 
est international seizures of wealth and income since the second world war 
have been the depredations of the Soviet Union in Eastern Europe, through 
conquest, reparations and other levies, despite the great Russian frontier to 
the east. 

This is not to say that economic pressures may not contribute to political 
tension and disorder. Nor is it to dismiss international inequality in wealth 
and income as of no concern to world peace. On the contrary, it poses one of 
the great dilemmas in building a stable world society based on liberal princi- 
ples. Thompson is essentially saying in this book that it will become still more 
intractable if unrestrained breeding among non-Western peoples widens fur- 
ther the disparities that already exist. On this no one can disagree. 


Wit11am W. Lock woop 
Princeton University 
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Health Insurance. By O. D. Dickerson. Homewood, Ill.: Richard D. Irwin, 
1959. Pp. xvi, 500. $6.00. 

This book is intended to serve as a text in college courses and in training 
programs sponsored by insurance organizations. Its 19 chapters discuss, first, 
the general problem of ill health and the types of insurance developed to meet 
this risk, then the expense and income coverages presently available and, 
finally, the intricate operations of health insurers. Industry “codes,” uniform 
policy provisions, etc. are included in appendices. Although the facts are well 
organized and clearly presented and the bibliography is reasonably complete, 
the treatment of certain crucial “problems and issues” is less than satisfactory. 

Old-age, survivors and disability insurance is fully described, for example, 
and the author acknowledges that social insurance is indeed insurance, a view- 
point not shared throughout the industry nor even the Ways and Means Com- 
mittee. The “disability rider” available through the Veterans Administration 
is, however, overlooked. The author laments the paucity of morbidity data 
(p. 359 et seg.) but is apparently unaware of the National Health Survey, a 
nation-wide monthly sampling survey begun in 1957 by the Public Health 
Service that is complementary and analogous to the well-known Current Popu- 
lation Survey of the Bureau of Census. And, despite their manifest relevance, 
the book’s index lists neither “collective bargaining,” “fringe benefit” nor 
“labor union.” The omissions are the author’s, not the indexer’s. 

More significant matters are also handled cavalierly or superficially. With 
respect to health insurance after age 65, the author merely concludes that 
“adequate coverage will presumably have to wait for development of policies 
which provide for funding the benefit costs throughout the insured’s working 
life” (p. 333). Not from this text will the student learn that extension of old- 
age, survivors and disability insurance to provide retirees with hospital and 
surgical insurance benefits is currently the most controversial question in this 
field. Even more serious is the scanty discussion of overutilization (pp. 136-41, 
187-90). The author ignores the substantial evidence that prepayment of 
physicians’ services for outpatient diagnosis and early treatment tends to re- 
duce the incidence of hospitalization. This has been the experience of the con- 
sumer-sponsored plans (so summarily dismissed on p. 188) that offer the best 
alternative to further government intervention into the market for health 
insurance. 

Dickerson’s work is welcome, but it should be considered only a first ap- 
proximation of a thorough college-level text on the subject of health insurance. 
Future efforts should emphasize the disparity between the demand perceived 
by demographers and the supply offered by health insurers. Morbidity data 
indicate increasing long-term illness and the advantage of preventive services; 
as yet, most policies cover only short-term illness and emergency treatment. 
There may still be time for private, voluntary health insurance to redress the 
balance, but the hour grows late. 

THEODOR SCHUCHAT 

Washington, D.C. 
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ArnswortH, K. G. Impact of grants-in-aid upon industry. Am. Jour. Econ. Soc., Oct. 
1959, pp. 27-43. 

Baratz, M. S. ann Farr, H. T. Is municipal finance fiscally perverse? Nat. Tax Jour., 
Sept. 1959, pp. 276-84. 

BOETTCHER, C. Zur Problematik der Besteuerung des Gewinns einerseits und der Aus- 
schüttungen bzw. Entnahmen andererseits. Finanzarchiv, 1959, 20 (1), pp. 143-50. 

BÜHLER, O. Uber einige Prinzipien des internationalen Steuerrechts. Finanzarchiv, 1959, 20 
(1), pp. 151-63. 

Cornick, P. Property tax and housing. Am. Jour. Econ. Soc., Oct. 1959, pp. 17-25. 

Frank, M. Réflexions sur une réforme de la fiscalité en Belgique. Cahiers Econ. de 
Bruxelles, Jan. 1959, pp. 277-320, 

GEERTMAN, J. A. Comparaison des régimes fiscaux néerlandais et belges, du point de vue 
de leur incidence sur l'économie de I’entreprise. Annales de Sci. Econ. Appliquées, Oct. 
1959, pp. 459-78. 

GIORGETTI, A. Legittimazione e produttività della spesa pubblica. (With English summary.) 
Risparmio, Sept. 1959, pp. 1359-70. 

Harrer, H. Bemerkungen zur progressiven Besteuerung und zur steuerlichen Leistungs- 
fähigkeit. Finanzarchiv, 1959, 20 (1), pp. 35-57. 

Hansen, B. Stadsbudgetens verkningar. (The effects of the state budget.) Ekon. Tids., 
Sept. 1959, pp. 128-45. 

Harris, J. P. Legislative control of expenditure: the Public Accounts Committee of the 
British House of Commons. Can. Pub. Admin., Sept. 1959, pp. 113-31. 

Hax, K. Unternehmenserhaltung und Gewinnbesteuerung. Finanzarchiv, 1959, 20 (1), 
pp. 102-14. 


HipscumMann, W. Die Mitarbeit von Wirtschaftsorganisationen im Rahmen des deutschen 
Steuerwesens. Finanzarchiv, 1959, 20 (1), pp. 133-42. 


Iro, H. New facts and figures on Japanese public finance. Annals Hitotsubashi Acad., Aug. 
1959, pp. 1-20. 


Jecut, H. Der Problemkreis “Besteuerung und Wirtschaftspolitik” in der deutschen 
finanzwissenschaftlichen Literatur. Finanzarchiv, 1959, 20 (1), pp. 5-22. 


Krzin, F. Grundgesetz und Steuerrefo-men. Finanzarchiv, 1959, 20 (1), pp. 115-32. 


Matezizux, R. Quelques aspects des problèmes fiscaux du Marché commun. Rev. Sci. Fin., 
Oct.-Dec. 1959, pp. 610-29, 


Merriam, R. E. Federal fiscal policy: its impact on local government finance. Mun. Fin., 
Aug. 1959, pp. 10-16. 


MisHan, E. J. anb Dicxs-Mireaux, L. A. Imposición progresiva en una economia 
inflacionaria. Investigacion Econ., 1959, 19 (3), pp. 441-56. 


Moss, J. Tax burdens in common market countries. Nat. Tax Jour., Sept. 1959, pp. 216-31. 


OLDMAN, O. AND TEMPIE, R. Etude comparée de l’imposition des personnes mariées. Rev. 
Sci. Fin., Oct.-Dec. 1959, pp. 551-74. 


Prums, W. T., Jr. The priorities of federal taxes over state and local taxes. Nat. Tax Jour., 
Sept. 1959, pp. 204-15. 


Prest, A. R. The expenditure tax and saving. Econ. Jour., Sept. 1959, pp. 483-89. 


Ropinson, W. C. Financing of federal authorities. Am. Jour. Econ. Soc., Oct. 1959, pp. 
45-63. 


Scumotpers, G. “Unmerkliche” Steuern. Finanzarchiv, 1959, 20 (1), pp. 23-34. 

Soup, C. S. Some implications for public finance in Shackle’s expectation analysis. Metro- 
economica, Apr.-Aug. 1959, pp. 89-103. 

. The theory of public finance (review article). Am. Econ, Rev., Dec. 1959, pp. 
1018-29. 

SmiTH, E. K. Massachusetts personal income tax revision. Nat. Tax Jour., Sept. 1959, 
pp. 239-59. 
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Sovre, D. M. Shifting of the corporate income tax: a dynamic analysis, Jour. Finance, 
Sept. 1959, pp. 390-402. 

Stucxen, R. Unterschiede bei der Rücklagen- und Schuldenpolitik des Staates und der 
Gemeinden. Finanzarchiv, 1959, 20 (1), pp. 93-101. 

Tuam, H. Ein vernachlassigtes Problem finanzpolitischer Sparférderung. Finanzarchiv, 
1959, 20 (1), pp. 58-73. 

The federal budget. Articles by M. H. Stans, S, M. Cohn, L. H. Noble, J. A. Miller. Fed. 
Accountant, Sept. 1959, pp. 5-69. 

Government expenditures and inflation: five articles by M. H. Stans, G. Colm, G. Meany, 
H. Perry and C. M. Shanks, Annals Am. Acad. Pol. Soc. Sci., Nov. 1959, pp. 19-54. 
Taxation as a curb on inflation: six articles by H. M. Groves, M. R. Gainsbrugh and 
J. F. Gaston, E. P. Schmidt, J. F. Due, P, G. Craig, L. H. Kimmel. Annals Am. Acad. 

Pol. Soc. Sci., Nov. 1959, pp. 55-100. 


International Economics 


Amuzecar, J. Foreign technical assistance: sense and nonsense. Soc. Research, Autumn 
1959, pp. 253-71. 

Ausrey, H. G. Sino-Soviet aid to South and Southeast Asia. World Pol., pp. 62-70. 

Baza, K. Balance of trade and economic growth in Japan. Annals Hitotsubashi Acad., 
Aug. 1959, pp. 37-63. 

BEHRMAN, J. H. State trading by underdeveloped countries, Law and Contemp, Problems, 
Summer 1959, pp. 454-81. 

Buacwatt, J. Growth, terms of trade and comparative advantage. Econ. Internaz., Aug. 
1959, pp. 393-414. 

Brack, J. Arguments for tariffs. Oxford Econ. Papers, June 1959, pp. 191-208. 

Brarnarb, H. G. Present-day applications of Graham’s theory of international values. Rev. 
Soc. Econ., Sept. 1959, pp. 126-35. 

Breter, F.- A. Multilatéralisme, contrôle des changes et balance des paiements dans la 
politique économique des Etats-Unis. Cahiers de Inst, de Sci. Econ. Appliquée, no. 92, 
Oct. 1959, pp. 171-83. 

DE Fonzo, F. Il diritto di stabilimento nella Comunità economica europea. Riv. di Pol. 
Econ., Oct. 1959, pp. 1574-88. 

Detivants, D, Y. Croissance et importations d’une région sous-développée. Cahiers de 
l'Inst. de Sci. Econ. Appliquée, no. 92, Oct. 1959, pp. 47-74. 

pE Lovnrosse, H. Belgique, Benelux et Marché commun. Annales de Sci. Econ, Ap- 
pliquées, Oct. 1959, pp, 365-85, 

pe Narpo, V. Variazioni monetarie e tributi—effetti sul mercato internazionale. Riv. di Pol. 
Econ., Aug.-Sept. 1959, pp. 1411-36, 

Fauve, L. Disparité de prix et volume relatif des échanges: effet des fluctuations de 
change entre 1929 et 1939. Cahiers de I’Inst. Sci. Econ. Appliquée, May 1959, pp. 1-26. 

FENSTERWALD, B., Jr. United States policies toward state trading. Law and Contemp. 
Problems, Summer 1959, pp. 369-97, 

Garan, J. M. La estructura del mercado de cereales en la Comunidad Económica Europea. 
De Economia, July-Aug. 1959, pp, 671-88. 

Garcia Reywoso, P. Dos conferencias sobre el mercado común latinoamericano. El 
Trimestre Econ., Oct.-Dec. 1959, pp. 541-60. 

Gast, G. Finanzpolitische Probleme des Gemeinsamen Marktes. Finanzarchiv, 1959, 20 
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Herczec, K. L. Scambi oriente-occidente e integrazione europea. Riv. di Pol. Econ., Nov. 
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Hormann, W. Marché Commun et concurrence. Cahiers de Inst. de Sci. Econ. Appliquée, 
no. 92, Oct. 1959, pp. 113-56. 

Horterman, L. The interpretation and use of Japanese foreign trade statistics. Econ. 
Develop. and Cult. Change, Oct. 1959, pp. 69-78. 

Horzer, M. Die Freizügigkeit der Unternehmungen und der Arbeit. Aussenwirtschaft, Sept. 
1959, pp. 250-65. 

Incram, J. C. State and regional payments mechanisms. Quart. Jour. Econ., Nov. 1959, 
pp. 619-32. i 

Jounson, H. G. Vers une théorie générale de la balance des paiements. Cahiers de lInst. 
Sci. Écon. Appliquée, May 1959, pp. 1-12. 

Kemr, M. C. Depreciation in disequilibrium. Can. Jour. Econ. Pol. Sci, Nov. 1959, pp. 
431-38. 

Lannau, G. D. Considerations of an irternational administrative service. Econ. Develop. 
and Cult. Change, Oct. 1959, pp. 48-63. 

Marcy, G. Libération progressive des échanges et aide a exportation en France depuis 1949. 
Cahiers de l'Inst. Sci. Econ. Appliquée, May 1959, pp. 1-20. 

Maswnata, A. Les Etats-Unis et économie mondiale—échanges commerciaux et inves- 
tissements a Pétranger. Cahiers de l’Inst. de Sci. Econ. Appliquée, no. 92, Oct. 1959, 
pp. 157-70. 

Mever, F. V. The terms of trade of manufactures. Econ. Jour., Sept. 1959, pp. 507-21. 

Mrxesett, R. F. ano Werrs, D. A. State trading in the Sino-Soviet bloc. Law and 
Contemp. Problems, Summer 1959, pp. 435-53. 

Morcan, T. Long-run terms of trade between agriculture and manufacturing. Econ. 
Develop. and Cult. Change, Oct. 1959, pp. 1-23. 

Nurxsse, R. Le commerce des pays sous-développés et les conditions internationales de 
croissance. Cahiers de PInst. de Sci. Econ. Appliquée, no. 92, Oct. 1959, pp. 19-46. 

Ortov, N. The foreign trade of the Soviet Union under present conditions, Prob. Econ., 
Sept. 1959, pp. 26-33. 

Ouin, M. State trading in Western Hee Law and Contemp. Problems, Summer 1959, 
pp. 398-419. 

PatEL, S. J. Export prospects and economic growth: India. Econ. Jour., Sept. 1959, pp. 490- 
506. 

Pazos, F. La protezione doganale come politica di sviluppo economico. (With English 
summary.) Mondo Aperto, Oct. 1959, ap. 341-60. 

Penctaov, C. La liquidation de l'Union européene de paiements et l'accord monétaire 
européen. Rev. Econ., Sept. 1959, pp. 755-83. 

Pizer, S. AND Cutter, F. U.S. industry expands investment abroad. Surv. Curr. Bus., Oct. 
1959, pp. 16-20. 

Ricorarp, J. De Punion française à la communauté, Rev. d’Econ. Pol, July-Oct. 1959, 
pp. 477-540. 

Rionp, G. La nuova Comunità francese: struttura politico-costituzionale ed aspetti 
economici. Riv. di Pol. Econ., Nov. 1959, pp. 1761-79. 

Satter, W. E. G. Internal and external balance—the role of price and expenditure effects. 
Econ. Record, Aug. 1959, pp. 226-38. 

SHARRON, A. O. Japanese consumption, external disequilibrium and their statistical meas- 
urement. Rev. Soc. Econ., Sept. 1959, pp. 136-50. 

Spurser, N. The Soviet-bloc foreign trade system. Law and Contemp. Problems, Summer 
1959, pp. 420-34. 

TINBERGEN, J. Fines y medios de una politica económica internacional. De Economia, 
July-Aug. 1959, pp. 635-44, 

Tsrawe, S. C. Fluctuating exchange rates in countries with relatively stable economies: 
some European experiences after Worid War I. Internat. Mon. Fund Staff Papers, Oct. 

© 1959, pp. 244-73. 
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Ucuna, K. Trading commerce between Japan and the sterling area in the post-war 
periods. Bull. Univ. Osaka Prefecture, 1959, 3, pp. 85-102. 

Uzawa, H. Prices of the factors of production in international trade. Econometrica, July 
1959, pp. 448-68. j 


von BöÖvENTER, E. The production elasticity of U.S. raw material imports. Econ. Internaz., 
Aug. 1959, pp. 470-91. 

WELLER, J. Flexibilité ou fluctuation des changes? Rappel des effets de change constatés 
au cours de l’expérience française des années 1919-1929. Cahiers de I’Inst. Sci. Econ. 
Appliquée, May 1959, pp. 1-13. 

Yeacrer, L. B. The misconceived problem of international liquidity, Jour. Finance, Sept. 
1959, pp. 347-60. 

The U.S. balance of payments, 1958-59. Fed. Res. Bull., Oct. 1959, pp. 1235-41. 


Business Finance; Investment and Security Markets; Insurance 


ANDREWS, V, L. Pension funds in the securities markets. Harvard Bus. Rev., Nov.-Dec. 
1959, pp. 90-102. 

Barker, C. A. Price changes of stock-dividend shares at ex-dividend dates. Jour. Finance, 
Sept. 1959, pp. 373-78. 

CHATTERJEE, P, Joint-stock companies in a socialist pattern of society—an economic 
interpretation. Asian Econ. Rev., Aug. 1959, pp. 399-414. 

Kewapyiay, B. anp Derricxson, G. F. Business financing in 1959. Surv. Curr. Bus., Oct. 
1959, pp. 11-15+. 

Reirano, P. Autofinanziamento e fluttuazioni cicliche. Riv. di Pol, Econ., Nov. 1959, 
pp. 1733-59. 

VERSTRAETEN, L. De gemeenschappelijke beleggingsfondsen (II). (With English sum- 
mary.) Tijdschrift v. Econ., 1959, 4 (3), pp. 349-66. 

Wison, T. Equities and growth. Lloyds Bank Rev., Oct. 1959, pp. 14-31. 


Symposium on the Securities and Exchange Commission. Geo. Wash. Law Rev., Oct. 
1959, pp. 1-391. 


Business Organization; Managerial Economics; 
Marketing; Accounting 


Craput-Auguier, G. La valeur économique du travail ménager. Cahiers Econ. de 
Bruxelles, July 1959, pp. 593-600. 

Evans, F. B, Psychological and objective factors in the prediction of brand choice: Ford 
versus Chevrolet. Jour. Bus., Oct. 1959, pp. 340-69. 

Fitca, W. C. Depreciation on mass properties—an application of statistical concepts. N.A.A. 
Bull., Dec. 1959, pp. 39-50. 

GAMBLE, F. R. Advertising agency costs & profits. Harvard Bus. Rev., Nov.-Dec. 1959, 
pp. 103-12. 

Haynes, W. W., Towards a general approach to organization theory. Jour. Acad. Manag., 
Aug. 1959, pp. 75-88. 

Juns, A. F. Price variations among automobile dealers in Chicago, Illinois. Jour. Bus., 
Oct. 1959, pp. 315-25. 

McCuetranp, W. G. Pricing for profit in retailing. Jour. Indus. Econ., July 1959, pp. 
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Sotnorsky, R. M. Accountant’s vs. economist’s concepts of break-even analysis. N.A.A. 
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Swerarer, H., R. Khrushchev’s revolution in industrial management. World Pol, Oct. 
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Tarrin, W. Advertising appropriation policy. Economica, Aug. 1959, pp. 227-39. 

Van Lierve, P. A. Price-level changes and. capital consumption allowances. Jour. Bus., 
Oct. 1959, pp. 370-82. 
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Woops, R. S. Theory and practice in the capitalization of selling costs. Accounting Rev., 
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Industrial Organization; Government and Business; 
Industry Studies 


Atremann, H, Die Verwirklichung der Konzeption des “Méglichen Wettbewerbs” im 
Schweizerischen Kartellgesetzentwurf. Wirtschaft und Recht, 1959, 12 (3), pp. 145-62. 

ALPERT, S. B. Economy of scale in the metal removal industry. Jour. Indus, Econ., July 
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Crark, C. D. anv Orsen, B. M. Technological change in the textile industry. So. Econ. 
Jour., Oct. 1959, pp. 125-33. 

Coase, R. H. The Federal Commiiniications € Commission. Jour. Law and Econ., Oct. 1959, 
pp. 1-40. 

Dennison, S. R. The British Restrictive Trade Practices Act of 1956. Jour. Law and 
Econ., Oct. 1959, pp. 64-83. 

Dvr, J. F. An empirical study of abandonment decisions, Jour. Finance, Sept. 1959, pp. 
361-72. 

Ecwico, K. Development of postwar Japanese shipbuilding industry and revival of monop- 

_ oly. Kyoto Univ. Econ. Rev., Oct. 1958, pp. 35-58. 

Fouraxer, L. E. Trouble in the technique industry. Jour. Bus., Oct. 1959, pp. 327-39. 

Gicer, H. G. Eine rechtliche Würdigung des Kartellgesetzentwurfes. Wirtschaft und Recht, 
1959, 11 (3), pp. 163-78. 

Hansen, V. R. The administration of federal antitrust laws. Antitrust Bull., May-June 
1959, pp. 427-38. 

Kuarrina, E. The state enterprise under the new conditions of industrial management. 
Prob. Econ., Sept. 1959, pp. 39-43, 

Levin, H. J. Broadcast regulation and intermedium competition. Virginia Law Rev., 
Nov. 1959, pp. 1104-35, 

Lyrron, H. D. Recent productivity trends in the federal government: an exploratory 
study. Rev. Econ. Stat., Nov. 1959, pp. 341-59. 

Smarr, C. H. The. allocation of goods traffic between road and rail. Jour. Indus. Econ., 
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Sincu, P. The monopoly problem: its implications in India. Indian Jour. Econ., Oct. 
1958, pp. 183-90, 

SPINELLI, A. P. Nuestra legislación represiva de los monopolios y las nuevas formas de 
organizacion de la produccion, (With English summary.) Económica, July 1956-June 
1957, pp. 19-62. 

Stocxinc, G. W. Economic change and the Sherman Act: some reflections on “workable 
competition.” Antitrust Bull., May-June 1959, pp. 375-425. 

TAUBMAN, J. Pools, combinations, conspiracies and joint ventures. Antitrust Bull., May- 
June 1959, pp. 341-73. 

Westwoop, J. N. Soviet railway development. Soviet Stud., July 1959, pp. 22-48. 

Woop, H. R. The measurement of employment cost and prices in the steel industry. Rev. 
Econ. Stat., Nov. 1959, pp. 412-18. 
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Land Economics; Agricultural Economics; Economic Geography; 
Housing 

Burmovicn, A. D. Concentration of agriculture in the United States. Econ. Internaz., 
Aug. 1959, pp. 495-527. 

Brewster, J. M. Long run prospects of Southern agriculture, So. Econ. Jour., Oct. 1959, 
pp. 134-40. 

Cocurans, W, W. Some further reflections on supply control. Jour. Farm Econ., Nov. 
1959, pp. 697-717. 

Coutmuy, P. La politique agricole de la V° République. Rev. Econ., Sept. 1959, pp. 784- 
92, 

Cromarty, W, A. An econometric model‘ for United States agriculture. Jour, Am. Stat. 
Assoc., Sept, 1959, pp. 556-74, 

Feroupr, F. Politica congiunturale e politica degli investimenti con riguardo all’edilizia 
residenziale. (With English summary.) Riv. Internaz. di Sci. Econ. e Com., Oct. 1959, 
pp. 905-20. 

Harrerr, G. The economic position of British agriculture. Econ, Jour., Sept. 1959, pp. 
522-39. 

Heapy, E. O. anb Ecpert, A. C. Programming regional adjustments in grain production 
to eliminate surpluses. Jour. Farm Econ., Nov. 1959, pp. 718-33. 

Kanan, A. Changes in labor inputs in Soviet agriculture. Jour. Pol, Econ., Oct. 1959, 
pp. 451-62. 

McCarry, H. H. Toward a more general economic geography. Econ. Geog., Oct. 1959, 
pp. 283-89. 

Murman, J. W. Water law and private decision-making: a critique. Jour. Law and 
Econ., Oct. 1959, pp. 41-63. 

Parsons, K. H. Land reform in the United Arab Republic. Land Econ., Nov. 1959, pp. 
319-26. 

PersaIN, P. On the means of drawing collective farm-cooperative property closer to 
property belonging to the whole people. Prob. Econ., Sept. 1959, pp. 10-19. 

Scorr, P. The Australian CBD. Econ. Geog., Oct. 1959, pp. 290-314. 

Sosnovy, T. The Soviet housing situation today. Soviet Stud., July 1959, pp. 1-21. 

Sterner, P. O. Choosing among alternative public investments in the water resource field. 
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STOLTENBERG, C, H. An investment-opportunity approach to forestry programming. Jour. 
Forestry, Aug. 1959, pp. 547-550. 

Swanson, E. R. Research in the economics of the agricultural firm. Nationalgk. Tids., 
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Vasttvev, P. V. Prospects for industrial consumption of wood and for development of 
forest economy in U.S.S.R. under seven-year plan, 1959-1965. Jour. Forestry, Nov. 
1959, pp. 818-821. 

1959 Survey of Consumer Finances: housing of nonfarm families, Fed. Res. Bull., Sept. 
1959, pp. 1097-1113. 


Labor Economics 
Arnow, P. The International Labor Conference of 1959. Mo. Lab. Rev., Sept. 1959, pp. 
977-82. 
Bayuiss, F. J. British wages councils and full employment. Internat. Lab. Rev., Nov. 
1959, pp. 410-29. 


Brirramn, J. A. A bias in the seasonally adjusted unemployment series and a suggested 
alternative. Rev. Econ, Stat., Nov. 1959, pp. 405-11. 


PERIODICALS 285 


Dau, A. H. Lgnstrukturen i Dansk industrisiden 1946. Nationalgk. Tids., 1959, 97 (3-4), 
pp. 192-220. 

DE FALLEUR, R. La quantité de travail en Belgique (1948-1957). Cahiers Econ. de Bruxelles, 
Jan. 1959, pp. 247-76. 

, La rémunération horaire des salariés. Cahiers Econ. de Bruxelles, July 1959, pp. 
563-92. 

Derwa, L. Essai de prévision de la quantité de travail en Belgique en 1960, 1965, 1970, 
1975. Cahiers Econ. de Bruxelles, July 1959, pp. 511-28. 

Frrzwittiams, J. Employment in corporate and noncorporate production. Surv. Curr. 
Bus., Nov. 1959, pp. 18-23. 

Gordon, M. S. The older worker and hiring practices. Mo. Lab. Rev., Nov. 1959, pp. 
1198-1205. 

James, R. C. Labor mobility, unemployment, and economic change: an Indian case. Jour. 
Pol. Econ., Dec. 1959, pp. 545-59. 

Jounson, D. B. Dispute settlement in atomic energy plants, Indus. Lab. Rel. Rev., Oct. 
1959, pp. 38-53. 

KANNAPPAN, S, The Tata steel strike: some dilemmas of industrial relations in a de- 
veloping economy. Jour. Pol. Econ., Oct. 1959, pp. 489-507. 

LIEBHArsSKY, E. E. A “new” concept in wage determination: disguised productivity 
analysis. So. Econ. Jour. Oct. 1959, pp. 141-46. 

Mazumoar, D. Underemployment in agriculture and the industrial wage rate. Economica, 
Nov. 1959, pp. 328-40. 

McCormick, B. Labor hiring policies and monópolistť competition theory. Quart. Jour. 
Econ., Nov. 1959, pp. 607-18. 

PENTLAND, H. C. The development of a capitalistic labour market in Canada. Can. Jour. 
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Reppaway, W. B. Wage flexibility and the distribution of labour. Lloyds Bank Rev., 
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The Forty-third Session of the International Labour Conference, Geneva, June 1959. 
Internat. Lab. Rev., Sept. 1959, pp. 203-35. 

Wages in agriculture, 1948-1957, Internat. Lab. Rev., Nov. 1959, pp. 430-41, 

Wage negotiations and wage policies in Sweden: I, II. Internat, Lab, Rev., Oct., Nov. 
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Population; Welfare Programs; Standards of Living 


Ancenot, L. H. J. Het Westen des lands, De Economist, Sept. 1959, pp. 577-612. 


Bacumura, F. T. Man-land equalization through migration. Am, Econ, Rev., Dec. 1959, 
pp. 1004-17. 

CHANDRASEKHAR, S. China’s population problems: a report. Population Rev., July 1959, 
pp. 3-38. 

, Population growth and food supply in India. Pop. Rev., Jan. 1959, pp. 72-84. 

DESCHUYTENEER, L. Quelques aspects économiques de la Sécurité sociale. Cahiers Econ. 
de Bruxelles, Apr. 1959, pp. 427-96. 

GARBARINO, J. W. Price behavior and productivity in the medical market. Indus. Lab. 
Rel, Rev., Oct. 1959, pp. 3-15. 
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Hucues, R. B., Jr. Human fertility differentials: the influence of industrial-urban de- 
velopment on birth rates. Population Rev., July 1959, pp. 58-69. 


Maver, K. Fertility changes and population forecasts in the United States. Soc. Researsh, 
Autumn 1959, pp. 347-66. 


Minocucut, T. Increasing populations and industrial structures, Annals Hitotsubashi 
Acad., Aug. 1959, pp. 81-90. 


Newrx, J. A. Two notes on population. Soviet Stud., July 1959, pp. 49-60. 
PopracuixH, P. The population of the Soviet Union. Prob, Econ., Sept. 1959, pp. 20-25. 


Sauvy, A, Repercusiones de los factores sociales y económicos sobre el crecimiento de la 
población. Investigacion Econ., 1959, 19 (3), pp. 467-78. 


Spencer, D. L. Population growth and foreign aid. Pop. Rev., Jan. 1959, pp, 63-71. 


Related Disciplines 
Turtock, G. Problems of majority voting. Jour. Pol. Econ., Dec. 1959, pp. 571-79. 


NOTES 


George W. Stocking, of Vanderbilt University, has been appointed chairman of the 
American Economic Association nominating committee. Suggestions for officers of the 
Association in 1961 should be sent to him as early as possible, 


John Perry Miller, editor of the forthcoming Cumulative Index to Economic Periodical 
Articles in the English Language 1886-1959, is now editing author entries and would like to 
have the correct form of names that have undergone change. Such changes—for example, 
married women who have published under maiden names, “juniors” that have keen dropped, 
variant spellings—should be sent to Mrs. Dorothy F. Livingston, Yale University Library, 
New Haven, Connecticut. 


THE Economics InstiruTe FOR ForEIGN STUDENTS 


In the summer of 1960 (June 27 to August 28) the third Economics Institute will be held 
at the University of Colorado with Wyn F. Owen as Director. The Economics Institute is 
designed to refresh and, where necessary, to supplement foreign member students’ prelimi- 
nary training in economics, English, and mathematics, so that they may begin their graduate 
studies on a basis more nearly comparable to that of students whose undergraduate train- 
ing has been obtained in U.S. colleges or universities. The testing program of the Institute 
clearly reinforces the judgment of its founders that foreign students commonly begin gradu- 
ate work in the United States at a very considerable handicap, and that this handicap goes 
beyond the matter of language. Even though the Institute in 1959 was attended predomi- 
nantly by students who had been awarded scholarships for the regular academic year, only 
a small minority demonstrated subject-matter background of a quality likely to carry them 
through an initial semester of graduate work without academic difficulty. 

The program is being administered by the Institute of International Education, with the 
guidance of an advisory board nominated by the American Economic Association, Current 
members of the board are Rendigs Fels, Carter Goodrich, Michael Hoffman, D. Gale Johnson, 
Irving Kravis, and Lorie Tarshis. 


Information relating to student fellowships may be obtained from departmental chair- 
men and foreign student advisers. 


1960 Survey or CONSUMER FINANCES 


The Survey Research Center of the University of Michigan is conducting the 1960 Survey 
of Consumer Finances with the support of private business and part of a $300,000 grant 
from the Ford Foundation. Conducted annually since 1946, the Survey has previously been 
supported entirely by the Federal Reserve Board. 

One part of the Ford Foundation grant is for the purpose of making Survey of Consumer 
Finances data more readily available to the academic world and more useful for tests of 
economic theory. An interuniversity facility, administered by an executive board, has been 
set up to prepare data from the annual Survey for research at other universities and to 
arrange a series of summer workshops for teachers and researchers. The first Summer Work- 
shop on the Use of Consumer Survey Data will be held from July 18 to August 13, 1960. 

The Center will also conduct a special study of low-income families next spring with 


support from the Ford Foundation, supplemented by the Office of Education and the Office 
of Vocational Rehabilitation. 
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Booxs For ASIAN STUDENTS 


The Asia Foundation would like to have donations for its Books for Asian Students 
program, now in its fourth year. Through this program, the Foundation has shipped more 
than a million books and almost a quarter million journals to universities and libraries in 
eighteen Asian countries. University, college and secondary level books (published after 
1945) and scholarly, scientific and technical journals in series of five or more years are 
needed. The Foundation will pay transportation costs from the donor to San Francisco and 
thence to Asia. All shipments or questions concerning the program should be addressed 
to: Books for Asian Students, 21 Drumm Street, San Francisco 11, California. 


Deaths 


Arthur B. Adams, University of Oklahoma, August 10, 1959. 

James H. Alphen, December 23, 1959. 

Eugen Altschul, University of Kansas City, April 26, 1959. 

Richard T. Bohan, United States Internal Revenue Service. July 21, 1959. 

Bertram J. Cahn, August 11, 1959. 

Ralph L. Dewey, Ohio State University, September 27, 1959. 

Ralph C. Epstein, University of Buffalo, November 21, 1959. 

Henry D. Locke, Liberty Mutual Insurance Company, October 18, 1959, 

W. Rupert MacLaurin, Massachusetts Institute of Technology, August 17, 1959, 
Marvel M. Stockwell, University of California, Los Angeles, December 15, 1959. 


Retirements a 


John B. Condliffe, University of California, Berkeley, December 1958. 
Paul F. Gemmill, Wharton School, University of Pennsylvania, June 1959. 
Brantson B. Holder, Washington and Lee University, June 1959. 

Carl Landauer, University of California, Berkeley, June 1959. 

Benjamin F. Lemert, Duke University, Spring 1960, 


Visiting Foreign Scholars 


Michael Beesley, University of Birmingham: visiting associate professor of industry, 
Wharton School, University of Pennsylvania. 

John R. Hicks, All Souls College, and Ursula K. Hicks, Nuffield College: lecturing at the 
University of California, Los Angeles, and visiting Stanford University and the University 
of California, Berkeley, March 1960, en route from Oxford to Japan to lecture at Osaka 
University. 

Murray C. Kemp, McGill University: visiting associate professor of economics, Massa- 
chusetts Institute of Technology, 1959-1961. 

Frederic Schreier: visiting professor of marketing, University of California, Los Angeles. 

Ingvar Svennilson: visiting research professor of economics, Yale University. 

+ Shitego Tsuru, Hitotsubashi University, Japan: visiting professor, Johns Hopkins Uni- 
versity, first term, 1960-1961. 

Leslie C. Wright, Edinburgh University: visiting Whitney professor economics, Rice 
Institute. 

J. N. Wolfe, University of Toronto: visiting professor of economics, Purdue University. e 
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Promotions 


Morris A. Adelman: professor of economics, Massachusetts Institute of Technology. 


Robert L. Ashenhurst: associate professor of applied mathematics, Graduate School of 
Business and the Institute for Computer Research, University of Chicago, July 1960. 


Edward C, Atwood, Jr.: associate professor of economics, Washington and Lee Uni- 
versity. 


A, J. Barkley: associate professor of economics, North Carolina State College. 


Jean A. Crockett: associate professor of finance, Wharton School, University of Penn- 
sylvania. 


John L. Davidson: assistant professor of management and marketing, Louisiana State 
University. 


Harold Demsetz: assistant professor of economics, University of Michigan. 


Franklin B. Evans: assistant professor of marketing, Graduate School of Business, Uni- 
versity of Chicago. 


Paul J. FitzPatrick: ordinary professor of economics, Catholic University of America. 


Arthur M. Freedman: assistant professor of finance, Wharton School, University of 
Pennsylvania. 


Francis W. Gathof: assistant professor of economics, American University. 
Bruce Glassburner: associate professor of economics, University of California, Davis. 
Everett E. Hagen: professor of economics, Massachusetts Institute of Technology. 


Reed R. Hansen: assistant professor of economics, School of Economics and Business, 
Washington State University. 


Dominic N, Khactu: assistant professor of economics, Drake University. 

R. V. Lesikar: professor of management and marketing, Louisiana State University. 
Harold M. Levinson: professor of economics, University of Michigan. 

Russell F. McDonald: instructor (research), Ohio State University. 

S. L. McDonald: professor of finance, Louisiana State University. 

Gerald M, Meier: professor of economics, Wesleyan University. 


Sidney L. Miller: assistant professor of transportation, Wharton School, University of 
Pennsylvania. 


Simon Naidel: professor of economics, American University. 

Dick Netzer: assistant vice president, Federal Reserve Bank of Chicago. 

Paul Pigors: professor of industrial relations, Massachusetts Institute of Technology. 
Raymond P, Powell: associate professor of economics, Yale University. 

James P. Quirk: assistant professor of economics, Purdue University. 


Chester Rapkin: professor of finance and city planning, Wharton School, University of 
Pennsylvania. 


Robert M. Reeser: instructor (teaching and research), Ohio State University. 

Paul N. Rosenstein-Rodan: professor of economics, Massachusetts Institute of tech- 
nology. 

Rubin Saposnik: assistant professor of economics, Purdue University. 

Ronald A. Shearer: assistant professor of economics, University of Michigan. 


Abraham J. Siegel: associate professor of industrial relations, Massachusetts Institute of 
Technology. 


Warren L, Smith: professor of economics, University of Michigan. 


Benjamin H. Stevens: assistant professor of regional science, Wharton School, Uni- 
versity of Pennsylvania. 


Daniel B. Suits: professor of economics, University of Michigan. 


Morton Zeman: supervisor, economic research section, IBM Corporation, New Vork 
City. 
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Administrative Appoinimenis 
Robert C. Beetham: director of program, United States Council, International Chamber l 
of Commerce. 
Allan M. Cartter: dean, Graduate School of Arts and Sciences, Duke University. 


Joseph L. Fisher: president and executive director, Resources for the Future, Inc., suc- 
ceeding Reuben G. Gustavson, who retired August 1959. 


Curry W. Gillmore: promoted to director of statistics and economics, IBM Corporation, 
New York, N. Y. 


Craufurd Goodwin: executive secretary, Commonwealth Studies Center, Duke University. 

Floyd A. Harper: research director, Foundation For Voluntary Welfare, Burlingame, 
California. 

John J. Hooker: head of department of economics, Catholic University of America. 


Paul Keat: promoted to supervisor of the Statistics Section, IBM Corporation, New 
York, N. Y. 


H. T. Koplin: acting director, Honors College, University of Oregon. 
Francis J. Lacy: associate survey director, Opinion Research Corporation. 


David W. MacEachron: assistant manager, Intergovernmental Economic Affairs Depart- 
ment, California Texas Oil Corporation. 


Stuart L. Mandell: head of department of economics and management, Lowell Tech- 
nological Institute. 


Dan M. McGill, Wharton School, University of Pennsylvania: executive director, S. S. 
Huebner Foundation for Insurance Education. 


S. Sterling McMillan, Western Reserve University: secretary-treasurer, Reliable Spring 
and Wire Forms Company. 


John L. O'Donnell: assistant director, Bureau of Business and Economic Research, 
Michigan State University. 


Richard Ruggles: chairman, department of economics, Yale University. 


Kenneth P. Sanow: promoted to program director, Industry Surveys, National Science 
Foundation, Washington, D.C. ‘ 


Sheldon Schaffer, Metals Division, Olin Mathieson: manager of industrial economics, 
Southern Research Institute, Birmingham, Alabama. 


Arthur Smithies: chairman, department of economics, Harvard University. 


Jack Stieber: director of the Labor and Industrial Relations Center, Michigan State Uni- 
versity, and professor of economics. 


Frank T. Stockton: executive secretary, Kansas State Interdepartmental Committee on 
Aging. 


Ben B. Sutton: vice president, Apache Oil Corporation. 


Ernst W. Swanson: professor and head of department of economics, North Carolina 
State College. 


Fred R. Yoder, Washington State University: chairman, Division of Social Sciences, 
Campbellsville College, Kentucky. 


Appointments 


Wroe Alderson: professor of marketing, Wharton School, University of Pennsylvania, 
Jakangir Amuzigar, Occidental College: Brookings research professor, 1960-1961. 


Dole A. Anderson: professor and advisor, ICA-Michigan State University project to 
organize School of Business Administration, University of Bahia. 


Robert Armstrong: lecturer in economics and business administration, Geneva College. 
Henry G. Aubrey: research fellow, Council on Foreign Relations. 
Bela Balassa: assistant professor of economics, Yale University. 
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Morton S. Baratz, Bryn Mawr College: Brookings research professor, 1960-1961. 
Donald S. Barnhart: lecturer in economics, Wharton School, University of Pennsylvania. 
Howard Baumgarten: corporate economist, Crown Zellerbach Corporation. 


Arthur A. Brennan, Jr.: instructor in statistics, Wharton School, University of Pennsyl- 
vania. 


Robert L. Bunting: associate professor of economics, North Carolina State College. 
Carl Campbell: assistant professor of economics, Whitman College. 

Neil W. Chamberlain : professor of economics, Yale University. 

William H. Chartener: economist, senior staff, Stanford Research Institute. 

Manuel H. Chavez: instructor in insurance, Wharton School, University of Pennsylvania. 


Arnold E. Crotty, University of North Carolina: instructor in accounting, School of 
Business Administration, University of Miami, Florida. 


Paul G. Darling, Bowdoin College: Brookings research professor, 1960-1961. 


Philip Davidowitz: research associate, Harvard University Graduate School of Business 
Administration. 


Dennis Davin: instructor in economics and business administration, Whitman College. 


Frederick H. Ecker: professor of life insurance, Wharton School, University of Pennsyl- 
vania. 


David Eiteman: assistant professor of finance, Graduate School of Business Administra- 
tion, University of California, Los Angeles. 
Stephen Enke: visiting professor of economics, Yale University. 


Robert Evans, Jr.: assistant professor of industrial relations, department of economics, 
Massachusetts Institute of Technology. 


Harry L. Franklin: department of economics, Georgetown University. 
Herbert A. Goertz: instructor in economics, Yale University. 
William Gomberg: professor of industry, Wharton School, University of Pennsylvania. 


Fred M. Gottheil, Duke University: assistant professor of economics, University of 
Minois. : 


Donald Grunewald: instructor, School of Business, University of Kansas. 
William Henley: instructor in economics, North Carolina State College. 


Bert G. Hickman, Brookings Institution: visiting lecturer in economics, University of 
California, Berkeley, spring semester. 


Joseph W. Holcomb, Virginia Polytechnic Institute: economist, Battelle Memorial Insti- 
tute, 


John W. Hooper: instructor in economics, Yale University. 
George D. Hughes: instructor in marketing, Wharton School, University of Pennsylvania. 
William R. Hughes: instructor in economics, Harvard University. 


Warren S. Hunsberger, University of Rochester: regional economist for Far East, Inter- 
national Cooperation Administration. 


George Karatzas: instructor, University of Vermont. 
Alfred Kraessel: professor of economics, Seton Hall University. 


Arthur M. Kruger: assistant professor of industry, Wharton School, University of Penn- 
sylvania. 


John V. Leahy, III: instructor in statistics, Wharton School, University of Pennsylvania. 


John C. Leary: economist, international, finance division, Bureau of Economic Affairs, 
U. S. Department of State. u 


Charles L. Leven: assistant professor of economics and regional science, Wharton School, 
University of Pennsylvania. 


Ta-Chung Liu: professor of political economy, Johns Hopkins University. 
Stanley T. Lowry: assistant professor of econemics, Washington and Lee University. 
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Paul W. MacAvoy: instructor in economics, Yale University. 

Wilfred Malenbaum: professor of economics, Wharton School, University of Pennsyl- 
vania. 

James L. Malone: lecturer in industry, Wharton School, University of Pennsylvania. 


Duane F. Marble: assistant professor of regional science, Wharton School, University of 
Pennsylvania. 

Nestor Marquez-Diaz: lecturer in economics, Loyola University. 

Roger G. Mauldon: research associate, department of economics and sociology, Iowa 
State University (Ames). i 

Eugene C. McCann: instructor in management and marketing, and assistant to the dean, 
College of Business Administration, Louisiana State University. 

Joseph J. Melone: instructor in insurance, Wharton School, University of Pennsylvania. 

Morris Mendelson: visiting research associate, Harvard University Graduate School of 
Business Administration. 

Glenn W. Miller, Ohio State University: visiting professor of economics, University of 
Arizona. 

Thomas E. Miller: associate professor, School of Business, University of Kansas. 

Roy E. Moor, Williams College: Brookings research professor, 1960-1961. 

Roger Opdahl: instructor in economics and business administration, Geneva College. 

Charles F. Phillips, Jr.: assistant professor of economics, Washington and Lee University. 

Gerald A. Pinsky, Columbia University: instructor, Dartmouth College. 

Harold L. Royer, Southwest Missouri State College: assistant professor of accounting, 
School of Business Administration, University of Miami, Florida. 

Kenneth Schied: lecturer in industry, Wharton School, University of Pennsylvania. 

Eugene W, Schooler: assistant professor of industry, Wharton School, University of 
Pennsylvania. 

Don A. Seastone, University of Denver: assistant professor of economics, Colorado State 
University. 

Franklin R. Shupp: instructor in operations research, department -of economics, Uni- 
versity of Illinois. 

L. George Smith: assistant professor of general business administration, Arizona State 
University. 

Paul F. Smith: associate professor of finance, Wharton School, University of Pennsyl- 
vania, 

David Snell: assistant professor of finance, Graduate School of Business Administration, 
University of California, Los Angeles. 

David Solomons: professor of accounting, Wharton School, University of Pennsylvania. 

Benjamin P. Spiro: senior finance analyst, international economic group, Stanford Re- 
search Institute. 

Case M. Sprenkle: instructor in economics, Yale University. 

Neele E. Stearns: professor of business administration, and director of the executive pro- 
gram, Graduate School of Business, University of Chicago, February 1960. 

Robert M. Stern: assistant professor of economics, Columbia College, Columbia Univer- 
sity, not instructor as published in December 1959 number this Review. 

William Stober : instructor in economics, North Carolina State College. 

Herbert E. Striner, Johns Hopkins University: senior staff, Brookings Institution. 


Paul Studenski: lecturer in Poland and Yugoslavia under Ford Foundation grant; now 
senior fiscal consultant, New York State Commission for Revision of the State Constitu- 
tion. 
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Robert Summers: associate professor of economics, Wharton School, University of 
Pennsylvania, 


Alister Sutherland: visiting instructor in economics, Wesleyan University. 


Raymond D. Thomas: professor of economics and business administration, Drury Col- 
lege (not head of department of economics and business administration, as published in 
December 1959 number this Review), 


B. E. Tsagris: assistant professor, division of business administration, Sacramento State 
College. 

Luther G. Tweeten: research associate, department of economics, Iowa State University 
(Ames), ` 


Stanislaw Wasowski, Duquesne University: economics department, Georgetown Uni- 
versity. 


Wilbur W. Widicus, Jr. : instructor, University of Vermont. 


J. S. G. Wilson, London School of Economics: chair in economics and commerce, Uni- 
versity of Hull. 


Leaves for Special Appointments and Assignments 

Edward Ames, Purdue University: visiting associate professor, Johns Hopkins Univer- 
sity, 1959-1960. 

Arthur M. Borak, University of Minnesota : University of Korea, 1959-1960. 

Colin D, Campbell, Dartmouth College: tax economist, Brookings Institution’s Korean 
Tax Advisory Group, 1959-1961. 

John S. Chipman, University of Minnesota: Duke University, 1959-1960, 

Bruce Glassburner, University of California, Davis: chairman, field staff, Indonesian eco- 
nomics project, University of California~University of Indonesia. 

Bert G. Hickman, Brookings Institution: visiting lecturer, University of California, 
Berkeley, spring semester 1960. 

Francis B. May, University of Texas: visiting professor, University of Minnesota, 1959- 
1960. 7 

Lawrence S. Ritter, New York Federal Reserve Bank: staff of The Commission on 
Money and Credit, 1959-1960. 

Wilson E. Schmidt, George Washington University: visiting professor of economic de- 
velopment, Institute on ICA Development Programming, School of Advanced International 
Studies, Johns Hopkins University. 

Karl U. Smith, University of Minnesota: visiting professor of business administration, 
Indiana University, second semester 1959-1960, 

Mervin G. Smith, Ohio State University: visiting professor, Iowa State University, 
(Ames), second semester 1959-1960. 

John G. Turnbull, University of Minnesota: visiting professor of economics, Iowa State 
University (Ames), spring term. 

Dilworth Walker, University of Utah: to head Institute of Public Administration, Uni- 
versity of Tehran, 1960-1962. 

L. Leslie Waters, Indiana University; Rose Morgan visiting professor, University of 
Kansas, second semester 1959-1960. 

Stanislaw H. Wellisz, University of Chicago: visiting professor of economics, Warsaw 
School of Planning and Statistics, and seminars, University of Warsaw, winter quarter 
1960. 

Resignations 


Paul Donham: Graduate School of Business Administration, Harvard University. 
Harold J. Ecker: Ohio State University. 
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James J. Foley: Graduate School of Business Administration, Harvard University. 
Laurent R. La Vallee: Whitman College. ; 

Edward Rosenbaum : American University. 

Paul A. Vatter: Wharton School, University of Pennsylvania. 


Miscellaneous 


Wiliam L. Doremus, New York University: national chairman, Advertising Teacher’s 
~ Committee, American Marketing Association. 

Clifford Hildreth, Michigan State University: editor, Journal of the American Statistical 
Association. 

Fritz Machlup: president, Southern Economic Association, 1959-1960. 

M. G. Taylor, University of Toronto: president, Canadian Institute of Public Adminis- 
tration. 
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AN INDEX OF SOVIET INDUSTRIAL OUTPUT 


By Norman M. KAPLAN AnD RICHARD H. MoorstEEn* 


In this paper we present (a) the results of a calculation of an index 
of Soviet industrial output, and (b) some comments on, and applica- 
tions of, these results. Underlying this paper are two studies: one on 
machinery prices and production [6] and another, which incorporates 
the relevant results of the machinery study, on the output of all indus- 
trial products [4]. This paper is a summary of the second of these 
studies and, as such, omits the detailed documentation and explanations 
which are available there or which, with respect to the machinery com- 
ponent, will be available when the machinery study is published. The 
results, shorn of important details, are presented here because the topic 
appears to be of some current interest. The results are, however, tenta- 
tive for a variety of reasons; some of them are indicated below but 
others appear only in the underlying materials. 

In Section I we present the index of industrial output and briefly 
discuss its nature and limitations. Section II is a miscellany in which 
we: (a) compare our index with others; (b) discuss some dynamic as- 
pects of Soviet industrial growth; (c) explore the indications of future 
rates of growth; (d) present an index of the output of final products; 
and (e) estimate changes in productivity. 


I. The Index 


Table 1 presents the computed index for all industrial products and 
for major components thereof; the last column presents the weights 
employed in obtaining the index from the subindexes for the major 
components. The index is intended to measure the net product of in- 
dustry, i.e., gross output less materials consumed in mining, manufac- 
turing, and electric power production. At various stages in the aggrega- 
tion, however, important compromises and approximations were neces- 


* The authors are members of the economics staff of The Rann Corporation. 
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sary: the index is computed by aggregating physical output series at 
various stages of fabrication, using 1950 price weights within certain 
groups of commodities and 1950 wage-bill weights among these com- 
modity groups. Though limitations of space preclude a full account and 
appraisal,’ we will describe, and comment briefly on, each aspect of the 
computation: (a) the underlying physical output series, (b) the first 
stages of aggregation, and (c) the higher levels of aggregation. 


A. The Physical Output Series 


Except with respect to machinery, no extensive survey of Soviet 
sources has been attempted and the present study relies primarily on 
the output data provided by the recent Soviet statistical handbooks— 
particularly by [15] and [16]. The most important but inevitable 
omission from our output sample is munitions and other military end- 
items. Probably the most important in the long list of other omissions 
are chemical equipment, nonferrous metals, refined petroleum products, 
sewn goods, nonalcoholic beverages, bread and bakery products, furni- 
ture.” 

For a number of the important omissions other than munitions, we 
have attempted by imputation to employ surrogate commodities. That 
is to say, by appropriate choice of the weights, we let ferrous metals 
stand for nonferrous metals as well, textile fabrics for sewn goods as 
well, and similarly in other cases. Though each of these imputations 
undoubtedly gives rise to errors, the errors are believed to be less than 
those involved in no imputations, for the latter would imply a relative 
increase in output for the excluded commodities which is equal to that 
for all included commodities. 

In addition to the omissions, there are a number of other difficulties 
with respect to the physical output series which we have been unable to 
allow for in the index computation. Probably the most important are 
the following: (1) The output data for the various periods refer to the 


1 For a detailed statement of sources and methods and for comments on the results, see 
[4, pp. 1-73 and Tables 1-22]. 

? All in all, the machinery index includes 210 physical output series; other producers’ 
goods, 36 physical output series; and consumers’ goods, 37 physical output series, 

Not all the output series available from the statistical handbooks have been included in 
the index; some series do not extend over all years of interest and others were omitted 
because of the absence of appropriate weights. An alternative calculation was made in- 
corporating the additional output series available for the 1950-1955 period and for which 
weights could be obtained; the result was a small but perceptible increase in the 1955 index 
with 1950 = 100 [4, Tables 14 and 15]. 

Also, many of the physical output series are themselves aggregates within which additional 
output data are available for some years. For example, the index includes pig iron output 
in tons and the statistical handbooks also provide data on six varieties of pig iron—cast 
iron for steel, foundry iron, spiegeleisen, etc. An alternative calculation for the 1950-1955 
period, which incorporated the maximum detail available, yielded essentially no change in 

® the index [4, Tables 10 and 11]. 
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respective territorial boundaries of those periods. Hence, part of the 
1927/28-1940 increment in output represents the 1939-1940 expansion 
in territory. (2) Some, though far from all, of the consumers’ goods 
series exclude the 1927/28 output of small-scale industry. Hence, the 
1927/28 value of the index is understated. 


B. The First Stages of Aggregation 


The weights by which the physical output series are combined into 
indexes for machinery and for the indicated commodity groups within 
other producers’ goods are, or are intended to approximate, Jan. 1, 1950 
wholesale prices. Prices of this date were chosen (a) because wholesale 
prices during the 1950’s are believed to correspond at least roughly with 
production costs as reckoned in Soviet accounts, and (b) because pre- 
vious studies of Soviet prices provide more abundant information for 
Jan. 1, 1950 than for any later date. 

In the absence of wholesale price data for consumers’ goods, the in- 
dexes for foods and nonfoods are obtained by weighting the relevant 
output relatives by the 1950 value of retail sales or approximations 
thereto. When these weights are multiplied by the corresponding out- 
put relatives, the results differ from the producers’ goods values (price 
times output) in two ways: (a) the values are retail rather than whole- 
sale;* and (b) they differ from a price-weighted output series to the 
extent that quantities sold differ from quantities produced. 

Neither set of weights is available in sufficient detail or extent to 
correspond exactly with all the output series used. Hence, various ap- 
proximations were often used: (a) estimates of average wholesale 
prices for output series more aggregative than the commodities for 
which price information exists; (b) the adjustment to Jan. 1, 1950 of 
prices of another date by the use of price index numbers; (c) the sub- 
stitution of the product of a 1950 retail price and 1950 output for re- 
tail sales in cases where the latter are unavailable. 


C. The Higher Levels of Aggregation 


We regard an index of the net product of industry—i.e., of gross out- 
put less materials consumed—as an appropriate general-purpose meas- 
ure of changes in the level of industrial activity. It is a measure which 
in principle (a) avoids the double-counting of gross outputs, (b) is in- 


3 However, as will be indicated below, we have used our weights to combine official Soviet 
indexes for branches of industry into indexes for foods and for nonfoods in the 1950-1955 
period; the results are very close to the official indexes for foods and nonfoods. Since the 
official indexes use wholesale price weights, these results suggest that relative retail prices 
within foods and within nonfocds are not sufficiently different from wholesale prices to 
yield appreciable differences in the output indexes, at least in the 1950-1955 period. See 
[4, Table 26]. 
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sensitive to changes in vertical integration, and (c) eliminates the con- 
tribution of nonindustrial sectors, in the form of materials supplied, to 
industrial output. 

Unfortunately, we have not found it possible to construct such a 
measure directly for lack of adequate data. Instead, we have sought an 
approximate indirect measure—an index of output with value-added 
weights.* And even the latter is not properly constructed. We do not 
have value-added weights but must rely on wage-bill distributions as 
approximations. Furthermore, the wage-bill distributions cannot be 
applied at all levels of aggregation but are used only to obtain (a) the 
index for consumers’ goods from the food and nonfood indexes, (b) the 
index for producers’ goods other than machinery from the indicated sub- 
indexes, and (c) the index for all industrial products from the indexes 
for machinery, other producers’ goods and consumers’ goods. 

The relevant wage-bill distributions, obtained from the 1950 distri- 
bution of wage-earners by industrial branches and estimates of 1950 
average monthly earnings, are summarized in the last column of Table 1. 
The most important of the difficulties encountered in the derivation 
of the wage-bill distribution is the necessity to exclude from the data 
for the machine-building and metal-working industry that portion 
which represents payments to workers producing munitions. On the 
basis of somewhat ambiguous official data on the distribution of the 
gross value of output, we have taken the share of munitions workers in 
the machine-building and metal-working wage-bill to be 50 per cent. 
Though this is a rough calculation, substantially different alternative 
shares do not greatly affect the index for all industrial products: as 
against our index of 202 in 1958 and 27 in 1927/28, alternative shares 
of 25 and 75 per cent for munitions yield, respectively, indexes of 201 
and 204 in 1958 and indexes of 25 and 29 in 1927/28. 

Thus, the index in Table 1, conceived as a measure of the changes in 
the net product of civilian industry, is subject to errors which arise 
from various considerations: (1) ambiguities in, and exclusions from, 
the physical output series; (2) inaccuracies and imputations in the 
price, retail sales, and wage-bill weights; (3) the heterogeneity of the 
weighting system as a whole; and (4) the approximate nature of a 
value-added-weighted index.° In most cases, neither the magnitude nor 


* Given complete commodity coverage, the direct and indirect measures will be identical 
if, for each commodity produced by industry, value added (gross value minus materials 
consumed, both at weight-year prices) varies over time in direct proportion to the output 
of that commodity. However, to the extent that real cost reductions (increases) have occurred 
in materials requirements, a value-added-weighted index will understate (overstate) the 
growth of net product. 

5 Also, for some of the years covered in Table 1, the indexes for some commodity groups 

9 are obtained by interpolations or extrapolations based on sets of commodities which are 
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the direction of error is known. In some cases, however, at least the 
direction of error is clear and these cases suggest that our index under- 
states the 1950-1958 increase in output and overstates the 1927/28- 
1950 increase. 

The overstatement arises from our exclusion of some small-scale in- 
dustry output for 1927/28 and, in terms of growth rate comparisons, 
from our inclusion of the output in territories added in 1939-1940. The 
understatement of the 1950-1958 increase arises primarily from a de- 
ficiency in the post-1950 machinery index.® In the machinery index an 
attempt is made to allow for changes over time in the average quality 
of the products included within any single physical output series. 
Though precision in this aspect of the calculation is hardly possible, the 
problem of allowing for quality change in the 1927/28-1950 period is 
not so acute. Machinery output then was characterized by considerable 
standardization; and changes in quality, although large, tended to oc- 
cur discretely and infrequently for most items. With the beginning of 
the 1950’s, however, the level of technical sophistication in Soviet ma- 
chine-building rose rapidly, the number of models produced prolife- 
rated, and the models changed frequently. Because of an insufficient al- 
lowance for post-1950 improvements in the quality of machinery out- 
put, the machinery index is believed to understate significantly the ac- 
tual increase in output from about 1950 on. 


II. Some Implications and Applications of our Results 
A. Comparisons of Our Indexes with Others 


Our index of industrial output, of course, is not the first computed by 
students of the Soviet economy: among others, D. R. Hodgman [1], 
N. Jasny [2], G. W. Nutter [7], F. Seton [12], and D. B. Shimkin 


different from those underlying the indexes for other years. The indexes and commodity 
groups involved are the following: (a) the 1951, 1952, and 1954 indexes for foods and non- 
foods and the 1958 index for nonfoods; and (b) the 1951-1954 and 1956-1958 indexes for 
chemicals and building materials and the 1951-1954 indexes for fuels, However, the errors 
involved in interpolation or extrapolation are relatively small. See [4, Section 3 and Tables 
16, 17, 19, and 20]. 

t There is evidence that other factors also cause our index to understate the increase 
in output over the period as a whole and over the post-1950 period separately. Among 
them: (a) our omission of nonferrous metals output series; (b) our exclusion of output 
data available only for recent years; and (c) our use of wage-bill data rather than wage-bill 
plus capital consumption to represent value-addec. See £4, pp. 71-73 and Table 15]. In 
each of these cases, the error appears to be relatively small, though taken together their 
effect may be appreciable. 

The last of the factors listed above deserves an additional comment. In an effort to test 
the sensitivity of our results to inclusion of other factor payments, we have performed an 
alternative, illustrative calculation in which combined capital consumption and wage-bill 
weights replace the wage-bill weights used in Table 1. The result is an index which increases 
only slightly more than the index in Table 1 [4, pp. 33-36, 55-56]. 
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and F. A. Leedy [13] have also made such computations. We add our 
estimates to those already in existence for the following reasons: (a) 
For various purposes, including the determination of changes in the 
annual rates of industrial growth, it is desirable to obtain annual in- 
dexes for the post-1950 period extending to the most recent years pos- 
sible. The Hodgman index terminates in 1951, the Jasny index in 1950, 
and only the Shimkin-Leedy index goes beyond 1955 to 1956. Only the 
Seton and Shimkin-Leedy indexes provide annual 1950-1955 data. (b) 
The machinery component of our index, the most troublesome compo- 
nent of an index of industrial output, rests upon an independent and in- 
tensive study of machinery prices and production [6]. (c) While the 
indexes already available differ in results, little by way of published 
details, except for [1] and [12], are yet available to account for the 
differences. 

Table 2 summarizes the results obtained in these other studies in 
comparison with ours. In some cases the results differ for more or less 
obvious reasons. The Hodgman indexes preceded the appearance of the 
recent Soviet statistical handbooks and hence rely on far fewer output 
series, particularly for the postwar years. The Seton index is not a 


TABLE 2—CoMPARISONS BETWEEN KAPLAN-MOORSTEEN INDEXES AND OTHERS 
(All Indexes with 1950=100) 











1928 1937 1940 1955 

All Industrial Products 

(i) Hodgman 15 57 67 — 

(ii) Jasny 21 61 — — 

Gii) Nutter 29 68 66 146 

(iv) Seton 14 52 63 165 

(v) Shimkin-Leedv 23 63 68 165 

(vi) Kaplan-Moorsteen 27 67 71 158 
1. Machinery 

(i) Nutter 13 56 42 125 

(ii) Shimkin-Leedy 7 38 32 147 

(iii) Kaplan-Moorsteen 7 41 34 136 
2. Other Producers’ Goods 

G) Nutter 24 65 68 154 

(ii) Shimkin-Leedy 17 61 70 163 

(iii) Kaplan-Moorsteen 21 67 72 160 
3. Consumers’ Goods 

@) Hodgman 39 92 87 — 

Gi) Nutter 56 86 93 161 

Gii) Shimkin-Leedy 55 87 91 168 

(iv) Kaplan-Moorsteen 54 89 98 170 








Sources: Hodgman [1, pp. 89, 123, 134]; Jasny [2, p. 57]; Nutter [7, pp. 402, 404-5]; Seton 
[12, p. 30]; Shimkin-Leedy [13, p. 7]; Kaplan-Moorsteen: Table 1 above. We ignore here 
the difference between the calendar year 1928, and the fiscal year 1927/8 (Oct. 1, 1927-Sept. 
30, 1928). 
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weighted aggregation of output series but is obtained from a few se- 
lected series, regarded as inputs, and a regression equation, relating 
such inputs and output from data for other countries. 

In other cases, however, no ready explanation of the differences is 
available. The indexes do differ in weights: Shimkin-Leedy use a “mod- 
ification” of Hodgman’s 1934 wage-bill weights, Nutter a combination 
of 1955 prices and employment distributions, and Jasny “real 1926/27 
prices.” Though there are considerable areas of agreement among the 
Shimkin-Leedy indexes, the Nutter indexes, and ours, there are also 
appreciable and conspicuous differences. If the major differences among 
these indexes were differences in the date of the weights, two conse- 
quences would ensue: (a) our results and Nutter’s should coincide 
quite closely, for the difference between 1950 and 1955 weights should 
yield insignificant differences in the results; and (b) our results should 
show substantially smaller increases than the Shimkin-Leedy indexes 
on the grounds that early-year weights (such as 1934) typically pro- 
duce a more rapidly growing index than do late-year weights (such as 
1950 or 1955). Yet our postwar results for all categories of output are 
closer to the Shimkin-Leedy than to the Nutter indexes, and in the 
1927/28-1950 period our results for machinery are almost identical 
with the Shimkin-Leedy index but far different from the Nutter index. 

It is clear that an explanation of the differences in results requires 
detailed comparisons of the individual output series, weights, and vari- 
ous adjustments employed. Both limitations of space and the absence 
of published details (including as yet those which underlie our ma- 
chinery component) make such comparisons infeasible here. Until such 
comparisons are undertaken, our results and the subsequent applica- 
tions we make of them should, for these reasons also, be regarded as 
tentative. 

Let us turn now to the comparisons between our results and the offi- 
cial indexes in Table 3. For the 1928-1950 period and for all commod- 
ity groups, the official indexes and ours bear essentially no resemblance 
to each other beyond the fact that both record increases in output: the 
official indexes show increases from 1928 to 1950 which are from 23⁄4 to 
6 times the increases shown by the corresponding Kaplan-Moorsteen 
indexes. These divergences are not surprising. In the 1928-1950 pe- 
riod, the official indexes are the 1926/27 ruble indexes which should 
yield increases substantially greater than ours for at least two reasons: 
(a) the official weights are, in principle, 192 6/27 prices which, referring 
to an essentially “preindustrialization” economy, yield greater increases 
in output than an index constructed with weights of a recent year; and 
(b) in the 1928-1950 period, new products were often introduced into 
the index at essentially current prices—and, because of inflation, higher 
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prices—rather than 1926/27 prices, thus imparting an upward bias to 
the ofiicial index. In addition, the official indexes for all industrial prod- 
ucts and machinery include, and ours exclude, munitions; and the out- 
put of munitions in 1928 was negligible. 

Though the divergences themselves are not surprising, three points 
perhaps deserve some emphasis. First, the divergences pervade all com- 
modity groups in Table 3. Secondly, if the official and Kaplan-Moor- 
steen indexes for the 1928-1950 period are broken down into subperiod 
indexes—i.e., 1937 indexes with 1928 = 100, 1940 indexes with 1937 = 
100, and 1950 indexes with 1940 = 100—the divergences pervade all 
commodity groups and all subperiods, except machinery in the 1940- 


TABLE 3—COMPARISONS BETWEEN KAPLAN-MOORSTEEN AND OFFICIAL INDEXES* 
(All Indexes with 1950= 100) 








1928| 1937 | 1940 |1945] 1950 | 1953 | 1955 | 1957 | 1958 


All Industrial Products 
(i) Official (including munitions)»; 9 | 40 | 58 | 53 | 100 | 145 | 185 | 225 | 247 
(ii) Kaplan-Moorsteen (excluding 

munitions) 27 | 67 | 71 | 37 | 100 | 130 | 158 | 188 | 202 

1. Machinery 











(i) Official (including munitions)»; 2 | 27 | 47 | 60 | 100 | 159 | 217 | 279 | 318 
(ii) Kaplan-Moorsteen (excluding 
munitions) 7 | 41 | 34) 14} 100 | 111 | 136 | 175 | 185 

2. Other Producers’ Goods 

(i) Officials 9| 40] 52 | 46 | 100 | 139 | 174 | 208 | — 

(ii) Kaplan-Moorsteen 21 | 67 | 72 | 43 | 100 | 131 | 160 | 190 | 207 
3. Consumers’ Goods 

(i) Official’ 20 | 61 | 81 | 48 | 100 | 144 | 176 | 208 | 224 

(ii) Kaplan-Moorsteen 54 | 89| 98] 40 | 100 | 143 | 170 | 195 | 206 

a. Foods 

(i) Official? 25 | 78 | 104 | 52 | 100 | 138 | 160 | 192 | 202 

(ii) Kaplan-Moorsteen 67 | 105 | 109 | 49 | 100 | 136 | 157 | 180 | 188 

b. Nonfoods j 

(i) Officiald 26 | 67 | 89| 55 | 100 | 143 | 178 | 200 | 218 

Gi) Kaplan-Moorsteen 46 | 79] 91 | 34 | 100 | 147 | 179 | 205 | 217 








2 The comparisons here, and others, for years through 1955 are found in (4, Table 27]. For 
further details see [4, notes to Table 27, and Section 4.3]. We ignore here the difference be- 
tween the calendar year 1928 and the fiscal year 1927/8. 

> For all industrial products, machinery, and consumers’ goods, the official indexes for, 
respectively, gross industrial output, machine-building and metal-working output and group 
B output are used. They are found in [16, pp. 10, 32, and 37], and, for 1957 and 1958, in 
(15, p. 146). 

e For other producers’ goods, the official indexes are of two kinds. (a) In the 1928-1950 
period the indexes are obtained by subtracting in each year the value of machine-building 
and metal-working output in 1926/27 rubles from the value of group A output in 1926/27 
rubles. (b) In the 1950-1957 period, the indexes are obtained as averages of official indexes 
for relevant branches of industry, weighted by our wage-bill weights for those branches. The 
official branch indexes are found in [15, p. 140]. 

4 The official indexes for foods and nonfoods are the official indexes for the food and light 
industries, respectively, from [15, p. 140] and [11, Jan. 16, 1959]. 
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1950 period [4, Table 28]. Thirdly, the entire divergence observed 
should not be attributed to the “upward bias” of the official indexes if, 
by “bias,” statistical malpractices such as the treatment of new com- 
modities are meant. Part of the divergence, though a quantitatively un- 
known part, is explainable by differences between the official and Kap- 
lan-Moorsteen indexes in weights and in coverage; nevertheless, a more 
detailed analysis of specific differences indicates that substantial “up- 
ward bias” exists, i.e., quantitatively important statistical malpractices 
are involved [4, pp. 97-102]. 

Contrary to their behavior in the 1928-1950 period, the official in- 
dexes and ours are, in general, not dissimilar in the 1950-1958 period. 
Only the machinery indexes exhibit a divergence which is reminiscent 
of the 1928-1950 behavior. Even so, appreciable divergences between 
the indexes persist in the 1950-1958 period; the official indexes tend to 
exceed ours; and the ratio of the official index to ours tends to increase 
over time. 

Though in the 1950-1958 period the official indexes abandoned the 
use of 1926/27 price weights, the official indexes still differ from ours 
in several respects: (a) The official indexes for all industrial products 
and machinery include munitions. (b) The official indexes are price- 
weighted aggregates of gross output; in the 1950-1955 period, Jan. 1, 
1952 prices are used, and in the 1955-1958 period, July 1, 1955 prices. 
(c) The official indexes are comprehensive in coverage, whereas ours 
refer only to a limited set of commodities. (d) The official indexes still 
appear to suffer from methodological shortcomings; for example, from 
official methodological statements it is quite possible to infer—though 
not with certainty—that the treatment of new products continues to 
impart an upward bias to the official index in the post-1950 period [12, 

A ff]. 

On the point of weight differences, two comments are necessary: 
First, for the post-1950 period, the differences in weight years are prob- 
ably of limited significance, as the intervals between weight years are 
short and the changes in industrial price structure known to have oc- 
curred are limited. Secondly, the difference between the official set of 
price weights and our heterogeneous set of price, retail sales, and wage- 
bill weights also appears to be of limited significance at least for the 
1950-1955 period. We have taken official indexes for branches of in- 
dustry—ferrous metals, meats, cotton fabrics, etc-—and aggregated 
them by means of our weighting system into indexes for foods, con- 
sumers’ goods, all industrial products, etc., and compared the results 
with official indexes for the more aggregative categories [4, Table 26]. 
Both our retail sales weights and our wage-bill weights yield results 
which are very close to the relevant official indexes. Hence it appears 
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that we can compare the official indexes and ours for the post-1950 pe- 
riod without particular concern about the disturbing effects of differ- 
ences in weights. 

On the point of differences in coverage: First, our inadequate cover- 
age of the proliferation of new machinery models in the post-1950 pe- 
riod and other evidence lead us to the belief that our machinery index 
significantly understates the actual increase in output. Secondly, it is 
not clear whether the commodities omitted by us increase, on balance, 
more or less rapidly than those included [4, Tables 4 and 25, pp. 107- 
10]. 

Finally, with respect to official statistical malpractices, we have com- 
pared the official indexes for branches of industry—e.g., ferrous metals, 
textiles, etc.—with corresponding aggregations of our physical output 
series [4, Table 29] [6, Ch. 7]. In a number of cases such comparisons 
could be made for branches which appear to be well covered by our 
physical output series and which are believed to include no munitions. 
In some of these cases, the output increases shown by the official branch 
indexes and by our aggregations correspond very closely or exactly. In 
many cases, however, the official branch indexes show appreciably 
larger increases which, in the absence of other information, suggests the 
existence of an upward bias in the official index. 

Thus, there are a number of reasons to expect the official indexes and 
ours to diverge in the 1950-1958 period.” The official indexes for all in- 
dustrial products and machinery should (a) differ from ours because 
of the inclusion of munitions in the former and (b) exceed ours because 
of our inadequate coverage of new machinery models.’ All the official 

7 Also, the categories for which the comparisons in Table 3 are made do not have the 
same meaning in the official and in the Kaplan-Moorsteen indexes. In addition to the dif- 
ference in coverage of munitions, the following differences are notable: (a) the official 
index for machinery includes consumers’ durables and certain kinds of repairs, whereas our 
indexes exclude repairs entirely and include consumers’ durables in nonfoods; (b) the official 
index for consumers’ goods is the group B index and, hence, excludes a number of commodi- 
ties which, with further fabrication, eventuate as consumers’ goods—notably, textile fabrics 
—and which are included in our consumers’ goods index; and (c) the official index for 
nonfoods is the light industry index which excludes consumers’ durables. However, con- 
sumers’ durables and repzirs are relatively unimportant. And in our index textile fabrics 
stand for sewn goods output which is otherwise absent. Hence, on the assumption that 


textile fabrics are a reliable surrogate in this respect, the only significant difference among 
those enumerated is the difference in the treatment of munitions. 
£ These divergences may be explored in terms of employment and productivity increases 
in the 1950-1958 period. The increase in man-years of employment in machine-building and 
metalworking was about 36.7 per cent during 1950-1956 [4, Table 45] and about 8.7 per 
cent during 1956-1958 [15, p. 133]; ie., the increase for 1950-1958 was roughly 48.6 per 
cent. Over the same interval, 1950-1958, the increase in output per man-year for workers 
in all industrial branches other than machinery and metal-working amounted to about 
48,1 per cent (see Table 7 below). Thus, if the increase in productivity in machinery and 
metal-working was the same as in the other industrial branches, the 1958 output index 
e (1950 == 100) would be 220 for machinery and metal-working and 210.9 for all industrial 
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indexes should (a) differ from ours because of differences in coverage, 
and (b) exceed ours because of the apparent existence of methodologi- 
cal shortcomings in the official indexes. Without additional informa- 
tion, however, it is impossible to assess the relative importance of the 
various reasons for divergence. 


B. Major Trends in the Annual Rates of Growth 


Table 4 presents the average annual rates of increase of industrial 
output, as implied by our indexes, over various periods from 1927/28 
to 1958. The major trends in growth rates are as follows: 

1. In the prewar years, the rates of increase for all industrial prod- 
ucts decline slightly from 1927/28-1932 to 1932-1937, reflecting very 
substantial declines in the rate of increase for machinery and other 
producers’ goods and a very substantial increase in the rate of increase 
of consumers’ goods. In the 1937-1940 period, marked by intensive re- 
armament, the rate of increase for all industrial products is very mod- 
est, less than one-fifth the previous rates of increase; machinery out- 
put actually decreases over this period and the rates of increase for 
other producers’ goods and consumers’ goods are substantially below 
the 1927/28-1937 rates. 

2. The war years, of course, saw a very large decline in civilian out- 
put—a decline of about 50 per cent from 1940 to 1945 in all industrial 
products, 60 per cent in machinery and consumers’ goods, and 40 per 
cent in other producers’ goods (see Table 1). Following these declines, 
the early postwar period shows unprecedentedly high rates of increase 
in all major categories of output. By 1948 the prewar levels of output 
were reattained for all industrial products, machinery and other pro- 
ducers’ goods, though consumers’ goods did not reach the 1940 level 
until 1950 and foods not until 1951 (Table 1). 

3. In the 1950-1958 period, the rates of increase for all major cate- 
gories of output decline sharply as against the immediately postwar 
rates. In comparison with the 1927/28-1940 rates, the 1950-1958 rates 





products, including munitions. (The latter index is obtained by combining the machinery 
and munitions index just described with the Table 1 indexes for other producers’ goods and 
consumers’ goods, weighted by the wage-bill distributions inclusive of munitions in [4, 
Table 7].) 

In other words, the assumption of equal productivity increases yields an index for all 
industrial output somewhat greater than ours (which stands at 202 in 1958) but substantially 
less than the official (which stands at 247 in 1958). On the other hand, the official machinery 
and metal-working output index, taken with the increase in employment indicated just 
above, implies a 1950-1958 productivity increase for the branch of over 10 per cent per 
year, double that for the rest of industrial output. While it seems possible for productivity 
in machinery and metal-working to have increased somewhat more rapidly than in the rest 
of industry, the rate of increase implied by the official index is so large as to suggest that 
differences with respect to munitions and new machinery models are not the sole explanation 
of divergences between the official machinery index and ours. 
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are smaller for machinery and other producers’ goods and larger for 
consumers’ goods and all industrial products. In comparison with the 
1927/28-1937 rates, the 1950-1958 rates are smaller for all industrial 
products, machinery, and other producers’ goods and larger for con- 
sumers’ goods; however, correction of the indicated understatement of 
the post-1950 growth of machinery output might be sufficient to remove 
or reverse the observed inequality in the 1927/28-1937 and 1950-1958 
rates of increase for all industrial products. 

4. Over the 1927/28-1958 period as a whole, by far the largest an- 
nual rate of increase among the major categories of output is that for 
machinery and by far the smallest is that for consumers’ goods. This 
serves to place the 1950-1955 behavior of consumers’ goods output in 
proper perspective: the increase in output for consumers’ goods ex- 
ceeded that for machinery and other producers’ goods in the 1950-1955 
period but wot in the 1927/28-1940, 1940-1950, or 1955-1958 period. 

5. Of some current interest is the question whether annual rates of 
increase have tended to decline since 1950. There is no evidence of re- 
tardation within the 1950-1955 period: the average annual rates of in- 
crease for all industrial products, machinery and other producers’ goods 
are larger in 1953-1955 than in 1950-1953. There is, however, evidence 
of retardation in 1955-1958: (1) the 1955-1958 average annual rate of 
increase is less than the 1953-1955 rate for each of the commodity 
groups presented in Table 4 except machinery for which the rates are 
approximately the same; and (2) for all industrial products, producers’ 
goods other than machinery, and consumers’ goods, the 1955-1958 rates 
of increase are also less than the 1950-1953 rates. There is, however, 
considerable fluctuation in the annual increases for all industrial prod- 
ucts and for the separate commodity groups. Calculated from the in- 
dexes in Table 1, the annual increases in all industrial products are (in 


percentages) : 
1953 1954 1955 1956 1957 1958 
9.6 10.2 10.1 3.6 9.7 7.4 


Thus, the observed decline in rates of increase within the 1953-1958 
period is neither monotonic nor, except for 1958, substantial.’ 


? The official index for all industrial products (which includes munitions) exhibits the 
following annual rates of increase (in percentages) : 
1953 1954 1955 1956 1957 1958 
11.8 13.3 12.4 10.6 10.0 9.7 


[15, pp. 135, 137]. Thus, the official indexes also show a retardation in growth within the 
1953-1958 period; but the marked decline in the 1958 annual increase fails to appear 
in the official data. One important factor which contributes to the 1958 retardation as 
measured by us is a very large decline in the 1953 machinery growth rate. Given the lack 
of information on the behavior of munitions output during this period and the limitations 
of our calculation for civilian machinery, one should not make much of this single year’s 
variation in our index for all industrial products. 
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C. Indications of Future Rates of Growth 


What does the seven-year plan, covering the 1959-1965 period, sug- 
gest with respect to future rates of growth in comparison with recent 
past rates of growth? Unfortunately, the physical output goals stated 
in the plan cover substantially fewer commodities than those underly- 
ing the indexes in Table 1. Hence, in order to discuss future versus past 
rates of growth, it is necessary to construct new indexes of output for 
1950, 1955, 1958, and 1965(P),*° which cover those commodities for 
which there are published 1965(P) goals and output series for the pre- 
ceding years. The average annual rates of increase for 1950-1955, 1955- 
1958, and 1958-1965(P), which are implied by such indexes, are pre- 
sented in Table 5. The underlying indexes require the following com- 


TABLE 5—AVERAGE ANNUAL RATES OF INCREASE ĪMPLIED By 1965(P) GOALS IN 
COMPARISON WITH RECENT RATES oF INCREASE? 


(Percentages) 








Percentage of 


1950-1955 | 1955-1958 | 1958-1965(P) oe 
Included> 
1, Machinery 7.0 8.2 9.2-10.7 34.3 
2. Other producers’ goods® 10.7 9.7 8.2- 8.8 85.3 
3. Foods 8.8 12.1 8.6- 8.8 34.5 
4. Nonfoods 11.9 6.3 6.4- 6.6 87.6 





2 The calculations underlying these results are summarized in [4, Table 37]. 

b The 1950 value of output or sales of the commodities included here divided by the 1950 
value of output or sales of the commodities included in the corresponding indexes of Table 1. 

0 For other producers’ goods, the aggregates are obtained as the sum of price times quantity 
data without the use of wage-bill weights for commodity groups within other producers’ 
goods. 


ments: (a) Their commodity coverage—particularly, in the cases of 
machinery and foods—is relatively small in comparison with the in- 
dexes in Table 1 (see last column of Table 5). (b) In the case of other 
producers’ goods, commodity coverage is inadequate for lumber, wood 
products and paper, chemicals and building materials, though relatively 
high for ferrous metals, fuels and electric power [4, Table 36]. (c) Be- 
cause of these coverage problems, the index for other producers’ goods 
is a price-weighted aggregation of output series without any use of 
wage-bill weights. (d) Also because of these coverage problems, discus- 
sion is confined to foods, nonfoods, machinery, and other producers’ 
goods separately. (e) Because the seven-year plan states a range of 
1965(P) goals for many commodities, the indexes computed therefrom 
for 1965(P) and the implied 1958-1965(P) rates of increase also have 
a range. 
T¢,, planned for 1965. 
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The average annual rates of increase in Table 5, taken as representa- 
tive for the corresponding commodity groups, suggest the existence of 
a further decline in rates of growth in the seven-year plan as against the 
1950-1958 period. Only for machinery is the 1958-1965(P) rate of in- 
crease substantially above the preceding rates. For other producers’ 
goods and foods, the 1958-1965(P) rates are substantially below the 
1955-1958 rates, and for nonfoods the rates are about equal. For other 
producers’ goods and nonfoods, the 1958-1965(P) rates are substan- 
tially below the 1950-1955 rates; and for foods the rates are about 
equal. 

The conclusion that future rates of growth will be less than those in 
the immediate past is subject, however, to at least two qualifications: 
First, the coverage of foods, machinery, and some commodity groups 
within other producers’ goods is so inadequate as to cast doubt on the 
representativeness of the rates of growth calculated in Table 5; indeed, 
it is precisely in foods and machinery that the 1950-1958 rates of growth 
in Table 5 diverge markedly from those in Table 4 implied by our in- 
dexes with more comprehensive coverage. In support of retardation, 
however, are the official indexes which show 1958-1965(P) rates of 
growth less than both 1950-1955 and 1955-1958 rates of growth for all 
industrial output and for each of the major components thereof.™ 

Secondly, the conclusion assumes no overfulfillment of the output 
goals of the seven-year plan. There are, however, several indications of 
expectations to overfulfill. The Soviet press has reported “spontaneous” 
promises by individual plants and regions, frequently followed by Cen- 
tral Committee decrees of encouragement, to fulfill the 1965 goals in 
1964 and, sometimes, in 1963.” Furthermore, some Soviet economists 
in analyzing the seven-year plan find substantial “reserves” towards 
overfulfillment.** Also, an October, 1959 decree called for increased 


"The official annual rates of increase in percentages are: 


1950-1955 1955-1958  1958-1965('P) 


All Industrial Output -13.1 10.2 8.8 

1. Group A Industry 13.7 11.2 9.2-9.4 
a. Machine-building and Metal- 

working 16.8 13.7 10.4 

2. Group B Industry 12.0 8.2 7.17.4 


The 1950-1955 rates are calculated from indexes in [16, pp. 10, 32, 371. The 1955-1958 rates 
are calculated from indexes in [15, p. 146]. The 1958-1965(P) rates are calculated from 
indexes in [11, Feb. 8, 1959]. As before, all are average annual rates of increase, com- 
pounded annually over the indicated periods. 

2 E.g., see [11, June 11, June 18, June 23, 1959]. 


3 for examples, see [14] and [5]. Also, in the last few years there has been a tendency 
for planned annual rates of increase of industrial output to be exceeded according to the 
official indexes [11, Feb. 6, 1957, Jan. 27, 1958, Dec. 20, 1957, Jan. 16, 1959, Dec. 23, 1958, 
Jan. 22, 1960]. Such claims are not always made [11, Dec. 27, 1955, and Jan. 31, 1957]. 
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output of consumers’ durables and items of household use over the 
1959-1961 period and, thereby, fulfillment of the seven-year plan goals 
for these commodities before 1965.** Of course, these indications are 
too tenuous for predictive purposes. Nevertheless, if the 1965(P) goals 
are fulfilled a year earlier, the retardation inferred from Table 5 dis- 
appears. The 1958-1964 average annual rates of increase become: 10.1- 
10.3 per cent for foods, 7.5-7.7 for nonfoods, 10.9-12.6 for machinery, 
and 10.2-10.8 for other producers’ goods. In the case of the official in- 
dexes, a similar conjecture yields 1958-1964 average annual rates of 
increase which are (a) on the average, equal to the 1955-1958 rates, 
but (b) less than the 1950-1955 rates.* 


D. An Index of Final Products 


In addition to the indexes in Table 1, we have computed an index of 
the output of final industrial products—i.e., products which are compo- 
nents of final demand. We have done so because of possible interest in 
three aspects of the results: (a) they may be of use as interpolating or 
extrapolating indexes for national product components; (b) they may 
be of interest in relating changes in the level of industrial activity to 
changes in industrial deliveries of final products; and (c) the con- 
sumers’ goods component, when related to population changes, serves 
as a measure of the changing contribution of industry to living stand- 
ards. 

The index (Table 6) includes the following commodity groups: ma- 
chinery, building materials and consumers’ goods. Of course building 
materials are not final products, strictly speaking, but are inputs to con- 


“See [11, Oct. 16, 1959]. The decree calls for a 13 per cent average annual increase in 
1958-1960 and a further 12 per cent increase in 1961 in the production of consumers’ durables 
and housewares. Though our indexes do not cover all such commodities, we do have data on 
many. If we construct an output index for those items for which we have output series, the 
implied average annual rates of increase are 23 per cent in 1950-1953, 30 per cent in 1953- 
1955, and 6 per cent in 1955-1958. See [4, Table 3 and p. 130, fn. 1]. The index for con- 
sumers’ durables and housewares increases much more rapidly than that for all nonfoods 
in the 1950-1955 period and somewhat less rapidly than that for all nonfoods in the 1955- 
1958 period. Thus, it appears that the decree in question is an attempt to improve a sector 
which in the 1955-1958 period failed by far to maintain the 1950-1955 annual rates of in- 
crease and that the original seven-year plan goals for this sector implied something much 
closer to the 1955-1958 rates of increase as against the 1950-1955 rates. 


* Thus, the official rates of increase for 1958-1964 become (in percentages) : 


All Industrial Cutput 10.3 
1. Group A Industry 10.8~-11.1 
a. Machine-building and Metal-working 12.2 
2. Group B Industry 8.4-8.7 


For the corresponding 1950-1958 rates of increase, see footnote 11 above. 
18 For the details of this calculation and for further discussion of the index, see [4, Section 
4.51. 
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TABLE 6—INDEX oF OUTPUT OF FINAL PRODUCTS or Inpustry® 





{(1950=100 
Weight for 
1927/ z Commodity 
9g | 1932 | 1937 | 1940 | 1945 | 1950 | 1955 | 1958 Group? 
(Percentage) 





All Final 
Products 31.3 7 .6 | 31.5 | 100.0 | 158.6 | 200.8 | 100 
1. Capital goods | 9.3 | 23.3 | 47.4 | 40.2 | 16.2 | 100.0 | 147.5 | 200.6 42.0 
a. Machinery | 6.8 : .3 | 13.5 | 100.0 | 136.2 | 185.0 33.3 
b, Building é 
materials | 18.8 | 37.6 | 72.3 | 62.9 | 26.0 | 100.0 | 190.4 | 260.5 8.7 
2. Consumers’ 
goods 57.6 | 62.2 | 93.2 |101.2 | 42.6 | 100.0 | 166.7 | 201.0 58.0 








a See [4, Table 40 and pp. 135-41] for the details o: the calculation and for postwar annual 
values of the index of final products. 

b Since an index of final products should have gross-value rather than value-added weights, 
we have reweighted the subindexes as follows: (1) The consumers’ goods component is ob- 
tained by weighting the indexes of foods and nonfoods from Table 1 by the 1950 retail sales 
of each. (2) The machinery and building materials components are the indexes in Tabie 1— 
i.e., each with Jan. 1, 1950 wholesale price weights. To obtain the capital goods index the 
machinery and building materials indexes are weighted by the 1950 value of output for the 
two groups as computed in the presert study—i.e., without imputations. (3) The resulting 
indexes for capital goods and consumers’ goods are combined into an index of all final prod- 
ucts by weights derived, with difficulties and uncertainties, from official gross value of output 
data. 


struction activities whose outputs are final products. In the absence of 
direct measures of construction output at constant prices, others have 
used materials inputs as an indirect measure and it is in this sense that 
we include building materials as final products of industry.” 

The index omits a number of important construction materials—no- 
tably, sawn wood and metals used in construction. If we substitute for 
our building materials index Raymond P. Powell’s more comprehensive 
index of construction materials inputs and increase the weight assigned 
to construction materials accordingly [9], the index of all final prod- 
ucts is essentially unchanged, while the capital goods index for the 
1927/28-1950 period is changed substantially and shows a much 
smaller increase in output [4, pp. 142-43]. 

If we compare the index of final products with a similarly weighted 
index of all industrial products**—so that the only difference between 


1 For a materials inputs index of the volume of construction, see [10]. For a discussion 
of this type of index and of alternatives, see [3] and [8]. 

8 Te,, an index of producers’ goods other than machinery is obtained with Jan. 1, 1950 
price weights throughout, and this index is combined with the consumers’ goods and ma- 
chinery indexes in Table 6 using the weights shown there, This gross-value weighted index 
differs only slightly from the value-added weighted index of all industrial products in Table 


1 (4, pp. 144-45]. 
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the two indexes is the inclusion of “intermediate products” in the latter 
—the two indexes move quite closely together in the 1950-1955 and 
1955-1958 periods, but the final products index shows a much smaller 
increase over the 1927/28-1950 period than the index of all industrial 
products. Though these results suggest a more rapid increase for inter- 
mediate products than for final products in the 1927/28-1950 period 
and approximately proportionate increases in the 1950-1958 period, 
they should not necessarily be interpreted as indicative of changing 
structural relationships within Soviet industry. The results omit from 
consideration one additional commodity group—agricultural products 
consumed in industry, primarily in the production of consumers’ goods 
—which (a) undoubtedly increased much less rapidly than intermedi- 
ate products in the 1927/28-1950 period, and (b) increased very sub- 
stantially in the 1950-1958 period. 

Dividing the consumers’ goods index in Table 6 by a population in- 
dex [4, Table 41], we obtain the following index of per capita con- 
sumers’ goods output: 


1927/28 1932 1937 1940 1945 1950 1955 1958 
69.9 70.8 102.9 93.7 45.4 100.0 153.6 177.4 


This index shows essentially no change in the per capita output of con- 
sumers’ goods between 1927/28 and 1932, a substantial increase be- 
tween 1932 and 1937, an appreciable decline between 1937 and 1940, 
recovery beyond the 1940 level by 1950 but not yet to the 1937 level, 
and substantial increases between 1950 and 1955 and between 1955 and 
1958. At best, however, this index measures not living standards but the 
contribution of industry to living standards. Omitted are a number of 
important elements of Soviet consumption: services, consumption in 
kind, direct sales by agriculture to households. If we confine our atten- 
tion to the commodity component of living standards and examine the 
available data on consumption in kind and direct sales to households, 
both omissions appear to result in the same direction of error in the in- 
dex of per capita consumers’ goods output. On both counts, the “true” 
change in the commodity component of living standards between 1927/ 
28 and later peacetime years appears to be either a smaller increase 
than our index indicates or a decrease [4, pp. 148-50]. 


E. Changes in Productivity 


Table 7 presents estimates of changes in employment and in output 
per man-year for consumers’ goods and producers’ goods other than 
machinery.” The estimates require the following comments: 


3 Details of these calculations and a fuller statement of the underlying rationale and 
argument are found in [4, Sections 4.61 and 4.62]. 


314 THE AMERICAN ECONOMIC REVIEW 


TABLE 7—INDEXES OF EMPLOYMENT AND OUPTUT PER MAN-YEAR FOR PRODUCERS’ 
GOODS OTHER THAN MACHINERY AND CONSUMERS’ GOODS 


(1950 = 100) 








1927/ 


28 1932 | 1937 | 1940 | 1955 | 1956 | 1958 





Indexes of Employment 
1. Producers’ goods other than 
machinery 31.7 | 56.8 
2. Consumers’ goods 62.6 | 66.2 
3. Consumers’ goods and pro- 
ducers’ goods other than 
machinery 43.6 | 60.5 | 71.6 | 80.2 | 126.3 | 129.1 | 137.6 
Indexes of Output per Man-Year 
4. Producers’ goods other than 
machinery 68.7 | 74.1 | 112.5 | 103.8 | 127.5 | 134.1 — 
5. Consumers’ goods 86.7 | 89.6 | 98.8 | 100.8 | 131.7 | 139.6] — 
6. Consumers’ goods and pro- 
ducers’ goods other than 
machinery 79.3 | 80.8 | 105.8 | 102.4 | 129.2 | 136.3 | 148.1 


9.6 | 69.0 | 124.4 | 127.3 = 
0.2 | 97.5 | 129.3 | 131.9 = 


Oin 























Source: The employment and productivity indexes are from [4, Tables 45 and 46, and p. 
168]. 


1. The productivity indexes are the conventional kind: indexes of 
output divided by indexes of employment. For this measure, however, 
the output indexes used are not quite the same as those in Table 1. We 
have substituted employment for wage-bill weights wherever the latter 
are used in Table 1. This enables us to interpret the reweighted output 
indexes as indicators of labor requirements for the given year’s output 
with base-year (1950) labor productivity. The ratio of this magnitude 
to the labor actually required—i.e., to the index of actual employment 
-~is a measure of the change in labor productivity between the base 
and given years. 

2. Our estimates refer only to consumers’ goods and producers’ goods 
other than machinery. They are limited in this manner because: (a) the 
employment data available for the machine-building industry include 
both civilian machinery and munitions employment, whereas the out- 
put data refer only to civilian machinery; and (b) productivity calcu- 
lations for all industry are quite sensitive to this distinction. Although 
we are unable to distinguish with precision that portion of total em- 
ployment in machine-building which is devoted to civilian output, we 
have attempted illustrative calculations based on alternative assump- 
tions about the distribution of employment. These suggest: (a) that 
over the 1927/28-1937 period, the increase in output per man-year for 
all civilan output (i.e., including civilian machinery, other producers’ 
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goods and consumers’ goods) was about the same as that for other 
producers’ goods and consumers’ goods; and (b) that over the 1927/ 
28-1950 period, the increase in output per man-year for all civilian out- 
put was considerably greater than that for other producers’ goods and 
consumers’ goods. We are unable to make similar calculations for the 
post-1950 period. 

3. The employment series refers to man-years worked by direct pro- 
duction workers. Since, at least since 1932, total employment in industry 
—i.e., man-years worked by direct production workers, maintenance 
personnel and white-collar workers and technicians—appears to have 
increased less rapidly than employment of production workers [16, 
p. 23], our measures appear to understate the increase in productivity 
for the more comprehensive group of employed persons. Also, the num- 
ber of hours worked per year has tended to decline over the 1927/28- 
1932 period, to increase over the 1932-1950 period, and to remain about 
constant thereafter; thus, for the pre-1950 period, output per man-hour 
changes somewhat differently from output per man-year. 

4, The employment indexes are also subject to errors, the most im- 
portant of which is the following: Employment in small-scale industry 
accounts for about 30 per cent of our estimated total in 1927/28 and 
about 18 per cent in 1932. The underlying data on small-scale industry 
employment are sufficiently ambiguous to yield the possibility of ap- 
preciable error in our employment and productivity estimates for those 
years. 

With the foregoing qualifications in mind, let us turn to the produc- 
tivity trends which emerge from Table 7: (1) During the prewar pe- 
riod, there were modest increases in productivity from 1927/28 to 1932, 
substantial increases from 1932 to 1937, and small changes in both 
directions from 1937 to 1940. For the prewar period as a whole, output 
per man-year increased much more rapidly for producers’ goods than 
for consumers’ goods. (2) The productivity indexes move uniformly 
upward in the post-1950 period, the increases for consumers’ goods ex- 
ceeding slightly those for producers’ goods. In 1950, however, output 
per man-year was still below the peak prewar levels, and this in spite of 
a substantial increase in hours worked per year. (3) For the 1927/28- 
1958 period as a whole, output per man-year has increased by about 87 
per cent, an increase compounded from a 33 per cent increase between 
1927/28 and 1937 (the peak prewar year) and a 40 per cent increase 
between 1937 and 1958. Judging from the 1927/28-1956 data, the in- 
crease for producers’ goods is substantially greater than that for con- 
sumers’ goods. 

The average annual growth rates in employment and output per man- 
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year for producers’ goods other than machinery and consumers’ goods 
are as follows (in percentages): 


1927/28- 1932— 1937- 1927/28- 1950- 1955~- 1950- 
1932 1937 1940 1940 1955 1958 1958 


Output per Man- 
Year 0.4 5.5 decrease 1.9 5.3 4.7 50 
Employment 8.0 3.4 3.9 5.0 4.8 2.9 4.1 


In the post-1950 period, the rate of productivity increase declines be- 
tween 1950-1955 and 1955-1958, but only slightly, and is substantially 
higher than that for the prewar period as a whole. In the post-1950 pe- 
riod, the rate of employment increase declines appreciably and is be- 
low that for the prewar period as a whole. Thus, our calculations show: 
(1) no general trend toward retardation in the growth of productivity 
within the prewar period or as between the prewar and postwar periods, 
and (2) a slight, possibly insignificant, retardation within the postwar 
period. They suggest as well that the productivity growth rates may 
have been supported by a tendency toward decline over time in the rate 
of increase of employment. 

The seven-year plan implies a further decline in the future rate of 
productivity increase. It suggests, without clearly indicating, that the 
number of industrial workers is to increase by about 3.2 per cent per 
year in the 1958-1965 period, as compared with the 3.3 per cent rate at 
which employment in all branches of industry, including machine-build- 
ing, grew during 1955-1958.” Since the seven-year plan output goals 
imply a significant decline in 1958-1965 rates of increase relative to the 
1955-1958 rates, they also imply a rate of increase of labor productivity 
significantly below that realized during 1955-1958. Should the growth 
of productivity continue at about the 1955-1958 rate, the plan would be 
fulfilled ahead of schedule and the indicated retardation in the growth 
of industrial output would not occur. Perhaps this is one of the “re- 
serves” for overfulfillment mentioned above. 

It would be desirable to accompany the foregoing discussion of trends 
in labor productivity with a parallel discussion of trends in capital 
productivity and to obtain measures of changes in capital-labor ratios. 
Unfortunately, the only capital measures now available are the official 
series about which little is presently known. Since we are unable to 
vouch for the reliability of the capital series, about all we can do is 
to make explicit the relationships implied by the official capital series 
when compared with our employment and output indexes. Such com- 


2 For the seven-year plan data, see [11, Feb. 8, 1959], and also [4, pp. 175-76, fn. 11. 
For 1955-1958, see [4, Table 45, and p. 168]. 
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parisons for 1927/28, 1932, 1937, 1940, 1950, 1955, and 1957 yield the 
following highly tentative and provisional results: 

1. The ratio of capital to labor has increased monotonically and 
substantially over the observed years from 1927/28 through 1957.” 

2. The ratio of capital to output has increased (or capital produc- 
tivity has decreased) monotonically and substantially over the ob- 
served years from 1927/28 through 1950, but the change is ambiguous 
from 1950 through 1957.” 


See [4, Table 49] for these comparisons through 1955. For the 1957 capital index, 
see [15, p. 59]. For the 1957 employment index see [4, Table 45]. Both the capital and 
employment indexes include factors engaged in munitions output; and hence, on this account, 
the observed changes in the capital-labor ratio are relatively reliable. 

* See [4, Tables 22 and 49] and [15, p. 59]. Even if the official capital indexes are accepted 
as reliable, this comparison encounters a number of difficulties—especially, that the capital 
indexes include capital engaged in munitions output whereas the output indexes exclude 
munitions; and that the capital indexes appear to resemble chained rather than fixed-base 
index numbers. Thus to make the comparison more precise, one should include munitions 
in the output index and reweight the prewar output indexes with early-year weights. How- 
ever, on examination of the resultant output increase which is necessary to yield a decrease 
in the capital-output ratio, it is still clear that the official capital series implies a substantial 
increase in the capital-output ratio from 1927/8 through 1950, In the post-1950 period, on 
the other hand, it is quite possible that inclusion of munitions output might have arrested 
or reversed the apparent increase in the capital-output ratio. For the underlying argument, 
see [4, Section 4.63]. 

A calculation of the change in the productivity of labor and capital combined over the 
1927/8-1955 period, with hypothetical weights of 34 for labor and 14 for capital (and 
similarly for weights of 44 to 1% and 3 to 14), shows an increase in combined factor produc- 
tivity from 1927/8 to 1940, from 1950 to 1955, and from’ 1927/8 to 1955. If, ‘however, the 
weight of capital is increased to 14, then only the 1932-1937 and 1950-1955 periods emerge 
as periods with output increases clearly! in excess of the increase in labor and capital com- 
bined. See [4, Table 50, and pp. 183-88]. 
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THE EQUALIZATION OF RETURNS AND 
REGIONAL ECONOMIC GROWTH 


By Grorce H. Borts* 


The possibility of interaction between resource earnings and regional 
growth patterns has been pointed out by many writers.* From one 
point of view, regional growth may be regarded as the outcome of 
resource movements generated by earnings differentials. In turn, these 
are caused by initial differences in regional endowments of capital and 
labor. The resulting pattern of regional growth represents an equilibrat- 
ing process which will tend to eliminate geographic differences in the 
returns to resources. 

From another point of view, the differentials in resource movements 
and regional growth patterns are not explainable either in terms of 
initial differences in the prices of resources or in resource endowments; 
instead, they are to be explained by a difference in production func- 
tions or in the demand for a region’s exports. 

In this paper I shall examine the empirical implications of these 
two approaches and try to identify the forces operating through re- 
gional growth patterns in the United States in the last four decades. 
In a sense neither framework offers a complete growth model. Each 
provides an explanation of the economy’s adjustments to changes in 
tastes, technology, and the stocks of labor and capital. Nor are the 
two explanations inconsistent. It is conceivable that in some areas, 
investment is attracted by low real wages and a high marginal product 
of capital, while in other areas investment is explained by other con- 
siderations. It is the purpose of this inquiry to determine which of 
these relationships has been responsible for the observable growth 
differentials of the recent past. 

The hypotheses to be examined are consistent with the assumptions 
of a competitive economy, with capital and labor mobile between 
regions. It is assumed that the total stocks of capital and labor are 
fixed in the short run, and expansible in the long run through accumula- 


* The author is associate professor of economics at Brown University. He wishes to thank 
M. P. Stoltz, J. L. Stein, and M. J. Brennan for kind assistance. This work was supported 
by a grant from the Ford Foundation for the investigation of regional economic maturity. 

1 Statements of this problem may be found in articles by Hoover and Ratchford [5], 
North [10] [11], and Tiebout [11], [15]. 
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tion and reproduction. It is not intended to explain growth in the coun- 
try at large. National growth patterns will be taken for granted, and 
only regional differences will be examined. 


I. Relations between Growth and Returns to Resources 


A. The Equalization of Returns to Resources 


A simple model of regional growth is first constructed wherein ob- 
servable growth patterns are generated by initial disparities in resource 
endowment. 

If we assume that each region produces the same single output with 
the same production function, those regions with the highest propor- 
tion of capital to labor will evidence the highest real wage and the 
lowest marginal product of capital. In a free market we would observe 
capital moving from high-wage to low-wage areas, with the consequence 
that the low-wage areas experience higher rates of growth of capital 
and of the return to labor. If the regional wage differentials were large 
enough initially, we might also observe labor migrating from the low- 
wage to the high-wage areas. This would yield the same equilibrating 
effect on the return to capital and labor, although the effects on the 
growth of output in each region would be somewhat different. Whether 
or not labor migrates, capital movements would produce an eventual 
elimination of regional differences in resource endowment, in the real 
wage, and in the marginal product of capital. The adjustments which 
this model describes are movements along the production function of 
each region. 

The assumptions underlying the model are: (1) The total supply 
of labor to all regions taken together is fixed. The only way in which 
one region may employ more labor is through migration from other 
regions. (2) A single homogeneous output is produced in each region. 
(3) There are zero transport costs between regions so that the price 
of output is regionally uniform. (4) The same production function 
exists in each region, being homogeneous of degree one in the inputs 
labor and capital. (5) There are zero costs of converting output into 
capital goods. 

Let X = f(C, L) be the single, regionally uniform production func- 
tion for output in general. L is the quantity of labor employed, C the 
physical quantity of capital employed, where C is the accumulated 
stock of past unconsumed outputs. The assumption of a production 
function homogeneous of degree one means that the marginal physical 
product of labor fr, and the marginal physical product of capital fo 
are both functions of the capital-labor ratio: 


fr=g(C/L);  fe= MC/L). 
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Under these assumptions, if C/L is greater in region A than in region 
B, the real wage is higher in region A; i.e., 
g(C/L)a > g(C/L)s. 

Further, the marginal physical product of capital is higher in region B, 

A(C/L)p > k(C/L)a. 
Under the assumption that output is homogeneous, and that there are 
zero costs of converting output into capital goods, the marginal effi- 
ciency of investment is %.? Therefore, capital will flow from region A 
to region B, and labor may flow from region B to region A. 

This model abstracts from differences in production techniques due 
to the varying fertility and location of natural resources. Nevertheless, 
it provides a movement towards equilibrium and suggests two testable 
hypotheses. They are: (1) Low-wage regions will experience the high- 
est rates of growth of capital, and of the ratio of capital to labor. (2) 
Low-wage regions will experience the highest rates of increase of wages. 

The implications of the model will be contradicted if certain of the 
assumptions are contradicted. For example, in the long run the growth 
of the labor supply will differ among regions. If the supply of labor 
grows faster in low-wage regions and if labor is insensitive to regional 
wage differentials, different conclusions are suggested. Low-wage re- 
gions will still experience the highest rates of growth of capital, but 
they may not experience the highest rate of increase of wages; for the 
growth of the labor supply would prevent a rise in the ratio of capital 
to labor. 

This problem also arises if we examine separate sectors of a region’s 
economy. The supply of labor in the nonagricultural sector of a low- 
wage region may be increased through transfer of some of the region’s 
labor force from agriculture. At the same time this sector may ex- 
perience a very high rate of capital accumulation. However, the attrac- 
tion of labor to the sector would prevent a rise in the ratio of capital 
to labor and in the real wage in the sector. 


B. Regional Growth and the Allocation of Resources 


The conclusions of the first model depend upon the assumption that 
a single uniform good is produced by each region. If we consider two 


2 In this simple model, the marginal efficiency of investment and the marginal physical 
product of capital are identical. This is due to the use of one output which can be consumed 
or accumulated, and a zero marginal cost of transforming output into capital goods. In the 
more complex models considered below the two concepts are not identical. The marginal 
physical product of capital is fo. Assuming capital to be permanent and to yield a constant 
annual future income stream, the marginal efficiency of investment is a schedule showing 


"P. P, 

for different levels of investment an ordinate whose value is le Pe where — is the ratio 
c Fe 

of the price of output to the price of capital goods. 
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output sectors in a region, different conclusions are possible. As will 
be shown, a high-wage region may then grow faster than a low-wage 
region. In addition, an increase in physical capital in one region may 
not yield a change in factor combinations and in factor payments, but 
instead a reallocation of the region’s output in favor of the commodity 
produced by the capital-intensive sector. 

These possibilities have been recognized by Samuelson in his work 
on factor price equalization [14]. He specifies sufficient conditions 
for interregional trade in two or more commodities to result in the 
equalization of factor prices. The conditions imply that a reshuffling 
of resources within each region is sufficient to eliminate the inducements 
for interregional factor movements. While regional growth differences 
might occur, they would not generate a pattern of differences in returns 
to resources. Nor would they be generated by such differences. 

In the second model, I shall therefore assume empirical restrictions 
on the data which prevent factor price equalization from occurring 
through internal reallocaticn. These restrictions take the form of either: 
(a) regional differences in production functions, or (b) transport costs 
which prevent commodities from having the same relative prices in each 
region. 

The model now to be presented is one in which growing regions may 
have higher real and money wages than declining regions. Let us 
assume that each region produces a positive quantity of commodities 
in each of two industrial sectors X and Y; and that the output of 
sector Y is transportable among regions while the output of sector 
X is not. Further, sector Y need not be identical among regions. 

The money wage level in each region depends upon the marginal 
physical products of labor and the prices of output in the two sectors 
of the region; the marginal physical products of labor in turn depend 
on the ratio of physical capital to labor in the region and the com- 
position of output. The same set of variables determines the marginal 
efficiency of investment in the region. 

A region with low money wages may not grow faster than a region 
with high money wages because it may have a lower schedule of the 
marginal efficiency of investment.’ It may have a lower schedule if 
its low wage level is due *o a relatively low price of the commodity 
produced in its transportable sector, or is due to production functions 


3? Define the marginal efficiency of investment schedule for each region as a set of points 
fe * Pz 





showing values of on the ordinate, while the abscissa shows the ratio of investment 
¢ 
to the existing stock of capital. If the actual rate of return on investment is the same in all 


regions, then the region with the lowest schedule will have the lowest rate of growth. 
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which yield relatively low values of the marginal products of capital 
and of labor.* 

We can now specify the conditions under which a region with high 
money wages will grow faster than a region with low money wages: 
(a) A higher marginal efficiency of investment in the high-wage region 
than in other regions. This could be due to either of two causes: 
(i) production functions in the high-wage region which yield higher mar- 
ginal physical product schedules for both labor and capital;° (ii) a 
rise in the price of the region’s export commodity relative to the ex- 
port commodity of other regions. (b) For noneconomic reasons, popula- 
tion migrates to this region, and the migrants transfer capital with 
them; or the migrants demand capital once they have completed the 
move. (c) Residents of the region save a higher proportion of income 
than residents of other regions, and this is invested, for noneconomic 
reasons, in enterprises within the region. Any one of the above causes 
will lead to a rise in the region’s income through the familiar invest- 
ment income-generating process. The income boom will also lead to a 
passive current balance and a real transfer of capital from other re- 
gions. 

This is likely to be true even if the income boom is caused initially 
by a rise in export prices. The export surplus will be short-lived, be- 
cause it coincides with a rise in the region’s marginal efficiency of 
investment. That is, the price of export goods rises relative to the price 
of capital goods which are either produced in the domestic sector or 
are imported. Unlike the traditional balance-of-payments multiplier, 
a secondary investment boom generates new income and a new demand 
for imports. While the initial impact of the exports boom is a favorable 
balance of payments with other regions, its eventual effect must be 
destabilizing with respect to the balance of payments if the region is 
to import capital. 

1. Accumulation and the Increase in Wages. There are two reasons 

* Because each region reed not produce the same transportable commodity, any particular 
region may suffer a decline in money wages if, for example, there is a decline in the demand 
for its product. In addition, a low-wage region might have a low marginal physical product 
of capital because the ratio of capital to labor is higher in each of its industries than in 


the high-wage region. This would imply a high marginal physical product of labor, but not 
necessarily a high money wage. 


*In an analysis which deals with only two resources, labor and capital, it is reasonable 


to think of differences in production functions among regions, even though the “state of 
the arts” be widely disseminated. 


°It is conceivable that one region may grow faster than other regions in a free-trade 
economy without importing capital. However, it is difficult to see why this should occur 
unless the residents of the growing region have an irrational demand for externally generated 
securities. The forces generating growth in the region should also generate a demand for the 
region’s securities. 
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why a growing region will enjoy a rise in the money wage per worker: 
(a) The investment income-generating process leads to higher prices 
of goods in the two sectors X and Y and therefore to a higher marginal 
value product of labor. This will also represent a rise in the real wage, 
if the prices of goods imported into the region are now lower relative 
to the region’s money wage. (b) The accumulation of capital may raise 
the marginal physical product of labor. To accomplish this, accumula- 
tion must raise the ratio of capital to labor in both output sectors. 
This requires that accumulation be accompanied by an increase in the 
price of output in the sector which is labor-intensive relative to the 
price in the sector which is capital-intensive. 

With the aid of simplifying assumptions, it is possible to specify the 
conditions under which this will occur. Let us assume that: (1) produc- 
tion functions for the two outputs are homogeneous of degree one; 
(2) with given resources, there is a unique ratio of capital to labor 
for each production function which will yield a given marginal rate of 
substitution between the two products. 

These conditions guarantee that factor proportions in the two sec- 
tors are unique functions of the relative prices of their outputs. A rise 
in the proportion of capital to labor in both sectors requires that there 
be an increase in the relative price of output in the labor-intensive 
sector. If during accumulation the relative prices of outputs remained 
unchanged, the factor proportions would not change. All that would 
happen would be a simultaneous reallocation of output in favor of the 
sector which is capital-intensive with no change in marginal physical 
products. 

We must therefore restrict the demand conditions for the outputs of 
the two sectors. If accumulation is to raise the marginal physical prod- 
uct of labor, the demands for the two commodities must be such that 
the relative price of the labor-intensive commodity rises as the new 
capital is allocated to the two sectors. A graphic demonstration of these 
propositions is to be found in the Appendix. 

2. Accumulation and the Real Wage. With the aid of a number of 
realistic assumptions, we may specify the effect of growth on the real 
wage. Let us assume that the products of the transportable sector (Y) 
of the region are capital-intensive while those of the nontransportable, 
domestic sector (X) are labor-intensive. For example, the capital- 
intensive sector may be thought of as manufacturing and mining, 
while the labor-intensive sector is services.’ Further assume that the 
region is experiencing rapid growth because of upward shifts in the 

"If we ignore transportation and communications, it appears reasonable to regard as 


relatively labor-intensive such activities as: wholesale and retail trade; finance, insurance, 
and real estate; services; and construction. 
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demand for the output of its export sector. The major cause of an 
increase in the real wage is the rise of money wages relative to the 
prices of commodities imported into the region. It is less certain that 
the real wage will be improved through an increase in the marginal 
physical product of labor. As we have seen, it requires an increase in 
the ratio of capital to labor in each industry. It is brought about by a 
rise in the price of the product of sector X relative to that in the Y 
sector. This might be due to the high income elasticity of demand for 
the product of the labor-intensive sector and to the respending of new 
income generated in the region. However, if this rise went far enough, 
it would offset any initial increase in the export price and would wipe 
out the higher marginal efficiency of investment generated by the ex- 
port boom.’ For if the growth process is to continue, there can be no 
rise in the marginal physical product of labor, as this would imply 
a fall in the marginal physical product of capital. If the marginal 
physical product of labor does rise, it will impede the growth process 
by leading to a lower marginal efficiency of investment. 

The only exception to this would occur if capital goods were ex- 
clusively imported. For then we could have: a rise in the prices of 
both sectors of the region relative to the price of capital goods; a rise 
in the price of the labor-intensive domestic sector relative to the capital- 
intensive export sector; a rise in the marginal efficiency of investment, 
a rise in the marginal physical product of labor, and a fall in the 
marginal physical product of capital. l 

This analysis permits us to understand how the real wage and the 
marginal efficiency of investment may simultaneously be higher than 
the national average in a growing region and simultaneously lower than 


5In a two-community framework, the marginal efficiency of investment can be written as 


Py, MPi, where Py is the price of output, Pe the price of capital and MP’. the marginal 
physical product of capital in the Y industry. Let us assume that X, the labor-intensive 
domestic sector, produces capital goods. If resources are efficiently allocated between the 
two industries, the following condition holds: 
Po yp! = ME 
Pz 
By assumption, MP,” is a function of the capital-labor ratio in X. Therefore, a reduction 
in P,/Pz (an increase in the relative price of the labor-intensive sector) raises the capital- 
labor ratio in X and Y, lowers the value of MP”, and MP”, and lowers the marginal 
efficiency of investment in the region. For a graphic demonstration, see the Appendix. 
? Let Z denote the imported capital goods. Then the marginal efficiency of investment 
(MED is: 
P; 
Pz 


The values of these terms could rise due to an increase in the price ratios P,/Pz, Pe/Pz. 
At the same time, P,/P. could be falling with the consequence that MPz¥ and M Pz” would 
efall, although not so much that the MEI would decline. 


Ps 
MP; = — MP3 
Pz 
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the national average in a declining region. It has been shown that the 
real wage in the region depends upon the marginal physical products 
of labor and the prices of the region’s outputs relative to the prices of 
its imports. The marginal efficiency of investment depends on the 
marginal physical product of capital in the region and the prices of the 
region’s exports relative to the prices of domestically produced and im- 
ported capital goods. Even though the marginal physical product of 
labor is inversely related to the marginal physical product of capital 
through factor proportions, favorable movements of the relevant price 
ratios may raise both the real wage and the marginal efficiency of in- 
vestment. The crucial assumptions underlying the analysis are either 
regional differences in production functions, or regional differences in 
the ratio of the prices of export goods to the prices of goods produced 
in the domestic sector. 

From this analysis, it becomes clear that a region’s growth depends 
strongly upon the behavior of the prices of its export sector. A high- 
wage region may grow more rapidly than a low-wage region if the 
demand for its export goods is growing. Because a high-wage region 
can produce a different export commodity than a low-wage region, the 
export boom of one region will not be shared by the other. A high-wage 
region may, therefore, have a greater growth of capital and a greater 
increase in money wages than a low-wage region. It may also have an 
increase in the marginal physical product of labor and in the real wage 
under the conditions specified above. 

This model, therefore, allows conclusions which contradict the one- 
commodity model. For the one-commodity model implies that capital 
will grow faster in low-wage regions. Here we see that the opposite 
is possible. Capital may grow faster in a high-wage region. Further, if 
the elasticity of labor supply does not differ among regions, the money 
wage rate will increase fastest where capital is growing the fastest. If 
the money wage rate does not increase rapidly where capital is growing 
rapidly, then we may look to a high growth of employment as the ex- 
planation. 

In the following sections these alternative frameworks will be tested 
against the experience among United States regions in the last four 
decades. 

Il. Statistical Tests 


In order to subject the above hypotheses to test, it is necessary to 
measure the changes in capital, labor and wages among regions. In all 
cases, the regions examined are the forty-eight states. The time period 
runs from 1919 to 1953. This period is broken into shorter intervals 
marked by business-cycle peaks as the initial and terminal dates. The 
purpose is to measure growth as the change during each interval. Such, - 
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changes are independent of cyclical movements in the sense that inter- 
vening cyclical troughs do not influence the statistical measurement of 
growth from one peak date to the next. The intervals chosen are 1919 
to 1929, 1929 to 1948, and 1948 to 1953. 

The growth of capital in each state is measured by the growth of 
the income to capital.” We can think of the total income produced in 
the state as the sum of payments to wage and salary earners and to 
property owners. The percentage change in the income to property 
owners in the nonagricultural sector of each state is used to measure 
the change in the total return to capital in that sector in each state. 

Percentage changes in nonagricultural employment in each state are 
computed for the intervals 1919-1929, 1929-1948, and 1948-1953. For 
1919 and 1929, the employment estimates are derived from the Census 
of Population [17] [19]. The employment data for 1948 and 1953 
are estimates of the Bureau of Labor Statistics [23]. 

These sources are also used to derive estimates of employment by 
states in two nonagricultural sectors: (1) mining and manufacturing, 
and (2) a composite sector which I have called services. The services 
sector includes the following employment categories: wholesale and 
retail trade; finance, insurance and real estate; service and miscel- 
laneous. This dichotomy excludes employees in construction, transpor- 
tation, communication, public utilities and government. In 1950, these 


The total return to capital is the product of three elements: the number of physical 
units of capital, the marginal physical product of capital, and the price of the output 
produced by capital. In the two models presented above, capital is treated as a homogeneous 
physical commodity. In the first model, there is one good which can either be consumed 
or accumulated. In the second model, the capital good is either produced by the domestic 
sector of the region or imported. In the first model, increases in the quantity of capital 
employed would in all likelihood be accompanied by increases in the total return to capital. 
The exception would occur if the schedule of the marginal physical product of capital were 
inelastic in the range in which accumulation was taking place. In the second model, increases 
in the quantity of capital employed will be accompanied by increases in the total return 
to capital. There are two reasons for this: (a) The money return to capital will be increased 
by an increase in the prices of goods produced by capital. In a growing region experiencing 
an investment income-generating process, all prices are likely to be rising. In particular, the 
prices in the capital-intensive sector will rise due to an export boom. (b) The marginal 
physical product of capital will not fall rapidly, if it falls at all, because of the expansion 
of the scale of both the capital-intensive and labor-intensive sectors. Thus, increases in 
physical capital will be accompanied by slight if any declines in the marginal physical 
product of capital. 

* For 1929, 1948, 1953, the payments to wage and salary earners and to property owners 
are derived from [22]; for 1919, from [7]. This measure of capital accumulation was 
checked for consistency against three other methods of estimation: (a) growth of corporate 
income after taxes generated by firms resident in each state; (b) growth of total assessed 
value of property by state; (c) growth of cumulative value of construction by state. 
For the periods under review, the estimates are close enough to permit reliance on the 
measure described above. An analysis of methods of estimating returns to capital will 
be presented by the author to the 1961 Conference on Research in Income and Wealth, in 

a paper entitled, “Problems on the Distribution of National Income by Regions.” 
s 
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excluded sectors made up approximately 30 per cent of employed non- 
agricultural workers. 

The wage per employee in the two nonagricultural sectors is com- 
puted from the income and employment data previously mentioned. 
The wage change used is the percentage change in the wage income 
per employee between 1919 and 1929, 1929 and 1948, 1948 and 1953. 


A. The Growth of Wages, Capital, and Employment 


We may use the statistical data to test the hypotheses presented 
earlier: (a) Capital grows fastest in low-wage areas. (b) Wages grow 
fastest in low-wage areas unless growth of employment prevents a rise 
in the ratio of physical capital to labor. 

Table 1 indicates for each time interval the average wage level and 
average percentage change in wages for groups of states classified by 
their position with regard to the median growth of employment and 
median growth of capital. This is shown for the nonagricultural sector 
of each state. For each interval the table shows n, the number of states; 
w, the average wage income per nonagricultural employee at the initial 
date; and w, the percentage change in w. Also shown are the average 
values of w and w for the entire 48 states. If the data are consistent 
with the hypotheses, we should observe low values of w and high values 
of w in states with a high rate of capital growth. Also, in each interval 
the value of w in the lower left box should be higher than in the upper 
left box; further, the value of w in the upper right box should be 
lower than in the lower right box. 


TABLE 1—LEVEL AND PERCENTAGE GROWTH OF WAGES IN 48 STATES CLASSIFIED 
BY GROWTH OF CAPITAL AND OF EMPLOYMENT, 1919-1929, 1929-1948, 1948-1953 








Time Interval: 1919-1929 1929-1948 1948-1953 





High Low Higl. Low High Low 
Capital Capital Capital Capital Capital Capital 
Growth Growth Grow7h Growth Growth Growth 








High nl 13 11 16 8 20 

Employment | w | $986 $970 $1051 ‘| $1355 $2799 $2320 
Growth wj 16.24% 3.83% 161.73% 128.41% 30.99% 25.51% 
Low n 11 13 8 ` 16 4 20 
Employment | w | $1074 $1017 $940 $1203 $2912 $2665 
Growth w| 16.26% 11.75% | 158.81% 127.93% 30.39% 26.80% 
U.S. w $1011 $1134 $2713 

Average | w 12.19% 144.42% 28.75% 





a n: the number of states; w: the average wage income per nonagricultural employee at 
the initial date; w: the percentage change in w. 
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As the table indicates we frequently observe the contrary of these 
events. In two of the three periods, the states with a high rate of capital 
growth have high values of w. In the 1919-1929 interval, the state 
groups where capital grew fastest had on the average a wage 2 to 5 
per cent greater than in the other states. In the 1948-1953 period, 
the state groups where capital grew fastest had a wage 10 to 20 per 
cent greater than the other states. In these same two periods, the 
fastest wage increase occurred among state groups with relatively high 
wages. Only in the 1929-1948 period do rate of capital growth and 
rate of wage increase appear greatest in low-wage states. Finally, the 
value of w does not appear to be influenced by the rate of employment 
growth. Only in the 1919-1929 interval does high employment growth 
appear to slow the increase in the wage. 

This evidence casts considerable doubt on the hypothesis that low 
wages are a major influence on capital movements. Or, to put it an- 
other way, there is doubt that wage differentials are a prime influence 
on the marginal efficiency of investment. While it has been true over 
a long period that wages have tended towards equality among states, 
the strength of this movement appears markedly weaker in the past 
four decades.” 

The strength of these convergence and divergence patterns may 
be seen in the following contingency table which covers the three 
periods examined. Table 2 classifies the states according to wage level 
and rate of wage increase. Shown at the bottom is the value of chi- 
square (x?) which has been computed for each time-interval as a 
measure of association.** There is a strong divergence pattern among 
states in the first period, a strong convergence pattern in the second 
period and no pattern in the third. The association in the last period 
between high average wages and rate of wage increase alluded to pre- 
viously results from the classification of states by capital and employ- 
ment growth. There is nevertheless no pattern of wage divergence in 
this last period. 

Table 1 also supports quite strongly the view that an increase in 
the total income to capital relative to the amount of labor employed 
will yield an increase in the wage. Reading across the table, we see 

“Hanna’s data [4] show that the coefficient of variation of wage and salary income 
per capita declines from 1929 to 1948, and then remains roughly constant to 1951. He does 
not give any evidence on this coefficient in 1919, presumably because of a different. source 
of data and slightly different definitions. Easterlin’s findings [2] indicate that convergence 
did not occur between 1919-1921 and 1949-1951. Muth’s findings [9, pp. 854-77] confirm 


the failure of state differences in income per worker to narrow in the period -between 
1920 and 1929, and again after the second world war. 
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TABLE 2—CLASSIFICATION OF 48 STATES BY WAGE LEVEL AND RATE oF WAGE IN- 
CREASE, 1919-1929, 1929-1948, 1948-1953 








Wage Level Rate of Wage Increase 








1919-1929 1929-1948 1948-1953 





Above Below Above Below Above Below 
Average | Average | Average | Average | Average | Average 








Above Average 14 9 5 21 11 9 





Below Average 6 19 20 2 15 13 
Value of x? 6.71 24.52 .01 





that without an exception in each time interval an increase in capital 
growth relative to employment growth is accompanied by a greater 
increase in the wage. This conclusion is also supported by evidence on 
correlation between the change in the total return to capital, the change 
in employment, and the change in wages. Let us measure the change 
in the ratio of capital to labor as the difference between the percentage 
change in capital and the percentage change in labor. Denote this 
variable as x, and denote the percentage change in wages per employee 
as y. Then, we have the following correlation coefficients for each time 
interval: 


1919-1929 Toy = +.508 
1929-1948 Foy = +.727 
1948-1953 Yay = +.236 


The first two coefficients are significant in the probability sense at 
the 5 per cent level, the third is not. However, for the 1948-1953 period, 
the partial correlation between the change in capital and the change in 
wages, holding the change in employment constant, is much larger, ` 
yielding a significant coefficient of +.688.*° The partial correlation 
results do indicate that wages respond to increases of capital. How- 
ever, the observed relation for the 1948-1953 period cannot be stated 
in terms of the ratio of capital to labor. 


B. The Influence of Agriculture 


It is conceivable but unlikely that the widespread decline in agri- 
cultural income in the 1919-1929 and 1948-1953 intervals is responsible 
A(C/D AC AL 


C/L C EL 

“ The discrepancy between the two coefficients occurs because of the nature of the simple 
correlations between the variates. The correlation of two ratios, X/Z and Y/Z will yield 
the same results as the partial of X on Y, given Z, when the regressions of X on Z and 
Y on Z are homogeneous. This condition is not fulfilled in the 1948-1953 period. For a proof 
of the proposition, see Meyer and Kuh [8, App. C]. 





14 For incremental changes, 
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for the absence of wage equalization in those periods. An examination 
of the data indicates that it would be a mistake to attribute the dif- 
ferent behavior of wages and capital in the three periods to the varying 
fortunes of agriculture. 

The states which suffered declines in agricultural income were in 
fact largely low-wage states. It is reasonable to expect that the demand 
for nonagricultural services would also suffer in these states; hence, 
low-wage states would experience a low rate of increase of nonagri- 
cultural wages as a consequence of the depression in the agricultural 
sector. To carry the argument further, the low-wage states would ex- 
perience the strongest wage increase in the 1929-1948 period as a 
consequence of the sharp expansion of agricultural income at that time. 

The explanation requires that the wage convergence of 1929-1948, 
and the wage divergence of the other two periods, be observable mainly 
in the agricultural states. It is contradicted by the data. The behavior 
of wages in the agricultural states frequently departs from this histori- 
cal pattern. Therefore we can reject the presumption that the wage 
behavior in all states.in the three periods is due to the influence of 
national agricultural patterns acting on the states most heavily de- 
pendent on this industry.” 


C. The Interaction between Increase in Wages and Reallocation 


In Section I, it was argued that an increase in the relative price of 
output in labor-intensive industries would raise the real wage. This 
proposition is demonstrated graphically in the Appendix. It is there 
also shown that the elimination of excessive employment in labor- 
intensive industries might raise the real wage in states with a high 
proportion of such industries. The possible existence of these two in- 
fluences has been investigated for the 1929-1948 period. This period 
was chosen out of the three because it was long enough to permit the 
adjustments which the analysis presumes. Further, it encompasses the 
strongest equalization movement of the three periods. The data indi- 
cate that it is the one period out of the three in which the sharpest 
reallocation of employment occurred between the labor-intensive and 
capital-intensive sectors of each state. Any effect which the elimination 
of misallocation might have on the real wage should show up in this 
period. 

If these two influences are to be detected, they will show up as a 


* These conclusions are based upon an examination of the behavior of wage levels and 
wage growth in agricultural and nonagricultural states. The states in Table 1 were classified 
by the importance of agriculture. It was observed that the wage behavior observed in 
the three periods held as well for the states least dependent upan agriculture. 

. 
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change in wages over and above that already explained by the change 
in the return to capital relative to the number employed.” 

It is not possible to measure directly the change in relative prices 
of the labor-intensive and capital-intensive sectors of each state. An 
approximation is made on the basis of empirical specification of the 
content of the two sectors.*® I shall approximate the relative increase 
of prices in each state sector by the difference between the relative 
increase in wage earnings per employee in the two sectors. This measure 
is useful only when wages in the two sectors are initially and finally 
unequal. If they were always equal, the index would have a value of 
zero. Because wage equality does not exist initially or finally, the 
index should provide a useful measure of the extent to which the 
prices of the products of the labor-intensive sector have risen relative 
to the prices of the products of the capital-intensive sector.” 

The actual measure employed is the percentage rise of service wages 
less the percentage rise of manufacturing wages. This measure will be 


* The wage per worker in one sector of a region’s economy may be written as: 
W = fi-Ps 


where fz is the marginal physical product of labor, and Px the price of output. Similarly, 
the money return per unit of capital may be written as: 


R= fe-Pz 


where fe is the marginal physical product of capital. fs andfe are functions of C/L the 
ratio of physical capital to labor. Ignoring second-order terms, 


dW = fu-dP. + Peftd (5) 


aw dP, ft (£) 
W RB T mi L 
and 


i) 


dR = fo-dP2 + P,fed 


aR _ ae kaf 


Substituting, we have 


aw aR, (fe =) ,(2) 
L 


wW R Je fe 
The wage per worker will rise: (a) if there is a rise in the money return per unit of capital, 
(b) if there is a rise in the proportion of physical capital per worker, (c) if there is 
a rise in the marginal product of labor and therefore a fall in the marginal product of 
capital. The effects of (a) and (b) on dW/W have been taken into account by correlating 
the change in wages with the change in the return to capital relative to the number of 
workers. The effect of (c) is to be taken into account by determining the extent to which 
unexplained changes in dV¥/W are related to changes in the relative price of laber- and 
capital-intensive sectors. 
3 The two sectors are defined in footnote 7. 


©The use of this measure requires that technological change either be absent or have 
little effect on the ratio of prices to wages in each sector. ° 


BORTS: EQUALIZATION OF RETURNS 333 


used to classify the residuals from the regression of wage growth on 
the growth of the capital-labor ratio. The relation is summarized in 
Table 3. There is a strong significant association between the residuals 
from the regression and the relative increase of wages in the two sec- 
tors.” In those states where average wages grew by a greater percentage 
than predicted by capital accumulation the service wage grew far 
more rapidly than the manufacturing wage. 


TABLE 3—CLASSIFICATION OF RESIDUALS FROM REGRESSION BETWEEN WAGE INCREASE 
AND INCREASE IN THE CAPITAL-LABOR Ratio, 48 STATES, 1929-1948 

















Increase in Wages in Services Sector less |Wage Increase Greater] Wage Increase less 











Increase in Wages in Manufacturing than Predicted by than Predicted by 
Sector Regression Regression 
States States 
Greater than Average 15 pee 9 
Less than Average ; ie § 19 





The interpretation of this relation must be clarified. It may exist 
because of the elimination of wage differentials in the two sectors or 
because of the alteration of service prices relative to manufacturing 
prices.” The index of wage changes may be written as follows: 

AW, AWn Wi-We Wna- Wn 


We Wa we we 











where Ws denotes service wages, Wm denotes manufacturing wages; 
the superscript 1 denotes the later time period, the superscript 0 denotes 
the initial time period. If we assume that wages in the two sectors are 
equalized in the final period, the index becomes: 








wi- w: mi- wi wiw.-w 
w: we wows 


The index then depends upon the initial discrepancy between wages 
in the two sectors and the final level of wages. This form of the index 
was computed to determine its relation to the regression residuals. In 


% A significance test on the contingency table yields a value of x? = 8.58 which is sig- 
nificant at the 1 per cent level. A test on the average value of the residuals from the 
regression yields a significant value of F = 7.758, with 13 per cent of the variance of the 
growth of wages explained by this classification. 


* The elimination of sectoral differentials would yield an increase in the average wage if 
the sector with growing wages strongly outweighed in importance the other sector. 
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a sense this provides a test of the hypothesis that the observed associa- 
tion is explainable in terms of the equalization of wages which took 
place in the two sectors. For it removes from the index any influence 
of sectoral wage differences in the final period. The index was com- 
puted for each state in the form shown above. When the index is 
compared with the residuals from the regression, the contingency table 
which results is not significant. That is, classification by the index 
in the above form does not classify the regression residuals in a 
significant fashion.” The index was also computed under the assump- 
tion that wage equality results among states as well as within states 
That is, the index computed was 

0 


W.-W 
wW? wW? 


Again, there is no relation between this classification and the residuals 
from the regression.”* 

From this we conclude that elimination of the initial discrepancy in 
wages between sectors in each state does not by itself explain any of 
the wage increase in the period. The residual wage increase is, how- 
ever, explained by the increase of service wages relative to manufactur- 
ing wages. This indicates that those states which enjoyed the greatest 
increase of service prices relative to manufacturing prices appear to 
have undergone a reallocation of resources yielding an increase in the 
capital-labor ratio, and an increase in the marginal product of labor. 

The results of these tests indicate that the second model plays a 
powerful role in explaining the increase of wages and capital among 


2 The resulting contingency table is the following: 








Increase in Service Wages less Increase in [Wage Increase Greater) Wage Increase Less 








Manufacturing Wages than Predicted than Predicted 
Greater than average 10 14 
Less than average 10 14 





2 The resulting contingency table is: 





Increase in Service Wages less Increase in |Wage Increase Greater} Wage Increase Less 
Manufacturing Wages tkan Predicted than Predicted 








Greater than average 10 14 





Less than average 10 14 
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states. In the next section, certain aspects of this model are examined 
in greater detail. 


D. The Convergence of Wages 


We have seen that nonagricultural wage differences failed to narrow 
in two of the three time intervals examined. They diverged consider- 
ably from 1919 to 1929; and only in the 1929-1948 period was there 
a continuation of the convergence pattern which investigators found 
prior to 1920. It is useful to inquire why these different patterns oc- 
curred, and what light they shed on the possibility for future narrowing 
of wage differences. Possible answers can be phrased in terms of the 
general framework presented at the beginning of this paper. 

1. The failure of wages to converge is rather surprising in view of 
the available evidence that these periods witnessed considerable inter- 
state migration from low- to high-wage states.”* 

While migration was going on in the right direction it is conceivable 
that varying rates of migration might be responsible for the failure of 
wages to converge. If interstate migration from low- to high-wage 
areas slowed down, then the rate of wage convergence might stop. 
Further, if the rate of migration failed to empty an area as fast as the 
birth rate was filling it, the pressure of labor supply on wages in a low- 
wage area might prevent convergence. What evidence exists seems to 
contradict this explanation.” However, even if the migration data sup- 

* Migration data have been collected on a uniform basis in [6]. The states have been 
classified by their average wage and by the degree of in-migration or out-migration 
(measured in migrants as a per cert of population), The results for the two time-intervals 
for which migration data are available are shown below. They indicate a strong positive 


association between migration and wage level. That is, low-wage states experienced greater 
out-migration, and high-wage states experienced in-migration. 





High-Wage States Low-Wage States 


1919-29 | 1929-48 | 1919-29 | 1929-48 








States showing net in-migration; 





1920-1930 14 — 2 = 

1930-1950 z 15 — 5 
States showing net out-migration: 

1920-1930 9 — 23 — 

1930-1950 — 11 — 17 








In both time intervals, the strong association is due primarily to the high out-migration from 
low-wage areas. The degree of association is stronger in the earlier period. 

S We have already seen in the previous footnote that the relation between migration and 
wages is stronger in the 1919-1929 period, when wages diverged. In this period, there is 
also a strong association between wage increase and population growth. That is, migration 
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ported this explanation, it would still not deal with the evidence on 
capital accumulation. Capital was growing more rapidly in high-wage 
states in two of the three periods examined. Migration in response to 
wage differentials cannot explain this movement of capital. 

Migration might be used to explain capital formation through the 
influence of new in-migrants on capital requirements. It might be 
argued that when a large population influx hits an urban area, there 
is a demand for capital to provide housing and public and private 
services. This was suggested earlier as one of the causes of growth of 
high-wage areas. Both the 1919-1929 and 1948-1953 intervals follow 
periods in which there was strong migration from low- to high-wage 
states. Prior to each of these periods there were restrictions on the 
volume of urban construction due to wartime use of materials and of 
capital funds. It is possible that the higher growth of capital in high- 
wage areas in these two periods represents a catching up in the stock 
of urban capital required by prior increases of population. The same 
capital formation pattern would not be observed in the 1929-1948 
period due to the depression and then the war. 

The evidence on migration and on population growth does not give 
uniform support to this explanation. In Table 4, for 1919-1929 and for 
1948-1953, the states are classified by capital growth and employment 
increase. For each case the average rate of population growth and rate 
of migration for the period prior to the one examined is shown. If the 
above explanation be valid, then states with higher rates of capital 
formation should have had higher rates of in-migration (shown as 
positive) and higher rates of population growth in the prior period. 

The implication of the hypothesis with regard to population growth 
is contradicted by the data. In 3 out of 4 cases, holding employment 
increase constant, the states with higher capital growth had smaller 
rates of population growth. The data on migration agree with the hy- 
pothesis in three out of four cases, showing higher in-migration or lower 





was strong enough to slow the rate of population growth of low-wage regions, This is seen 
in the following table which classifies the 48 states ky the wage level in 1919 and the rate 
of population growth between 1919 and 1929. 











Above Average Below Average 
Weges Wages 
Above average population growth 1919-1929 14 4 
Below average population growth 9 21 





Thus in the period 1919-1929, migration was sufficient to produce an emptying of low-wage 
areas and yet insufficient to produce wage equalization. 
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TABLE 4—AvERAGE RATE OF POPULATION GROWTH AND AVERAGE RATE OF IN- 
MIGRATION (+) IN 48 STATES, CLASSIFIED BY EMPLOYMENT GROWTH AND BY 
Capirat GrowrtTH, 1919-1929, 1948-1953 



































1919-1929 
High Low 
Capital Capital 
Growth Growth 
High 1. Average Rate of Population Growth 
Employment 1910-1920 17.84% 18.64% 
Increase 2. Average Rate of Migration Per 
Capita 1910-1920 +.019 -}.002 
Low 1. Average Rate of Population Growth 
Employment 1910-1920 10.60% 15.63% 
Increase 2. Average Rate of Migration Per 
Capita 1910-1920 —.010 -+.013 
1948-1953 
High Low 
Capital Capital 
Growth Growth 
High 1. Average Rate of Population Growth 
Employment 1930-1950 38.86% 12.05% 
Increase 2. Average Rate of Migration Per 
Capita 1930-1950 +,107 — .205 
Low 1. Average Rate of Population Growth 
Employment 1930-1950 14.54% 19.66% 
Increase 2. Average Rate of Migration Per 


Capita 1930-1950 — .067 — ,070 








out-migration in states with higher rates of capital formation. However 
in one case, the agreement is by the very small margin of three migrants 
per 1000 of state population. In the cases where agreement is strong, 
the difference is as large as 310 migrants per 1000 of state population. 
The hypothesis receives its strongest support in the 1948-1953 period. 
It receives no confirmation in the 1919-1929 period. For these reasons I 
would not attribute a great deal of importance to the role of migration 
as a general explanation of differences in capital formation. 

2. There is a second possible explanation of the failure of wages to 
converge in two periods. If the marginal efficiency of investment was 
influenced primarily by the demand for commodities produced by the 
export sector of each region, there might be an export boom in high- 
wage states. This explanation requires that in the 1919-1929 and 
1948-1953 periods demand for the products of high-wage industries 
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increased relative to the demand for the products of low-wage indus- 
tries. In the 1929-1948 period the reverse would have to occur. 

Investigators have discovered a high correlation between the in- 
dustrial composition of a state and the average wage level.” A state 
with a large proportion of nationally high-wage industries tends to have 
a higher average wage than a state with a large proportion of nationally 
low-wage industries. Therefore, a relative increase nationally in the 
demand for the products of high-wage industries would primarily affect 
the states containing such industries. 

The influence of demand conditions can be perceived partly through 
the changes of prices. If demand for a certain class of goods rises more 
than for another class, we can expect the prices of the former class 
to rise by a greater proportion, other things being equal. The factors 
remaining equal would be technology and the other influences on the 
elasticity of supply. We would also expect the output of this sector to 
rise more rapidly than in other sectors. Using this as a background, 
we can inquire how the high-wage and low-wage industries of the coun- 
try behaved in these periods. 

Is there evidence that from 1929 to 1948 demand for the products 
of low-wage industries rose more rapidly than demand for products 
of high-wage industries? The price data do not support such an ex- 
pectation. The wholesale prices of 34 manufactured products were 
examined between 1929 and 1948. The wage levels and wage increases 
in the industries producing these commodities were also examined.” 
There is no indication that products of low-wage industries rose more 
in price than products of high-wage industries. At the same time it 
appears that the wage increases in high-wage industries were on the 
average less than that in low-wage industries. This is the convergence 
pattern among industrial wages alluded to previously.’ This indicates 
that there was a difference in the elasticity of labor supply facing the 
two sectors. Labor shifted from low- to high-wage sectors, especially 
after 1939 with the appearance of war-induced employment opportuni- 
ties. This would increase the likelihood that a greater increase in de- 
mand for low-wage products would yield greater price increases than 


2 See Muth [9, pp. 878-939], Hanna [4], and Perloff [12]. 

“The rank correlation among industries between the wage level in 1929 and relative 
price increase from 1929 to 1948 is not significantly different from zero, Price data for 1919, 
1929, 1948, and 1953 were taken from [24] [25] [26] [27] [28]. Also, data for 1953 
were taken from [29]. Data on wages and wage increases by industry for 1919, 1929, 1948 
and 1953 were taken from the relevant Censuses of Manufactures for the years 1919, 1929, 
and 1947 [18] [20] [21]; data for 1948 and 1953 were taken from [30]. 

= The Spearman rank correlation among 34 commodities between the 1929 wage level and 
the 1929-1948 percentage wage increase is —.36, which is significant in the probability sense 
at the 5 per cent level. 
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in high-wage products. Nevertheless, the data gave no support to such 
an expectation. There is no indication that the demand for low-wage 
products grew more rapidly than that for high-wage products from 
1929 to 1948. 

What of the other two periods? Here the evidence is mixed. There is 
clear support for the demand thesis in the 1948-1953 period. In this 
period there is a strong positive correlation between the initial wage 
level and the subsequent growth of prices. There is also a strong posi- 
tive correlation between the initial wage level and the subsequent in- 
crease in wages. In this period, the high-wage industries experienced 
greater wage growth and greater relative price increase than the low- 
wage industries.” Thus, the regional growth patterns appear to be 
dominated by national demand conditions in the 1948-1953 period. 

For the 1919-1929 period there is no evidence that demand condi- 
tions had a differential effect on wholesale prices or wages. In view of 
the divergence of wages among states in this period we should expect 
to find prices and wages in high-wage sectors growing more rapidly 
than in low-wage sectors. Actually, we find no pattern at all. There is 
no relation between the level of wages paid in 1919 and the subsequent 
growth in prices. Further, there is no relation between the initial level 
of wages and the subsequent increase in wages. Finally, there is no rela- 
tion between wage increases and price increases. Despite this lack of 
confirmation from wage and price data, there are two kinds of evidence 
which support the demand thesis: 

(a) It is clear that the physical output of high-wage sectors grew by 
a greater proportion than the physical output of low-wage sectors. Out- 
put indexes and wage data for 59 manufacturing industry groups were 
examined. A significant positive association was found between the 
growth of output and the level of wages.” 


The rank correlation among 34 industries between the wage level and relative price 
growth is +.49. The rank correlation between the wage level and relative wage growth is 
+.71. Both are significant at the 5 per cent level. 

2 The following table classifies the 59 industry groups by percentage growth of physical 
output and wage level. The resulting value of x° is 12.37, which is significant at the 1 per cent 
level. 








Wage Level 1919 














Growth of Output 
Above Median Below Median 
Above median 21 8 
Below median 8 22 





Manufacturing output indexes are taken from S. Fabricant [2a]. 
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(b) Innovations among the high-wage manufacturing industries ap- 
pear to have been labor-saving relative to innovations among the low- 
wage manufacturing industries. This wculd explain why increases in the 
demand for high-wage products had not yielded corresponding increases 
in prices or in wages of this sector.* S 

These two pieces of evidence indicate that demand for high-wage 
products grew more than demand for low-wage products from 1919 
to 1929. While this did not generate a differential pattern of wage or 
price increases among industries, it apparently affected capital ac- 
cumulation in the states containing such industries. It also affected 
wages in the other industries of these states. 

3. A third possible explanation is that the marginal efficiency of in- 
vestment was influenced primarily by wage differentials in the 1929- 
1948 period, but not in the other two periods. A strong case can be made 


31 The degree to which an industry has experienced a labor-saving innovation is measured 
by the change in the ratio of wage payments to value added. The logic underlying this 
measure can be seen by assuming the production function in an industry to be homogeneous 
of the first degree in the inputs of labor and capital, and that labor is paid the value of its 
marginal product. Then, the marginal physical product of labor (MP) and the average 
product of labor (AP) are both decreasing functions of the ratio of labor to capital (Z/C). 


MP 
A decrease in the ratio ae will occur if L/C increases or if there has been an innovation 


MP ; 
such that at the new equilibrium p is lower than before. In view of the fact that this 


was 2 period of rapid capital accumulation, and that wages in these industries did not fall 
relative to wages in other industries, it seems unlikely that L/C increased. Therefore, it seems 


MP 
reasonable to attribute declines in TP. to the emergence of labor-saving inventions. The 


MP 
ratio aE is measured by the ratio of the wage bill to value added, which is, essentially, 


MP + Pz 


AP: Pe 
value added might fall if there was an increase in the monopoly power of an industry, 
since the wage would be not Ps * MP1, but P:(1 + 1/n) MP2, where 7 is the elasticity of 
demand. However, this would have shown up as a price increase in certain industries; and 
since it fails to show up, I have excluded it as a possible explanation. The relation between 
the wage level in an industry in 1919, and the change in the ratio of the wage bill to value 
added from 1919 to 1929 is shown below: 


, where Pe is the price of output. It shculd be noted that the ratio of wages to 








Ratio of Wage Bill to High Wages Low Wages 
Value Added Industries Industries 
Rose 1 10 
x°= 9.22, significant 
Fell 13 at the 1 per cent 
level. 








Data are from [18] [20]. 
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for the influence of demand in the other two periods, and I have cited 
the data which support this view. 

The one group of products where wage differentials could be expected 
to have the greatest influence is manufacturing. In this sector one is 
most likely to find exportable commodities which are neither materials 
nor market-oriented. In the mining and agricultural sectors, production- 
function differences are likely to dominate any influence of wage dif- 
ferentials. In the service, transportation, and construction sectors, the 
growth characteristics of the market are likely to dominate the influ- 
ence of wage differentials. An examination of the growth of manufactur- 
ing employment in the period 1929-48 supports the presumption that 
low wages were an influence on the marginal efficiency of investment. 
Table 5 shows the average growth of manufacturing employment in the 


TABLE 5—AVERAGE RATE OF INCREASE OF MANUFACTURING EMPLOYMENT IN 48 
STATES, CLASSIFIED BY NONAGRICULTURAL WAGE LEVEL, GROWTH or Nonacri- 
CULTURAL CAPITAL AND INCREASE IN NONAGRICULTURAL EMPLOYMENT, 











1929-1948: ; 
1929-1948 
High Growth of Capital Low Growth of Capital 
A B A B 
High Increase in Nonagricul- | n 5 11 n 8 0 
tural Employment X15 98% 48.29% X 47.66% — 
A B A B 
Low Increase in Nonagricul- | n 2 6 n 10 6 
tural Employment X 16.07% 34.98% X 26.14% 38.27% 








a n: number of states. X: average percentage increase of manufacturing employment. A: 
nonagricultural wages above the national average. B: nonagricultural wages below the 
national average. 


48 states, classified in the same fashion as above, i.e., by the growth of 
total nonagricultural capital, and by the increase in nonagricultural 
employment. In addition, the states are classified within each box by 
the average nonagricultural wage. The states with wages below the na- 
tional average are shown under B, those with wages above the national 
average are shown under A. X is the average growth of manufacturing 
employment of the states in the subclassification. 

Tt can be seen that within the three boxes which permit comparison, 
the high-wage states showed less increase in manufacturing employment 
than the low-wage states. This indicates that low wages are an influence 
on the demand for labor; or more specifically, on the marginal efficiency 
of investment in manufacturing. i 

This relation is either much weaker or nonexistent in the other two 
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periods. Thus, there is confirmation that the influence of wage differen- 
tials on the marginal efficiency of investment was much stronger in 
1929-48 than in the other periods. Table 6 shows the same classification 
of states for the 1919-1929 and 1948-1953 periods. In the 1919-1929 
period the influence of wage differentials is much weaker than in 1929- 
1948 in three cases, and is opposite to what is expected in one case. In 
the 1948-1953 period, comparison is possible in only three boxes. In 


TABLE 6--AVERAGE RATE oF INCREASE OF MANUFACTURING EMPLOYMENT IN 48 
STATES, CLASSIFIED BY NONAGRICULTURAL WAGE LEVEL, GROWTH OF NON- 
AGRICULTURAL CAPITAL, AND INCREASE IN NONAGRICULTURAL EM- 

PLOYMENT, 1919-1929 ann 1948-19534 





=== 











1919-1929 
High Capital Growth Low Capital Growth 
A B A B 
High Increase in Nonagricul- | n 7 6 n 5 6 
tural Employment X 0.80% 4.56% X 8.76% 16.45% 
A B A B 
Low Increase in Nonagricul- | n 7 4 n 4 9 
tural Employment X —12.25% —15.88% KX —8.10% —1.91% 
1948-1953 
High Capital Growth Low Capital Growth 
A B A B 
High Increase in Nonagri- | n 10 10 n 0 4 
cultural Employment x 26.69% 22.41% x — 13.87% 
A B A B 
Low Increase in Nonagri- | n 3 1 n 10 10 
cultural Employment x 7.66% 14.22% x 5.33% 6.33% 





an: number of states. X: average percentage increase of manufacturing employment. A: 
nonagricultural wages above the national average. B: nonagricultural wages below the 
national average. ` 


two of these the influence of wage differentials is again weaker than 
in 1929-1948; and in the third, we observe the opposite of what is ex- 
pected. 


III. Conclusions 


1. The role of demand appears to have a strong influence on the rela- 
tive movements of capital and on the increase in wages in the different 
states . This appears to be the chief reason why wage convergence failed 
to appear in two out of three periods; and it indicates strong support 
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for a model of regional growth based on the demand for a region’s ex- 
ports. 

2. The influence of wage differentials on the marginal efficiency of in- 
vestment appears only in the 1929-1948 period. Here we observe a con- 
vergence of wages among states. However, this period also witnessed an 
influence favorable to wage increases which is not likely to be repeated. 
This was the increase in the marginal product of labor arising from the 
relative increase in prices in the labor-intensive sectors of growing 
states. 

3. In all periods examined, interstate migration occurs, as expected, 
from low- to high-wage areas. Nevertheless, migration does not appear 
sufficient to produce convergence. It clearly produces less divergence 
than would occur were migration to halt. The chief influence favorable 
to the increase in wages appears to be the movement of capital, and 
this is apparently not explainable by migration patterns. 

In view of these conclusions, the prospects for wage convergence ap- 
pear to depend on three elements: (a) continuation of migration from 
low- to high-wage areas; (b) elimination of the major driving force 
behind migration, namely the high population reproduction rate in low- 
wage areas; (c) the direction of capital formation to low-wage areas. 
Whether wages will continue to converge in the future depends on the 
relative strength of these three elements. We have observed two periods 
in which they interacted to prevent convergence. 


APPENDIX 


The influence of accumulation on the marginal physical product of labor 
may be demonstrated graphically with the aid of the familiar box diagram.*” 
In Figure 1 the quantity of labor employed is measured along the vertical axis, 
capital along the horizontal. Inputs for sector X (labor intensive} are meas- 
ured from the southwest origin, inputs for sector Y are measured from the 
northeast origin. The ray from each origin shows the ratio of labor to capital 
that would be employed at a given set of factor prices in the production of 
each commodity. At their intersection point «, the isoquants (not shown) are 
tangent to one another; and their slope at this point gives the marginal rate 
of substitution between Z and C employed in both sectors. This slope corre- 
sponds to the relative prices of the factors. The dashed line through « is the 
contract curve showing other maximum values of X that could be produced 
for other given values of Y. It is assumed that « is the only efficient point in 
the box with this value of the marginal rate of substitution. Under these as- 
sumptions every point on the contract curve will be represented by a corre- 
sponding point on a convex production-possibility curve in X and Y. The com- 
bination of X and Y at « will be produced only for a unique value of P2/Py.* 


2 A complete demonstration is to be found in Rybezynski [13]. 
® See Bator [1], Worswick [16], and Green [3]. 
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Therefore, the capital-labor ratios in X and Y will be used only for that value 
of P,/Py. If the value of P,/P, changes, then production will shift to some 
other point on the contract curve,®* and other values of the capital-labor ratios 
will be employed. 

Now let us increase the amount of capital by AC. This shifts the horizontal 
dimension of the box as shown. At a’, where the production of Y has increased 
and X decreased, the capital-labor ratio is unchanged in each sector, and the 
marginal rate of substitution between the products X and Y is unchanged. 
Therefore, the value of P,/Py at o’ is the same as at g. However, if output 
had shifted to «* (on the new contract curve going through œ’), the capital- 








+ LABOR 


in Y 





CAPITAL 
IN X 


Ficure 1 


labor ratios in both industries would have risen. This would occur when the 
price of X had risen relative to the price of Y. 

Thus, we have reached the following conclusions: 

1. Accumulation will lead to an increase in the marginal physical product 
of labor when it is accompanied by a rise in the ratio of capital to labor in each 
industry sector. 

2. This will occur when the price of output of the labor-intensive sector 
rises relative to the price of output of the capital-intensive sector. 

3. This means that the output of the capital-intensive sector has failed to 
expand by enough to leave the ratios of input combinations unchanged. 

4, If accumulation leads to an increase in the marginal physical product of 
labor, it will also result in a decline in the marginal physical product of capital. 

3% Points on the contract curve are consistent with long-run equilibrium in each industry. 


Short-run equilibrium positions which are not long-run equilibrium positions represent 
movements off the contract curve. 
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Similar conclusions would be reached if in the initial situation labor was 
misallocated and wage differentials existed between the X and Y industries, 
The elimination of the misallocation can, but does not necessarily, provide an 
impetus to the increase in wages over and above any produced by accumula- 
tion. For example, assume that efficient point «æ is consistent with the long- 
run equilibrium of demand and supply in industries X and Y. Further, as- 
sume that the pre-accumulation allocation was inefficient and was located at 
a” in Figure 1. This would involve an excessive employment of labor in the 
labor-intensive sector X.°5 At point #”, the price of X relative to Y (P2/Py), 
the marginal physical product of labor in X, and the wage per worker in X all 
were lower than they would have been at «, while the marginal physical prod- 
uct of labor and the wage per worker were higher in Y than they would have 
been at œ. If the X sector were large enough, its relatively low wage would 
overshadow the relatively high wage paid by the Y sector and pull down the 
total wages paid in the region. In this case the elimination of misallocation and 
a movement from &” to « would raise the total wage payment. 

That this does not necessarily happen, however, can be seen from the fol- 
lowing: Suppose that &” were to become an efficient point as a result of the 
accumulation AC; that is, it becomes a point on the new contract curve going 
through ¢ and o*. Further suppose that the price ratio in effect at o” re- 
mained unchanged due to the nature of changes in demand conditions for the 
two sectors accompanying the accumulation, The result would be a change in 
allocation between the two sectors such that the marginal physical product of 
labor in the two sectors is either lower or unchanged from the situation when 
labor was misallocated. 

This result can be seen in the following way. Initial demand conditions were - 
such that « would be the efficient point with a value of the price ratio equal 
to P,’/P,’. At #” the price ratio in effect was lower than P,’/P,’ because more 
X and less Y was produced than at a. Call the price ratio at «” P,”/P,’. There 
is an efficient production point corresponding to P,”/P,’’, which is to the 
southwest of «. Call this point 8. Corresponding to @ is an efficient point 8” on 
the new contract curve with the same price ratio. If when «” becomes efficient, 
the price ratio remains at P,”’/P,”, allocation will move to 8’. At @’, the ratio 
of capital to labor in Y is lower than at &”, while the ratio in X is not per- 
ceptibly changed from what it was when «” was inefficient. At 0’, the money 
wage in X is equal to that in Y. This has been accomplished through a fall 
of the wage in Y. 

We see that the movement from @” to @’ is a depressant on the marginal 
physical product of labor outweighing the elimination of the misallocation. 
Thus, the elimination of misallocation will not necessarily raise wages in a 
region when accompanied by accumulation. This depends on the final produc- 
tion point. 

Note that if P,/Py had risen above P,”/P,’, there could have been an in- 
crease in wages. For example, if P,/P, had risen sufficiently, allocation could 


% Such a description appears to be a reasonable explanation of the wide discrepancy in 
earnings between the services sector and the manufacturing sector to be found in many low- 
e income states prior to the second world war. 
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have remained at «” after it became efficient. All of the additional capital 
(AC) would then have been used in X to raise the marginal physical product 
of labor in that sector up to a level where the money wage in X again equaled 
that in Y. 

Thus, the conclusions are the same as before: In order for the marginal 
physical product of labor to rise as a consequence of accumulation, there must 
be an increase in the relative price of labor-intensive goods. 
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MONETARY RESERVES AND CREDIT CONTROL 


By James M. HENDERSON* 


Federal Reserve policy “. . . operates largely by regulating the vol- 
ume of member-bank reserves, which constitute the base for bank 
credit and the money supply” [8, p. 10]. The Federal Reserve authori- 
ties have encountered a number of difficulties, but, on the whole, have 
been able to limit the rate of growth of member-bank reserves, and to 
a lesser extent member-bank credit. Member-bank credit, however, is 
only one of many types of credit. The Federal Reserve has little control 
over credit which is not based upon the issuance of new money. Non- 
monetary credit has increased at a rapid rate since the accord. 

The recent growth of credit extended by financial institutions other 
than commercial banks appears to be an intensification of a long-term 
trend. Goldsmith’s pioneering study shows a relative decline of com- 
mercial-bank credit between 1900 and 1949 [3]. Gurley and Shaw have 
considered some of the theoretical and policy implications of the rapid 
growth of “financial intermediaries” in a path-breaking analysis, and 
have suggested a “financial control” over the assets created by these 
institutions [4]. The nature of such control, however, is not indicated 
other than by a suggestion that the assets held by particular types of 
institutions might be directly regulated. There does not appear to be 
any unified control system which could serve to regulate such diverse 
institutions as savings and loan associations and private pension funds, 
both of which are included within the general category of “financial 
intermediaries.” 

The proposal presented here is far from global. It is limited to an 
extension of legal reserve requirements and Federal Reserve control to 
those institutions issuing liabilities that may be classified as savings de- 
posits. The credit extended by such institutions represents a substantial 
proportion of the volume of institutional credit outside of Federal Re- 
serve control and has been growing at a very rapid rate. In fact, credit 
based upon savings deposits now exceeds credit based upon demand de- 
posits. Savings and demand deposits are close asset substitutes, and a 
lack of control or an inadequate control over the institutions issuing 
savings deposits has raised serious problems regarding both the effec- 
tiveness and the equity of Federal Reserve policy. 


* The author is associate professor of economics, University of Minnesota. 
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The following two sections contain a general discussion of the nature 
of credit and the means of its control. The effect of monetary reserves 
is the principal subject of Section I. Section II is devoted to a discus- 
sion of the relation between asset choice and the volume of credit. Ex- 
perience since the Treasury-Federal Reserve accord of March 1951 is 
examined in the light of this discussion in Section III. The proposal for 
savings-bank regulation is presented in Section IV, and some of its con- 
sequences and problems in Section V. 


I. Monetary Reserves 


Liabilities, Assets, and Credit. Credit extension is a transaction in 
which a borrower exchanges a financial liability—i.e., a promise to pay 
a specified number of dollars—for goods or money. Outstanding credit 
is most broadly defined as the money value of all outstanding financial 
liabilities, or equivalently, the money value of all financial assets. But 
since our primary concern is the spending on goods and services gen- 
erated by credit extension, a more restrictive definition is used. Out- 
standing credit is defined as the money value of the financial liabilities 
of final spenders, i.e., households, nonfinancial business enterprises, and 
governments, which we shall collectively call the public. This definition 
excludes money and the other liabilities of financial institutions, but 
includes the liabilities of the public which are held as assets by financial 
institutions. 

The public contains creditors as well as debtors. As a result, many 
credit transactions take place between different members of the public 
with the liabilities of one member becoming the assets of another. Ex- 
amples of such transactions are provided by the purchase of a new 
corporate bond by an individual, the shipment of goods on credit from 
a wholesaler to a retailer, and the purchase of new government securi- 
ties by a business firm. Credit also flows to the public from financial in- 
stitutions in exchange for bank loans, mortgages, securities, and other 
liabilities. The Gurley-Shaw term direct debi is used to denote public 
liabilities which are held as assets by the public. Total credit is the sum 
of direct debt and institutional credit. 

The financial institutions occupy an intermediate position in the 
credit process. They issue financial liabilities and use the purchasing 
power thus obtained to acquire the financial liabilities of others, which 
they hold as assets. Demand deposits are unique among the private 
institutional liabilities in that they serve as a widely accepted means of 
payment; i.e., they are money. Savings deposits are fixed in money 
value and possess other properties in common with demand deposits, 
but do not serve as a means of payment and therefore are not money. 

ə Because of this basic difference between demand and savings deposits, 
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a commercial bank which issues both is treated as two separate institu- 
tions. 

Federal Funds Absorption. Monies issued by the federal government 
are designated by the term federal funds, These include deposits at the 
Federal Reserve Banks as well as currency issued by the Federal Re- 
serve Banks and the Treasury.’ The publicly held money supply depends 
upon the quantity and distribution of federal funds. Currency is money, 
and the quantity of commercial-bank demand deposits is linked to the 
commercial banks’ holdings of Federal Reserve deposits. 

The commercial banks must freely exchange demand deposits for 
currency in order to maintain the former’s money quality. The banks 
play a passive role in this respect. The public and the other financial 
institutions determine the distribution of their money holdings between 
currency and demand deposits, and the surplus or deficiency of cur- 
rency flows to or from the commercial banks. As a result of maintaining 
demand deposits as money, the commercial banks are the residual hold- 
ers of the outstanding supply of federal funds. 

Member banks hold federal funds in the form of both currency and 
Federal Reserve Bank deposits, For simplification it is assumed that 
their legal reserve requirements refer to their total funds holdings with- 
out distinction between the two types. It is also assumed that there is a 
single legal reserve ratio for all member banks of %m dollars of federal 
funds for each dollar of demand deposits subject to the requirement. 

Commercial banks also hold domestic balance reserves in the form 
of each other’s demand deposits in order to facilitate their operations, 
and to a lesser extent, to provide an additional reserve against with- 
drawals, Assume that each holds ĝm dollars of domestic balances as as- 
sets against each dollar of its demand-deposit liabilities which are sub- 
ject to the reserve requirement. The interbank deposit liabilities of cor- 
respondent banks are subject to the reserve requirement. The banks that 
hold domestic balances as assets, however, are allowed to deduct the 
amounts of these balances from their total demand-deposit liabilities be- 
fore computing reserve requirements. 

The federal-funds absorption ratio for a financial liability is defined 
as the amount of federal funds which directly and indirectly support 
a one-dollar public holding of the liability. The ratio for a member-bank 
demand deposit equals &m. The bank which issues the deposit to the 
public holds (1 ~ @m)@m dollars of federal’funds, and correspondent 
banks hold the remaining m&m dollars.” 

*Some definitions of federal funds used elsewhere include only Federal Reserve Bank de- 


posits. 
* The first correspondent bank issues a new interbank deposit liability for Bm dollars, in- 
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Savings banks receive currency and demand deposits from the public 
in exchange for their nonmonetary liabilities, extract customary mone- 
tary reserves, and exchange the remaining money for the liabilities of 
borrowing members of the public. As a result of the redemption pas- 
sivity of the commercial banks on demand-deposit account, the sav- 
ings banks are able to apportion their reserves between federal funds 
and domestic balances in any manner they choose without affecting the 
outstanding value of their liabilities. 

Assume that a savings bank holds reserves of s dollars of federal 
funds and §; dollars of domestic balances in a member bank against 
each dollar of its savings-deposit liabilities. Its federal-funds absorption 
ratio is the sum of the federal-funds reserves that it holds and those 
that are tied up in the member banks to support its domestic-balance 
reserves: 


(1) Ts = Qs + Bs'm 


where #m = %m is the member-bank absorption ratio. Equation (1) can 
be used for the computation of absorption ratios for all types of savings 
banks and any other financial institution which holds monetary re- 
serves. 

Differential Reserve Holdings. Average reserve ratios and the im- 
plied federal-funds absorption ratios for the end of 1957 are listed in 
Table 1. Member and nonmember commercial banks are listed sepa- 
rately. Demand and savings deposit activities are also separated for 
each group of commercial banks.’ The absorption ratios for nonmember 
banks were computed from equation (1) on the assumption that their 
domestic balances were held at member banks. 

Since monetary reserves bear zero rates of return, the monetary re- 
serve ratios—the sums of the federal-funds and domestic-balance 
ratios—provide an indication of the relative sacrifice respectively made 





creases its domestic-balance reserve by Bm”, and its federal-funds reserve by (1 — Bm)timBms 
The correspondent of this bank in turn increases its domestic-balance and federal-funds 
reserves by Bm’ and (1—fBm)OmBm’, respectively. The federal funds supporting the suc- 
cessive domestic-balance reserves form the geometric progression: 


(1—BadomBm, (1 —Bm)omBm, (1 —Bm)amBm,*** 
which has the limiting sum mm- 


*The distribution of reserve holdings between the two commercial-bank activities must 
necessarily be arbitrary in some respects. The Federal Reserve Bank deposits of member 
banks were distributed by assigning required reserves to savings deposits, and allocating 
the remainder, including all excess reserves, to demand deposits. Vault cash and domestic 
balances of both member and nonmember banks were distributed on the assumption that 
the amounts held against each dollar of demand deposits were three times as great as the 
amounts held against each dollar of savings deposits. 
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in supporting the various deposits.‘ The monetary reserve ratios for 
member banks are somewhat higher than those for nonmember banks. 
The major difference between the monetary reserves of the two types 
of banks, however, is in form not size. Member-bank reserves are 
mainly in the form of federal funds; nonmember reserves are mainly 
in the form of domestic balances. As a result, the nonmember banks 
have much lower absorption ratios. A nonmember demand deposit ab- 
sorbs less than half the amount of federal funds absorbed by a mem- 
ber-bank demand deposit. The savings banks other than member banks 
also hold most of their reserves in the form of domestic balances, and 
consequently their absorption ratios are low relative to their monetary 
reserve ratios. 


TABLE 1—AVERAGE RESERVE RATIOS: DECEMBER 31, 1957 








Monetary Reserve Ratios 





ear oo aay Absorption 
Type of Liability and Institution Federal Domestic oF se a 
Funds Balances oe 
Demand deposits: ; 
Member banks 183 064 247 . 183 
Nonmember banks .035 199 234 O71 
Savings deposits: 
Member banks 058 .026 084 .063 
Nonmember banks .012 .066 .078 .024 
Mutual savings banks .004 .018 .022 .007 
Savings and loan associations .010 .041 .051 -018 


Sources: Federal Reserve Bulletin; [9} {10}. 


Monetary reserve ratios for savings deposits are much lower than 
those for demand deposits. This differential rests on the assumption that 
savings deposits are less subject to sudden withdrawals and therefore 
require a smaller safety margin. Although this assumption may be true, 
it ignores the role of reserves in the process of credit control. Since 
Federal Reserve authorities regulate credit by regulating the amount of 
federal funds outstanding, the absorption ratios are the significant fig- 
ures for credit policy. Since these are not uniform for all assets, the 
volume of credit which can be supported by a given amount of federal 
funds depends upon the public’s distribution of its asset holdings. 


Il. Asset Choice and Credit Control 


Asset Exchanges. Financial, as well as commodity, transactions gen- 
erally take place through the media of demand deposits and currency, 


‘The banks bear an additional earnings sacrifice in so far as they hold low interest-yielding 
government securities as nonmonetary secondary reserves. 
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with demand deposits being far the more important. Since demand 
deposits are the dominant medium of exchange and the commercial 
banks are the residual holders of federal funds, all public financial 
transactions can be treated as one or more exchanges between demand 
deposits and other financial assets. If an individual uses currency to 
increase his savings deposits, he is assumed to exchange currency for a 
demand deposit and then exchange the demand deposit for a savings de- 
posit. If he decreases his savings deposits to obtain a direct-debt asset, 
he is assumed to exchange a savings deposit for a demand deposit and 
the demand deposit for a direct-debt asset. Once the effects of ex- 
changes between demand deposits and the other financial assets have 
been determined, the effects of all other asset exchanges can be com- 
puted as sums of these. 

As a first step, consider the changes in aggregate credit and publicly 
held demand deposits which would occur if a member of the public 
exchanged a one-dollar member-bank demand deposit for a savings de- 
posit. It is initially assumed that the aggregate of federal funds remains 
unchanged, and that the member banks are always “fully loaned-up,” 
i.e., create the maximum amount of demand deposits allowed by their 
holdings of federal funds. The resultant changes in the balance sheets 
of the member banks as a whole and the savings bank under investiga- 
tion are outlined in Table 2. The asset and liability changes are con- 
sidered in a three-stage sequence for expositional convenience. Each 
entry consists of an amount and a capital letter denoting the sector on 
whose balance sheet an offsetting entry is made. P, S, M, and F re- 
spectively denote the public, the savings bank, the member banks, and 
the Federal Reserve Banks. 

The initial exchange of deposits is described in the first stage, The 
member banks merely transfer an existing deposit from an individual 
account to the savings bank’s account. The savings bank records its 
newly acquired demand deposit as an asset and increases its deposit 
liabilities by an equal amount. The savings bank’s disposition of the 
demand deposit is recorded in Stage 2. It draws «s dollars worth of fed- 
eral funds from the member banks and retains $s dollars as a domestic 
balance in order to maintain its customary reserves. The remaining 
(1 — «s — $s) dollars are exchanged for the liabilities of public borrow- 
ers. 

The contraction of member-bank deposits and credit which results 
from their loss of federal funds is described in Stage 3. Since each dollar 
of federal funds supports 1/%m dollars of member-bank demand de- 
posits held outside of the system, a loss of #s requires a deposit contrac- 
tion of %s/&m dollars. The federal funds withdrawal by the savings bank 
reduces demand deposits by &s dollars. The remaining (&s/&m — as) 
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TABLE 2—BaLANcE SHEET EFFECTS of EXCHANGING A ONE-DOLLAR DEMAND DEPOSIT 
FOR A SAVINGS DEPOSIT 


























Stage Member Banks Savings Bank 
Assets Liabilities Assets Liabilities 
1 P—t M+1 P+i1 
$+1 
2s F — as S — (1 — B») M — (1 — b) 
P + (1 — as — Be) Fras 
P + (1 — as — Bs) 




















M — ba > P — Bn — 
an an 
+ as ae 
Totals 4 (1 + Bm) P = (i + Brn) ae +1 +i 


Sector identification symbols: P(ublic), S(avings bank}, M(ember banks), F(ederal 
Reserve Banks). - 

Symbols representing monetary-rese-ve assets per dollar of own liability: am, federal funds 
held by member banks; Bm, domestic kalances held by member banks; a, federal funds held 
by savings bank; a, domestic balances held by savings bank. 


dollar reduction falls upon publicly held demand deposits, and is 
achieved by an equal reduction of member-bank credit. The contraction 
also results in a reduction of member-bank domestic balances by 
Bm (%/ On) dollars. 

The net change in outstanding credit resulting from this transfer— 
called its credit effect and denoted by e.—is the algebraic sum of the 
savings-bank increase and the member-bank reduction: 


p= (=a = ba) = ÈZ- a) 
Om 


es + BsQtm 


Am 





or substituting from equation (1), 


(2) p= 1—-—- 
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The credit effect depends upon the absorption ratios and is positive 
if the savings bank’s ratio is smaller than the member-bank ratio. 

The individual who makes the asset exchange sacrifices a one-dollar 
demand deposit to obtain a one-dollar savings deposit, but the public 
as a whole does not necessarily make a one-for-one exchange. The net 
change of publicly held demand deposits can be determined from the 
information given in Table 2. The net change—called the demand-de- 
posit effect and denoted by p.s—is the algebraic sum of the initial one- 
dollar sacrifice, the amount passed on to borrowers by the savings bank, 
and the amount contracted by the member banks: 


Hs 


-1+ 0-a 8) ~ (= a) 


Om 
Qs + B&m 


Qn 


or substituting from equation (1), 


Ts 
(3) h=- 

Tm 
The demand-deposit effect is always negative, but is less than unity in 
absolute value if rs < rm. A one-dollar demand deposit passes into the 
savings bank, (7s/fm) of it is lost to the public as a result of reserve 
adjustments, and the remaining (1 — rs/rm) is passed on to borrowers 
in the form of new credit." 

Equations (2) and (3) may be extended to cover exchanges of de- 
mand deposits for currency or direct debt. Since currency is federal 
funds, its absorption ratio is unity, and its credit and demand-deposit 
effects are (1 — 1/rm) and —1/rm respectively. Both are negative, since 
O < fm < 1. A withdrawal of currency into public circulation reduces 
member-bank holdings of federal funds by an equal amount, and results 
in the familiar multiple contraction of demand deposits and member- 
bank credit. 

Since the issue of new direct debt is an intrapublic transaction which 

5 The credit and demand-deposit effects cover only the immediate changes resulting from 
a demand-savings deposit exchange. Additional changes will occur if the recipients of the 
new savings-bank loans, or persons to whom they make payments, exchange a portion of 
their newly acquired demand deposits for other assets. The effects of subsequent exchanges 
can be computed from formulas developed in the text if their extent and timing are known. 
These effects are probably small relative to the immediate effects, and will most likely result 
in a further credit increase. Exchanges for new direct-debt assets and additional savings 
deposits would increase, and exchanges for currency would decrease, credit. If the negative 


effects of currency outflows are offset by Federal Reserve action, as is postulated later, the 
final result would be a further credit increase. 
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requires no reserve adjustments by the banks, direct debt has a zero 
absorption ratio. Its credit and demand-deposit effects are unity and 
zero respectively. The effects are independent of the member-bank ab- 
sorption ratio. An existing demand depcsit is passed from one member 
of the public to another. This transaction increases outstanding credit 
by one dollar, but leaves the demand-deposit holdings of the public 
as a whole unchanged. These effects are applicable only for new direct 
debt. If an outstanding liability is exchanged among members of the 
public, the distribution, but not the amounts, of outstanding credit and 
publicly held demand deposits will change. If a member of the public 
sells an outstanding liability to a bank, credit remains unchanged, but 
publicly held demand deposits increase by one dollar. 


TABLE 3—EFFECTS OF EXCHANGING MEMBER-BANK DEMAND 
DEPOSITS FOR OTHER LXABILITZES 














Asset Acquired | Credit Efect Demand-Deposit 





Efect 
Nonmember demand deposit + .61 + .61 
Savings deposits: | 
Member banks i + .65 — 34 
Nonmember banks ! + .87 — 13 
Mutual savings banks i + .96 — 04 
Savings and loan associations A + .90 — .10 
Currency i —4.46 1 —5.46 
Direct debt | +1.00 0 





Source: Computed from the year-end average absorption ratios for 1957 contained in 
Table 1. 


Numerical values for the credit and demand-deposit effects of ex- 
changing member-bank demand deposits for other liabilities have been 
computed from the average year-end absorption ratios for 1957 
and are presented in Table 3. The effects for exchanges of the other 
liabilities for demand deposits are equal to, but of opposite sign from, 
those listed in Table 3. The exchange of a member-bank demand de- 
posit for a nonmember demand deposit would result in an expansion of 
both credit and demand deposits.* Since the absorption ratios for sav- 
ings deposits are substantially smaller than the ratio for member-bank 
demand deposits, the public as a whole can increase its savings deposits 
with a relatively small sacrifice of demand deposits. Only ten cents of 
demand deposits must be sacrificed to obtain an additional one-dollar 
savings and loan deposit. 

* The credit effect for nonmembzr demand deposits is computed from equation (2). Since 


the liabilities of nonmember banks are demand deposits, their demand-deposit effect is one 
dollar greater than the amount given by equation (3). 
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The credit and demand-deposit effects for an asset exchange in which 
neither asset is a demand deposit are sums of sequential direct effects 
through the medium of member-bank demand deposits. One asset is ex- 
changed for a demand deposit and the demand deposit is exchanged 
for the other. Consider the exchange of a member-bank savings deposit 
for a savings and loan deposit. Using the figures in Table 3, the credit 
effect is (~—.66-+.9==.24) and the demand-deposit effect is 
(+.34 — .1 = .24). The effects for such exchanges are always equal 
in amount, and positive or negative as the absorption ratio for the asset 
sacrificed is higher or lower than the ratio for the asset acquired.” 

The credit and demand-deposit effect concepts are easily extended 
to cases in which the amount of federal funds is variable. The exchange 
ratios between member-bank demand deposits and other assets may be 
potential rather than actual. If federal funds are increasing in amount, 
the public can obtain a new one-dollar savings and loan deposit at ap- 
proximately the same cost in terms of federal funds as a new .1 dollar- 
demand deposit. Equivalently, a new dollar of federal funds could sup- 
port $55.56, or (1/rs), of new savings and loan deposits, but only $5.46, 
or (1/7m), of new member-bank demand deposits. 

The Limits of Credit Control. Outstanding credit, denoted by Ln, 
can be expressed as a function of the absorption ratios and public hold- 
ings of demand deposits and nonmonetary assets: 


wl 


(4) Ln = Dy (1-15) Lin + Lan 

where Lin (= 1,..., n — 1) is the value of the liabilities of the ith 
financial institution held as assets of the public and Lan is the public’s 
holdings of direct debt. The public’s holdings of currency and other fi- 
nancial assets in turn are related to the volume of federal funds: 


n=l 


(5) Lanyi = Z riLin + Latin 
i=l 
where the subscript n + 1 denotes federal funds. 

The Federal Reserve authorities exercise an indirect control over 
credit. They regulate the amount of federal funds [equation (5)] 
which serves as a constraint upon outstanding credit [equation (4)], 
but with few exceptions do not control credit directly. The minimum 
reserve ratio for member banks serves to tighten the relation between 
the federal-funds holdings and credit extensions of member banks. The 
relation for other institutions is far less rigid. They can and do allow 
their absorption ratios to fall in tight-credit situations. 


"In general, the credit and demand-deposit effects of exchanging asset i for asset j as 
determined from equations (2) and (3) both equal (ri — 75) /rm. 
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Differential absorption ratios are sufficient to cause major credit- 
control problems even if the ratios are rigidly maintained. The amount 
of credit supported by a given amount of federal funds, or the change 
in credit brought about by a change in the amount of funds depends 
upon the asset choices of the public. If the public reacts to a tight- 
credit policy by increasing its proportional holdings of the relatively 
low funds-absorbing assets, it can obtain more credit from each dollar 
of funds, and a given variation in the supply of funds will have a cor- 
respondingly smaller credit-restriction effect. 

The relation of the supply of funds to the volume of credit is loose, 
but nevertheless, there is always some volume of funds which will allow 
the Federal Reserve authorities to achieve any level of credit restric- 
tion that they desire. A restrictive policy will increase interest rates and 
reduce the demand for credit, but will affect mainly the availability and 
supply of credit.® A restriction upon the supply of funds will work upon 
the public’s need for money balances and its desire for a high proportion 
of liquid assets. As the money supply becomes tighter, the public will 
become more reluctant to increase its nonmonetary asset holdings at 
the expense of money balances. The fact that nearly any credit-restric- 
tion goal can be achieved is not in doubt, but the amount of funds-re- 
striction necessary to achieve a particular goal is quite uncertain. It 
might be very large under a system of differential reserves. 

The use of credit policy in an aggressive manner is constrained by 
Federal Reserve responsibilities to the Treasury and the member 
banks. The responsibility to the Treasury is much less of a constraint 
today than before the signing of the accord, but it nevertheless still 
exists. The obligation was changed from that of maintaining govern- 
ment security prices to “maintaining orderly conditions in the govern- 
ment security market” by the accord, and was further weakened to 
“correcting disorderly conditions” in 1953 [7, pp. 86-90]. Although the 
term “disorderly conditions” has never been clearly defined, it can be 
assumed that either a major Treasury refunding failure or a sharp de- 
cline in the prices of outstanding government securities would qualify 
as a “disorderly condition.” Therefore, the Federal Reserve cannot be 
an aggressive seller of governments during periods of Treasury refund- 
ing. Furthermore, large-scale open-market sales during a period of gen- 
eral expansion, when commercial banks and other financial institutions 
are moving out of governments relative to other assets, would most 
likely lead to a sharp decline in government security prices and thereby 
create “disorder.” 


® It is assumed that the interest-rate mechanism works imperfectly, and that a tight credit 
situation is characterized by an excess demand for credit. 
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The Federal Reserve must also fulfill a number of responsibilities to 
its member banks. Roosa has distinguished the defensive and dynamic 
responsibilities of the Federal Reserve [6]. On the defensive side it pro- 
vides currency and a system for check collection, and compensates for 
outside factors which affect member-bank reserves in order to prevent 
sharp fluctuations of member-bank credit. Its dynamic responsibility 
is to use its powers to implement a general credit-control policy. 

Though conceptually separable, the defensive and dynamic are not 
independent. Both responsibilities are met simultaneously on a day-to- 
day basis, mainly through open-market operations. During the postac- 
cord period the Federal Reserve authorities have generally been able 
to meet their defensive responsibilities, and at the same time, limit the 
rate of expansion of member-bank reserves. This is about as far as they 
can or will go. A sharp contraction of member-bank reserves would 
represent a violation of responsibilities which have not been violated in 
the past. Reserve requirements have been increased only at times when 
member banks held large amounts of excess reserves, and open-market 
sales have not been used to obtain sharp reductions in bank credit. 


III. Postaccord Developments 


The Hold-Tight Policy. The Federal Reserve pursued a goal of credit 
ease from May 1953 until January 1955 in order to stimulate spending 
during the 1953-54 recession. Its policy was one of restraint during the 
remaining 61 of the 80 months from the signing of the accord in March 
1951 until November 1957. Ease was again the goal from November 
1957 until the fall of 1958 when the System shifted back to restraint. 

Discount rates have been changed many times since the accord in 
order to follow interest-rate changes and indicate Federal Reserve sen- 
timent, but a regulation of the rate of increase of member-bank reserves 
has been the major means of policy implementation. Open-market 
policy has been used to “hold-tight” member-bank reserves during 
periods of restraint, but has not been used to contract them in the 
vigorous manner suggested in most textbooks. Reserve-ratio reductions 
were combined with open-market operations to ease the reserve posi- 
tions of member banks during 1953, 1954 and 1958. 

A numerical description of the hold-tight policy is given in Table 4, 
which lists the absorptions of federal funds by financial institutions and 
the public for the seven-year period from the end of 1950 to the end 
of 1957. The absorption figures for financial institutions other than the 
demand-deposit departments of member banks include both their hold- 
ings of vault cash and the federal funds which support their domestic- 
balance reserves. The figures for member-bank demand deposits cover 
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only those funds which support publicly held deposits excluding Treas- 
ury deposits. The figures for the public are merely the amounts of its 
holdings of currency and coin. f 

Looking at the annual changes in the lower part of Table 4, the hold- 
tight policy is first discernible in 1952 when member-bank holdings of 
funds against demand deposits declined by $186 million. Ignor- 
ing 1954, these holdings show year-end variations of less than $300 
million from 1952 through 1957. The large decline of reserves in 1954 
together with moderate changes in the other years since 1951 suggests 
a policy of absolute restriction. However, reductions of the legal-reserve 
ratios in 1953 and 1954 respectively released $1,190 and $1,583 million 
from legal-reserve status in the member banks. Effective reserves, there- 
fore, have increased by a moderate amount in the period as a whole. 

The relatively small variations in member-bank demand-deposit re- 
serves were achieved with much larger variations in the total supply of 
funds. Other financial institutions increased their absorptions in every 
year except 1954. The Federal Reserve also compensated for currency 
drains to the public of more than a billion dollars in both 1952 and 
1953, and a drain of $390 million in 1955. 

In so far as the Federal Reserve compensates for funds withdrawn 
from the member banks, the demand-deposit cost of currency for the 
public as a whole is zero rather than the $5.46 listed in Table 3. The 
demand-deposit cost of a savings deposit also is reduced since the public 
now loses only the amount of the demand deposit diverted to the sav- 
ings bank’s domestic-balance reserve. The demand-deposit cost of a 
one-dollar savings and loan deposit is thus reduced from .1 to .04 dol- 
lars. 

Table 5 contains average absorption ratios for the eight year-end 
dates. The ratio for member-bank demand deposits increased as a result 
of legal-reserve ratio increases in early 1951, declined as the banks 
reached a very tight reserve position at the end of 1952, increased 
slightly in 1953 as released reserves were used to increase liquidity, and 
declined in response to legal-reserve reductions in 1954. The subsequent 
year-end ratios remained very close to the 1954 level. Changes in the 
ratio for member-bank savings deposits reflect an increase of the legal- 
reserve ratio in 1951, and a decrease in 1954. 

The absorption ratios for the other savings banks varied in response 
to variations in the member-bank demand-deposit ratio, but also ex- 
hibited independent variations. The ratios for mutual savings banks 
and savings and loan associations moved steadily downward in re- 
sponse to the tight-credit situation after the end of 1954. The non- 
member banks allowed their absorption ratios to decline during the 
1955 boom, but restored them in 1956. 
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Public Reactions. The hold-tight policy was successful in limiting the 
rate of growth of demand deposits, but had limited effect upon the pub- 
lic’s holdings of other financial assets.” Table 6 shows that postal sav- 
ings and government security holdings grew less rapidly than demand 
deposits from the end of 1950 to the end of 1953 and from the end of 
1953 to the end of 1957. Currency holdings also grew less rapidly dur- 
ing the latter period. All other assets increased more rapidly during 
both periods. The highest growth rates were exhibited by savings and 
loan and credit union deposits which increased 8.4 and 10 times as fast 


TABLE 5—AVERAGE ABSORPTION Ratios: DECEMBER 31, 1950-1957 


Liability 1950 | 1951 | 1952 | 1953 | 1954 | 1955 | 1956 | 1957 
Demand deposits: 
Member banks «202 | .216 | .202 | .203 | .184 | .182 | .183 | .183 
Nonmember banks -078 | .087 | .08C | .077 | .070 | .068 | .072 | .071 
Savings deposits: 
Member banks -063 | .075 | .074 | .073 | .061 | .062 | .063 | .063 
Nonmember banks -026 | .029 | .026 | .026 | .023 | .022 | .025 | .024 
Mutal savings banks -O11 | .012 | .011 | .010 | .009 | .009 | .008 | .007 


Savings and loan associations | .023 | .024 | .023 | .023 | .024 | .021 | .019 | .018 


Sources: See Table 4. 


as demand deposits. Life insurance and pension funds and other direct 
debt grew rapidly relative to demand deposits, but savings deposits 
showed the most rapid growth rates among the general asset categories 
during both periods. At the end of 1957 the public’s savings-deposit 
holdings exceeded their demand-deposit holdings by $14.6 billion. By 
the end of 1958 this differential had increased to more than $22 billion 
despite an unusually large increase of demand deposits during 1958. 


IV. The Case for Uniform Reserves 


A Proposal. Changes in public asset holdings and changes in out- 
standing credit are generally different sides of the same coin. Credit 
expansion can be regulated only if it is possible to regulate asset expan- 
sion. Federal Reserve control is limited to member-bank deposits, 
principally their demand deposits. The demand-deposit control has 
both a direct and an indirect effect. The limitation of member-bank 
credit resulting from a limitation of demand deposits represents the 
direct effect. The indirect effect is realized in so far as individuals be- 

? The liabilities of the federal government are included in the public liability (outstanding 
credit) totals, but government asset holdings are not included in the public asset totals. 


Government assets are very small relative to government liabilities, and are generally the 
result of legislation rather than asset choice. 
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come more reluctant to exchange their limited supplies of demand de- 
posits for other assets. The combination of these effects does not ap- 
pear overly promising as a basis for future anti-inflation policy, The 
responsibilities of the Federal Reserve to the Treasury and member 
banks limit the direct effect, and the experiences outlined in Table 6 cast 
doubt upon the possibility of a sufficiently compensating indirect effect. 

The credit gap resulting from differential reserves can be closed by 
extending Federal Reserve control to all deposits in order to equalize 
absorption ratios. Reserve requirements for savings deposits could be 


TABLE 6—PUBLIC HOLDINGS or FINANCIAL Assets: DECEMBER 31, 1950-57 




















Type of Asset 1950 | 1953 1957 | 1950-53 | 1953-57 
(billions of dollars) (percentage increase) 
Demand deposits: 99.0 108.9 119.8 10.0 10.0 
Member banks 84.9 92.3 101.3 8.7 9.8 
Nonmember banks 14.1 16.6 18.5 17.7 11.4 
Savings deposits: 74.1 95.0 134.4 28.2 41.5 
Member banks 29.2 34.9 45.0 19.5 28.9 
Nonmember banks 7.2 8.8 11.2 22.2 27.3 
Mutual savings banks 20.0 24.4 31.7 22.0 29.9 
Savings and loan associations 14.0 22.8 41.9 62.9 83.8 
Credit unions 0.8 1.7 3.4 112.5 100.0 
Postal savings 2.9 2.4 1.3 | —17.2 | —45.8 
Life insurance and pension funds 80.9 102.8 137.7 27.1 33.9 
Currency 23.5 26.5 26.5 12.8 0 
Direct debt: 202.4 228.5 284.4 12.9 24.5 
Federal government securities 96.5 101.4 105.3 5.1 3.8 
Other 105.9 127.1 179.1 20.0 40.9 
Totals 479.9 561.7 702.8 17.0 25.1 








Sources: See Table 4. 


set in the manner currently used for member-bank demand deposits, 
i.e., a specified ratio between federal-funds holdings and total deposit 
liabilities less domestic-balance assets. Equal absorption ratios for 
demand and savings deposits would then be achieved by setting equal 
reserve requirements. The establishment of uniform reserves would 
increase the effectiveness of anti-inflationary credit policy without re- 
course to direct controls and without creating a policy so severe that its 


If savings banks are allowed to offset their domestic-balance holdings, equation (1) 
becomes 
t= aa(1 — Bs) + Btn 
where @, now is the savings-bank reserve requirement. The absorption ratio for member- 
bank demand deposits as a whole remains 
Tm = Om Letting f: = tm, yields ae = am. 
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application might result in financial disaster.** The case for this pro- 
posal is considered on the grounds of direct effect, uncontrolled asset 
expansion, equity, and convenience. 

Direct Effect. The often repeated statement that savings institutions 
“play a middleman role in conveying to their ultimate users loan funds 
brought into being by others” [2, p. 120% is true, but frequently serves 
to obscure a consideration of inflationary credit expansion. The infla- 
tionary effects of spending based upon one type of credit are just as 
great as those based upon another. Effects do not differ because one 
type of spending is based upon a more active use of the existing money 
supply and another is based upon an expansion of the money supply. 

Money which is placed in a savings deposit may represent savings 
from current income, but this does not mean that the subsequent spend- 
ing of this money is not inflationary. The spending-savings relationship 
works both ways. The public increases its holdings of savings deposits as 
the money value of its gross savings increases. The money channeled into 
the savings banks is passed on to borrowers whose spending in turn in- 
creases the money value of income and the money value of the public’s 
gross savings. The credit generated by this sequence is largely outside of 
Federal Reserve control, and is limited only by spending time lags and 
the public’s reluctance to increase its holdings of savings deposits rela- 
tive to demand deposits. Conditions during the postaccord period have 
been such that the public has been willing to accept large relative in- 
creases in its savings-deposit holdings. 

If the absorption ratios for all deposits were equalized, credit effects 
would equal zero for all deposit transfers [see equation (2) ]. Further- 
more, the savings banks could no longer increase credit by allowing 
their reserve ratios to decline during boom periods. A new dollar of fed- 
eral funds would support a given amount of credit regardless of its ab- 


4 Cf. L. S. Ritter [5]. Ritter has suggested that gaps in credit policy which are reflected 
by increases in income velocity may be beneficial because: “Changes in velocity . . . provide 
the needed safety valve, tempering and graduating the impact of monetary policy and 
thereby enabling the central bank to apply more restraint than it might otherwise risk” [5, 
p. 127]. Savings deposit*expansion, of course, is one of the means by which income velocity 
has increased in recent years. 

It is almost impossible to dispute the general proposition that gaps in the credit control 
mechanism can serve to compensate for a lack of omniscience on the part of the Federal 
Reserve authorities. The extent of the gaps necessary for this purpose, however, is not so 
certain. At the extreme is a credit policy with so many gaps that it has no effect. Current 
credit policy rests upon a declining base and contains a number of gaps. The central bank 
must apply vigorous restraint to the money supply and commercial-bank lending in order to 
have a sizeable effect upon total credit. The declining base and gaps also lead to uncertainty 
as to the magnitude of the credit effects resulting from a specific action. An adoption of 
uniform reserves would enlarge the control base, close a very important gap, and thereby 
allow the central bank to pursue its goals with less vigor and more certainty. A sufficiently 
large number of safety valves would nevertheless remain. 
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sorption among the various banks. Furthermore, the public as a whole 
would have to sacrifice, either actually or potentially, one dollar of de- 
mand deposits for each new dollar of savings deposits that it acquired; 
i.e., the demand-deposit effects of equation (3) would equal unity. 

The direct effect of the uniform reserve plan would be based upon a 
doubling of the volume of credit under the uniform control of the Fed- 
eral Reserve, and an elimination of credit expansion through deposit 
transfers and aversely variable reserve ratios. The Federal Reserve 
authorities could determine the rate of deposit and credit expansion for 
the commercial and savings banks as a whole by varying the quantity of 
federal funds. The distribution between demand and savings deposits 
would be determined by the asset choices of the public. 

Uncontrolled Asset Expansion. Creditors generally desire to hold 
more liquid assets than borrowers desire to issue. The savings banks as 
well as the commercial banks have profited from the public’s desire for 
liquidity. Savings deposits are fixed in money value, almost always paid 
on demand, and are, therefore, highly liquid in the eyes of the public. 
The problems of time deposits during the 1930’s are becoming a dim 
memory. Savings deposits do not serve as a means of payment, but have | 
become very close substitutes for the asset functions of demand de- 
posits. Balances classified as precautionary or speculative are probably 
more frequently held in the form of savings deposits than in the form of 
demand deposits. 

Savings and loan association deposits, which were in relative disfavor 
after the experiences of the 1930’s, have undergone major qualitative 
changes in the eyes of the public [Cf. 1]. The savings and loan associa- 
tions have carried out major promotional campaigns in an attempt to 
convince the public that their liabilities are no different from any other 
savings deposit, and furthermore, they pay the highest interest rate.” 
The success of their campaigns is witnessed by their growth rate. 

Savings deposits have provided highly liquid substitutes for demand 
deposits for the public’s expanding asset portfolios. Life insurance com- 
panies are similar to savings banks as grantors of credit, but the assets 
which they issue to the public are rather remote substitutes for demand 
deposits. Pension funds, which have been growing much more rapidly 
than life insurance companies, provide even more remote substitutes. 
Treasury bills appear to be the major substitute for demand deposits 
among the direct-debt assets, but by the nature of their market they can 
be held only by institutions. Other direct-debt assets do not appear to 
be close substitutes. 

2 In 1958 the savings and loan associations paid an average return of 3.38 per cent 


on their deposits, contrasted with 2.21 per cent for insured commercial banks and 3.09 per 
cent for mutual savings banks. See [10, p. 11] and [9, pp. 203 and 221]. 
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The uniform reserve plan would reduce the credit effects of demand- 
savings deposit exchanges to zero. Positive credit effects would still be 
realized if individuals exchanged either type of deposit for new direct- 
debt assets, life insurance reserves, pension fund reserves, or certain 
other uncontrolled assets. In general, however, the public cannot obtain 
highly liquid substitutes for demand and savings deposits among the 
uncontrolled assets. Therefore, total deposit control would not open a 
new liquidity gap comparable to the gap now provided by savings de- 
posits, and the public is unlikely to respend, to a regulation of the rate 
of increase of total deposits by accelerating the rate of increase in its 
holdings of uncontrolled assets. On the contrary, the liquidity squeeze 
provided by total deposit control may increase the reluctance of many 
individuals to exchange their limited supplies of deposits for less liquid 
uncontrolled assets, and thereby spread the base for credit control by 
indirectly reducing the rates of increase for uncontrolled assets. Life 
insurance and pension fund assets, which are frequently accumulated 
automatically, are probably less susceptible to this indirect control than 
are many of the direct-debt assets. 

Equity. The idea that the primary purpose of reserves is the pro- 
vision of funds to meet unexpected withdrawals has been discarded as a 
reason for the regulation of member-bank deposits. In the interests of 
credit control the Federal Reserve requires member banks to hold re- 
serves which are larger than necessary to meet normal withdrawal de- 
mands, but stands ready to provide additional funds in cases of unusu- 
ally heavy withdrawals. As the final source of liquidity for the economy 
as a whole, the Federal Reserve is required to aid the savings banks in 
the event of financial crisis. At present the savings banks share little of 
the responsibility for credit control, but gain most of the benefits pro- 
vided by the Federal Reserve and other government agencies. The fed- 
eral savings and loan associations provide a striking example of the in- 
equities in the present system of diverse regulation. The Federal Home 
Loan Bank Board and the eleven Federal Home Loan Banks provide 
loans and other Federal Reserve-type services, but do not impose Fed- 
eral Reserve-type regulations. 

Equal reserve requirements for demand and savings deposits are not 
unknown in this country. The National Banking Act required them, and 
twelve states currently have uniform requirements [12, pp. 468-69]. 
The savings-deposit differential was included in the Federal Reserve 
Act in order to allow member banks to compete for savings deposits 
with outside institutions [11, p. 957]. This would no longer be a problem 
if the competing institutions were brought under Federal Reserve con- 


trol. 
Convenience. The uniform reserve plan provides a convenient means 
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for increasing the effectiveness of credit control because it requires only 
an extension of the familiar indirect methods already employed by the 
Federal Reserve. Open-market operations would be used to regulate the 
federal-funds holdings of the controlled institutions as a whole. All con- 
trolled institutions would be able to use the discount window to meet 
temporary reserve deficiencies. 

The regulation of credit based upon nondeposit assets appears possi- 
ble only if extensive direct controls are instituted. Information gained 
from past experience with direct controls is not encouraging. They 
proved difficult to formulate, difficult to enforce, and expensive to ad- 
minister. 


V. Some Consequences and Problems 


Consequences. A shift to total deposit control would remove the vir- 
tual prohibition upon demand deposit growth during periods of credit 
restraint, and thereby reduce the relative growth advantages of savings 
deposits. The opportunity cost of holding demand deposits would also be 
reduced. The savings banks would be required to increase their total 
monetary reserve ratios, i.e., the proportion of their deposits on which 
they earn no interest, and therefore would be able to pay somewhat 
lower rates of return than under the current system. 

The savings-deposit gap has become increasingly important as sav- 
ings deposits have become more and more like demand deposits. The 
adoption of the uniform reserve plan would not reverse recent growth 
trends, It would reduce the relative advantages of savings deposits, but 
savings deposit growth would undoubtedly continue to exceed demand 
deposit growth if the current narrow differences between the two types 
of deposits remained unchanged. Savings deposit growth would be fur- 
ther stimulated if the differences continued to narrow. 

Many savings banks are trying to devise a means to make their de- 
posits subject to checks drawn outside of their premises. If they are 
successful, there will be two types of demand deposits, one which pays 
interest and one which does not. The uniform reserve plan would allow 
a control of credit effects in this case, but in itself would provide no solu- 
tion for the impossible position of the commercial banks. However, the 
existence of a unified Federal Reserve control over all deposits, which 
would accompany uniform reserves, would provide a means for a regu- 
lation of differences between the two types of deposits. 

Problems. If uniform reserves were required immediately for all 
deposits outstanding on the date that the plan was put into effect, the 
money markets would be thrown into a state of complete disorder as the 
savings bank sold securities and converted domestic balances in order to 
increase their funds holdings. There are many possibilities for easing a 
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transition to uniform reserves. If requirements were set lower than cur- 
rent demand-deposit requirements, the savings banks would need to 
raise a smaller amount of funds, and the commercial banks would have 
an excess-reserve margin to cover the conversion of savings-bank de- 
posits to funds. The uniform reserve plan would allow a control of 
credit effects in this case, but in itself would provide no solution for the 
impossible position in which the commercial banks would be placed if 
savings banks paid interest on deposits subject to check. However, plac- 
ing all deposits under the administrative control of the Federal Reserve 
would facilitate the regulation of many savings-bank practices. 

Problems of equity arise once operating differences between individ- 
ual banks are recognized, but these are not new problems. Country mem- 
ber banks currently maintain larger domestic-balance reserves than re- 
serve city and central reserve city banks. Equal reserve requirements 
would force the country banks to maintain much larger total monetary 
reserve ratios than the other classes of banks, and thereby suffer a much 
larger relative earnings sacrifice. The lower reserve requirements for 
country banks are mainly justifiable on equity grounds. Similar equity 
differentials would have to be established for savings banks. However, 
these differentials would be small relative to the country-bank differen- 
tial. Current domestic-balance ratios for savings banks are below the 
country-bank ratio, and would fall further below if the uniform reserve 
plan were adopted. 

Concluding Remarks. The uniform reserve plan is not presented here 
with the intention of rousing the readers of this paper into writing their 
congressmen to urge its adoption. It will not provide a panacea. A num- 
ber of its consequences and problems require more complete investiga- 
tion and additional information. Available information, however, sug- 
gests promise for the plan, and it is presented as a possibility which de- 
serves further consideration. New information, which is becoming avail- 
able at an increasing rate, may either strengthen or weaken the case for 
uniform reserves. ` : 
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THE “OUTER-SEVEN” AND EUROPEAN INTEGRATION 


By Morpecwar E, KREININ* 


The beginning of 1959 witnessed the first round of tariff reductions 
and quota increases within the European Economic Community’ 
(henceforth referred to as tha EEC). While the first removal of trade 
barriers under the Rome Treaty has been small, its impact upon busi- 
ness practices has been considerable. In anticipation of future intra- 
EEC tariff cuts, various steps taken by the business community within 
“the Six” discriminate against nonmember nations. Distributors inside 
the Common Market, for example, began dropping the products of Bri- 
tish and other outside agencies in favor of products of the Six; industrial 
agreements for joint production and selling were concluded between 
firms in the Community cutting across national frontiers, but excluding 
nonmembers; and finally, American investors have recently begun to 
prefer EEC locations over sites in the United Kingdom.? 

In response to these initial effects of the Community, and in view of 
the failure of the negotiation for an all-European Free Trade Area [15, 
Ch. 4] (of which the EEC wes to be part), a rival scheme was devised 
known as the European Free Trade Area Association [14] (henceforth 
referred to as the EFTAA). Its members, frequently described as the 
“Outer Seven,” are the United Kingdom, Sweden, Norway, Denmark, 
Austria, Switzerland and Pertugal. The new scheme is not seen as a 
permanent arrangement. Rather it is supposed to provide a vigorous 
spur towards a broader all-European agreement [3]. In addition it will 
give the seven countries a certain compensation for the losses they are 
suffering from the establishment of the Common Market. The pressure 
on the EEC to negotiate a broader agreement is to be exerted through 
discrimination against products of the Six in the markets of the Seven. 


* The author is associate professor of economics at Michigan State University. He is 
grateful to the Social Science Research Council for a zaculty research fellowship and to the 
American Academy of Arts and Scierces for a financial grant in support of this project. 
Helpful comments on an earlier draft cf this paper were received from A. P, Lerner, A. Koo, 
E. Hardin and M. G. Mueller. 

+The six members of the Community are: France, West Germany, Italy, Netherlands, 
Belgium and Luxemburg. Greece and Turkey have asked to be linked to the Community 
as Associates but not with full membership status [1]. 

*Tf an all-European Free Trade Area were established, many American investors would 
prefer British locations, thus gaining free access both to Europe and to the Commonwealth 
nations. 
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Although the new scheme is designed to bring Europe closer to an 
over-all agreement, it may produce precisely the opposite result. Fears 
have already been expressed in various quarters that establishment of 
the EFTAA may push the agreement with the Six farther away, thus 
“deepening and completing the division within Europe” [2, p. 715]. So 
far, these apprehensions have been mostly intuitive. It is a main pur- 
pose of this paper to examine empirically the extent to which they may 
be justified (Section II). But first we compare the two prospective un- 
ions with reference to their impact on the pattern of resource utilization 
in the world (Section I). 


I. Comparative Welfare Implications of the Two European Unions 


Both the EEC and the EFTAA provide for the eventual abolition of 
most trade restrictions within their respective areas. Nevertheless there 
are important differences between them. The Common Market, a cus- 
toms union, will eventually have a common tariff against outsiders. On 
the other hand, each of the Outer Seven may maintain its own tariff 
rates, thus permitting Great Britain to retain its imperial preference 
system. While the EEC is viewed as a permanent cohesive union, which 
may eventually lead to a political union, the EFTAA is planned as a 
looser organization with much more modest and temporary goals. Since 
the Outer Seven plan to use their union as a stimulus for a wider agree- 
ment in Europe, their integration schedule corresponds roughly to that 
of the EEC. It will be somewhat faster than that of the Common Mar- 
ket, with the first step of a 20 per cent tariff cut to be taken in July 
1960. That the EFTAA is considerably smaller, and economically 
weaker than the EEC is clear from Table 1. Its population is about half, 
and its GNP is 60 per cent that of the EEC. One nation, the United 
Kingdom, occupies a predominant position among the Outer Seven. It 
produces two-thirds of the total EFTAA GNP, and accounts for 57 per 
cent of the area’s total trade.* There is no such single predominant na- 
tion among the six Common Market countries. 

3 , , the common market is primarily political in purpose, and its economic objectives, 
while of great importance, are nevertheless secondary. The men who were responsible for 
the Treaty of Rome. . . were inspired primarily by the desire to progress toward political 
integration, ultimately toward some kind of European federation, some form of a United 
States of Europe... one can say quite categorically that without the political objective there 
would have been no Common Marke? and that the six nations which joined in the Treaty 
of Rome would never have entered into such a revolutionary adjustment of their trade 
policies if the treaty had contained no political content; if it had been merely a free trade 


area or a customs union.” From a statement by George W. Ball, attorney for the Common 
Market, before the Joint Economic Committee, United States Congress [5, p. 992]. 

*The predominant position of British trade in the EFTAA is further demonstrated by 
the fact that, for commodities in which the United Kingdom has a comparative advantage, 
the entire area’s exports exceed its imports. This is not the case for commodities in which 
other EFTAA members have a comparative advantage (see Section II). 
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Both unions occupy a major position in world trade, although the 
EFTAA falls short of the EEC (Table 1) in the proportion of world 
exports and imports for which it accounts. Their formation is likely to 
have a significant impact on the pattern of world trade. For this reason 
it is instructive to focus the comparison of the two unions on their rela- 
tive impact on the world’s welfare.® Available data make possible inter- 
union comparison on the basis of three welfare criteria suggested by 
Jacob Viner, and a fourth one added by J. E. Meade. 

In his pathbreaking work on the theory of customs unions, Viner [17, 
pp. 41-55] bases the criteria for judging the economic advantage of a 
customs union on the distinction between the favorable trade-creation 


TABLE 1—THE EUROPEAN Economic COMMUNITY AND THE EUROPEAN FREE TRADE 
Area Assocration—Some Comparisons (1957) 




















EEC EFTAA U.K. 
Population (millions) s 165 88 52 
Gross National Product ($ billions) 157 95 62 
Total exports ($ billions) 22.4 16.3 9.3 
Total imports ($ billions) 24.8 20.1 11.4 
Proportion of world exports (per cent) 22.7 16.4 
Proportion of world imports (per cent) 23.3 18.8 
Intratrade ($ billions) 7.0 3.2 
Intratrade as per cent of exports 31.3 19.6 
Intratrade as per cent of imports 28.4 15.9 





Sources: (1) OEEC, Statistical Bulletins, General Statistics, No. 4, July 1959; (2) OEEC, 
The Network of Inira-European Trade, Trade by Produsi in 1957. 


effect and the unfavorable trade-diversion effect. Trade creation takes 
place when, as a result of the removal of trade barriers within a customs 
union, a member country replaces its own high-cost (formerly pro- 
tected) production by imports from another member of the union. Trade 
diversion occurs when, as a result of the removal of trade barriers within 
a customs union, a member country replaces its imports from a low-cost 
nonunion source, by a higher-cost source within the union. The shift is 
caused by the newly created tariff discrimination favoring union mem- 
bers. The relative magnitude of the two effects would determine the 
welfare impact of the customs union. 


5 The word welfare is used loosely here to denote economic efficiency. The discussion ig- 
nores the possible impact of regional integration on the distribution of income within and 
between countries, 

€ This classification is not exhaustive. There can be trade displacement from a high-cost 
source outside the union to a lower-cost source inside. This can occur, for example, when 
production costs within the union decline because of economies of scale brought about by 
the creation of the union. Such a shift is not adverse to welfare. 
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On the basis of this distinction Viner offers the following conclusions 
[17, p. 54]: 

A customs union is more likely to operate in the free trade direction... . 
(1) the larger the economic area of the customs union and therefore the 
greater the potential scope for internal division of labor (the limiting case 
is a customs union embracing the entire world); (2) the lower the “aver- 
age” tariff level on imports from outside the customs union area as com- 
pared to what that level would be in the absence of the customs union; 
(3) the greater the difference in unit costs for protected industries of the 
same kind as between the different parts of the customs union. 


It is clear from Table 1 that, with respect to the first criterion, the 
EEC is likely to be more favorable (or less unfavorable) to world wel- 
fare than the EFTAA. Not only is it larger in population and produc- 
tion, but the proportion of its total trade transacted within the area is 
significantly larger (by 11 to 12 percentage points) than the parallel 
proportion in the EFTAA, thus leaving less room for trade diversion. 

Viner’s second criterion which depends on the effect of integration on 
tariff rates yields no conclusive results, because average tariff incidences 
are likely to decline in both unions as a result of integration. Official 
pronouncements in Washington (in connection with the 1958 extension 
of the Reciprocal Trade Agreements Act) and in Europe indicate a 
strong probability that the common EEC rates will be reduced through 
GATT negotiations conducted with the Community as a whole.’ Indeed, 
the Community’s 10 per cent tariff reduction on January 1, 1959 was 
extended in part also to third countries. In the EFTAA case, even if 
nominal rates in individual countries remain intact, one can expect some 
reduction in effective rates. Unless import controls through certificates 
of origin are strictly enforced, the lowest tariff that prevails for each 
commodity will tend to become the effective rate for the entire free- 
trade area. The rules of origin adopted by the EFTAA require that 50 
per cent of the value of a commodity be produced in a member country 
in order for it to acquire duty-free status. That still leaves some leeway 
for imports to enter high-duty countries through low-duty countries, if 
they are embodied in commodities which are processed in the EFTAA 
and form less than 50 per cent of the value of such commodities. (This 


"Cf. statement by T. Scitovsky [5, p. 1040]. The basic rule of taking the unweighted 
average tariff rate of the four constituent customs areas as the common EEC rate may 
actually result in a small increase of tariffs in the Community. France and Italy will have 
to lower their tariffs by about the same amount that Germany and Benelux will raise them. 
Since the first two countries account for 40 per cent of EEC imports and the latter two for 
60 per cent, the unweighted average would tend to be somewhat above the average weighted 
by imports. Assuming however that GATT rules will be followed, this potential increase 
will be compensated for scmewhere in the customs union. 
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possibility is limited by the small differentials in tariff rates of the major 
EFTAA nations.) It is, however, impossible to predict the relative mag- 
nitude of tariff cuts in the two unions. 

Data on production costs which could be used in applying Viner’s 
third criterion are extremely scanty. But such fragmentary evidence as 
exists suggests that cost differentials are larger within the EEC than 
within the EFTAA. First, one would expect this to be the case because 
production is more evenly distributed among the six Common Market 
nations than among the seven EFTAA nations. Two-thirds of total 
EFTAA GNP in 1956 was produced by one country (United Kingdom) 
within which trade is free and costs are presumably equal. Another 20 
per cent was produced in the three Scandinavian countries, between 
which there is free factor mobility (and low tariffs), resulting in a strong 
tendency toward equalization of production costs. In the EEC, on the 
other hand, the distribution of 1956 GNP among the four constituent 
customs areas was as follows: France, 37 per cent; Germany, 33 per 
cent; Italy, 17 per cent; and Benelux, 13 per cent. Thus, there appears 
to be more room for cost differentials (weighted by GNP) in the EEC 
than in the EFTAA. 

Furthermore, some inferences can be drawn from comparative tariff 
rates, if those are taken as an indication of the level of protection nec- 
essary to maintain high-cost industries. Table 2 presents average levels 
of ad valorem import duties for ten West European countries. There ap- 
pears to be considerably greater dispersion of tariff rates (weighted 
either by imports or by GNP) among EEC nations than among those of 
the EFTAA. Disaggregation of the data leaves this result unaltered. On 
the basis of a study of tariff rates imposed on 570 comparable commod- 
ity groups (the five digit SITC) by West European nations, the United 
Nations’ Economic Commission for Europe [15, Ch. 4, p. 15] lists 
France and Italy as having the highest tariffs in Western Europe; Bene- 
lux and the Scandinavian countries (and now Germany), the lowest; 
while the United Kingdom is ranked between the two extremes (but 
closer to the lower end).? Two points become apparent from examina- 
tion of this study. First, tariff rates in the Outer Seven are—on the aver- 
age—lower than rates in the six EEC nations. Second, unlike the 
EFTAA, the EEC includes both very high- and very low-duty coun- 
iries. Tariff variations within the EEC are larger than within the 
EFTAA, leading one to expect larger cost differentials in that area.” 


8 The calculations on which the study is based were made by GATT. 

This is consistent with specialists’ estimates quoted by the Department of Commerce 
statement: “The Nature and Significance of International Comparisons of Tariff Levels” 
I4, p. 229]. 

This argument would be strengthened if Greece and Turkey were to attain associate 
status with the EEC. 
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Finally, unlike the EFTAA, the EEC will have free factor mobility in 
addition to a common commodity market, and is thus likely to attain a 
higher degree of cost equality. 

In a more general way, the fact that EEC tariff rates have been higher 
than those in the EFTAA implies that the EEC nations have had a 
better opportunity to develop industries for which they lacked compara- 
tive advantage [9, Ch. 3]. Thus the Common Market is more likely to 
lead to the elimination of such industries. It may therefore be concluded 


TABLE 2—AVERAGE AD VALOREM Import DuTIES 



































EEC Nations EFTAA Nations 
Per Cent of EEC Per Cent of 
Sa EFTAAs 
Tariff Tariff 
Country Rate |Imports} GNP Country Rate |y mports| GNP 
(1957) | (1956) (1987) | (1956) 
Italy 25% United Kingdom 12% 57% 66% 
40% 54% 
France 24% Scandinavian Countries| 10% 25% 20% 
(Sweden {Norway, 
Denmark) 
Germany? | 10% 
60% 46% | Switzerland 9-10% | 10% 8% 
Benelux 9% 





a Data are missing for Austria and Portugal. While both are relatively high-tariff countries, 
they account for only 6 per cent of EFTAA GNP and their omission would not affect the 
results significantly. 

b Germany’s tariff rates declined substantially in the past few years. In 1952 her average 
ad valorem rate was 34 per cent. 

Sources: (1) Tariff rates in EFTAA except for Switzerland: P. J. Verdoorn [16, p. 489]. (2) 
Tariff rates in the EEC: G. W. Ball [5, p. 997]. (3) Imports and GNP data: OEEC, Statistical 
Bulletins, Genera] Statistics, July 1958. (4) The tariff rate for Switzerland, relating to 1949, 
was obtained privately from Hans Wyss, a Swiss economist at the IBRD. 


that the EEC would result in more trade creation than the EFTAA, 
making it more favorable to welfare. 

A fourth criterion, offered by Meade, tends to favor the EEC over the 
EFTAA. This criterion is designed to cope with the following problems 
left unresolved by Viner: In most cases of customs union formation, 
both trade diversion and trade creation are present. How can they be 
weighed as to their relative importance? Moreover, if demand is not of 
zero elasticity, the removal of a tariff within the union will not only cause 
a shift in the pattern of trade, but will also result in a price reduction 
and, therefore, in an increase in the quantity taken. How is that increase 
to be evaluated? Likewise, if elasticity of supply is short of infinity, an 

“increase in demand on the part of one country for a product of another 
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country within a newly formed customs union may change cost of pro- 
duction per unit of output. What would be the economic implications of 
that change? 

Using a quantitative welfare approach, Meade’s criterion [9, Ch. 
3-5] [10, Ch. 7] is based on the divergence between the marginal cost 
of producing a product and its marginal value to the consumer in the 
importing country. The divergence is created by the import duty, and is 
measurable in terms of the rate of tariff yield. If a seller is willing to part 
with his product for $2, while a buyer is willing to pay $3 for it (the tax 
being 50 per cent), then—assuming that the marginal utility of money is 
the same for both—the seller gives up less in terms of utility than the 
buyer receives. The transaction therefore results in a rise of their com- 
bined welfare, and an increase in the number of such transactions will 
be favorable to welfare. 

Using this criterion, trade diversion and creation can be described 
diagrammatically as follows (Figure 1): Let countries B and C be the 
suppliers of a certain product to country A, with production costs in C 
lower than in B. Ss and So are the export supply curves of B and C (to 
country A) respectively, and Sz’, Sc’ are the same supply schedules tak- 
ing into account A’s duty. S’ is the total export supply of both countries 
B and C in country A, given the duty. Price P: is established and coun- 
tries B and C will export to A quantities Qz and Qo respectively. 

Producers in B and C, while receiving price Pı, are willing to supply 
the given quantities for prices Ps and P4 respectively. The distance P:Ps 
indicates the amount by which welfare would rise if exports from B to A 
were increased by one unit. Consumers in A would get a unit which is 
worth P: to them, while sellers in B would give up a unit which is worth 
only P; to them. By the same token, the distance P:Ps shows the amount 
by which welfare would decline if exports from C to A were reduced by 
one unit. 

When A and B establish a customs union to the exclusion of C, B’s 
export supply schedule shifts to Sz, while C’s supply curve remains So’. 
The total import supply curve in A becomes S. It results in a new, lower 
price Pz, in an increase to Qs’ of B’s export to A, and in a decline to 
Qc’ of C’s export to A. Triangle I measures the trade-creation effect,” 
and area II the import-diversion effect. The more elastic is D4, the larger 
will be the trade-creation effect, and the smaller will be the import- 
diversion effect. Likewise, the more elastic is Sz the larger the trade-cre- 
ation effect. A similar diagram can be drawn to depict export diversion. 

™ The triangle is constructed as follows: a straight vertical line connects Ss’ at height 


P, with Ss, while the upper line, parallel to Ds, connects Ss’ with Ss at heights Ps and 
Pz respectively. 


378 THE AMERICAN ECONOMIC REVIEW 


In shifting towards a new general equilibrium, the following effects of 
a customs union must be considered: trade creation within the union, 
trade diversion between member and nonmember countries, and changes 
in the direction of trade involving only nonmember nations.” Any shift 
in trade from countries between which there exists a small divergence 
between marginal cost and marginal value (i.e., low import duty) to 
countries between which the divergence is large, would have a favorable 
effect on welfare in proportion to the volume of trade in the commodity. 
The welfare effect would be unfavorable for shifts in the opposite direc- 
tion. The quantitative impact of each shift can be measured in terms of 
the areas involved, as in Figure 1. A comparison between the “favora- 


TABLE 3—PERCENTAGE DISTRIBUTION OF INTRA-UNION TRADE AMONG COMMODITY 
Groups (1957) 











Percentage Distribution 




















Commodity Group SITC 
Outer Seven Common Market 

Food, beverages & tobacco (0, 1) 15.9% 14.0% 
Crude materials (2) 17.8 10.2 
Mineral fuels (3) 8.4 11.2 
Oils & fats (4) 0.7 0.6 
Chemicals (5) 6.4 6.6 
Machinery (7) 21.5 21.7 
Manufactures (6, 8) 29.3 36.3 

100.0% 100.0% 
Total Intra-Union Trade ($ millions) 3,186.7 6,992.9 





Source: OEEC, The Network of Intra-European Trade, Trade by Product in 1957. 


ble” and “unfavorable” areas would yield an estimate of the total wel- 
fare implications of the customs union. 

The size of the areas for each commodity depends on the quantity of 
trade shifted as well as on the tariff rates which are associated with each 
shift. The 1952 U.N.-GATT study [15, Ch. 4, pp. 12-16] showed that 
European tariff rates tend to be highest on finished manufactures and 
lowest on crude materials. At the same time, Table 3 shows that manu- 
factures account for a larger proportion of intra-EEC trade than of intra- 
EFTAA trade, while the reverse is true for crude materials. Relatively 
speaking, therefore, commodities with high-tariff incidence weigh more 
heavily in intra-EEC trade than in intra-EFTAA trade. This, coupled 

* These changes represent Meade’s primary and secondary repercussions. His tertiary 
repercussions, involving the reaction of individual countries to changes in their balance-of- 
payments position caused by the formation of a customs union, are excluded from this 
discussion. 
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with the fact that the Common Market nations tend in general to have 
higher tariff rates than their EFTAA counterparts, shows that each 
“unit” of trade creation in the EEC would tend to have a higher weight 
(measured by the tariff rate along the coordinate of the central part of 
Figure 1) than a similar unit in the EFTAA. By the same token, the 
fact that manufactures weigh more heavily in intra-EEC trade than in 
intra~-EFTAA trade, suggests that Ss would be more elastic in the EEC, 
leading one to expect a greater magnitude of trade creation in that 
union.“ Although based on aggregate rather than on detailed statis- 
tics,“ these observations suggest that the favorable Area I would be 
larger in the EEC than in the EFTAA.* 

Finally, on the basis of his welfare criterion Meade concludes that the 
abolition of import quotas within a customs union would invariably lead 
to an increase in welfare. The argument was effectively summarized by 
Sannwald and Stohler [12, pp. 66-67] as follows: 


Let country A import steel from B and C and assume that there are quan- 
titative restrictions on the imports from both countries. . . . If these re- 
strictions are removed on the imports of steel from B but not on those 
from C ... there will be no decrease in steel exports of C to A as long as 
A’s quota effectively restricts the demand for steel from C. If this demand 
diminishes it means that the quota has become ineffective and could be 
removed, so that a possible reduction in the trade leaves economic welfare 
undisturbed [i-e., at this point there is no divergence between marginal 
cost and marginal value, namely the trade reduction has a zero “weight”. 
... The primary expansion of the trade between the partners would incon- 
testably increase welfare and there would be no repercussions except in 
markets in which there are no or ineffective quotas. In any case, these 
reactions do not affect economic welfare. 


Regional integration can affect quotas imposed on intra-union trade 
as well as those imposed on imports from outside countries. Both the 


The number of trade units created depends also on the elasticity of demand for im- 
ports in the integrating nations (Da in Figure 1). Since manufactures, machinery and 
chemicals account for the same proportions of total imports in the two unions, there are no 
a priori grounds for expeczing demand elasticities to be higher in one union than in the other. 

"To get detailed estimates of the size of the “areas” involved, one would need the 
changes in the quantity of each commodity traded and the tariff rate associated with that 
change. The first datum could be approximated if we knew the elasticities of demand and 
supply for each product. The second datum would have to be derived from official sta- 
tistics. Existing tariff rates, however, apply usually to much more refined commodity 
classes than the commodity trade data. The need for comparable groupings would involve 
both a further breakdown of the commodity trade statistics (e.g., to the 570 items in the 
five-digit SITC) and calculations of approximate tariff incidence levied on each item by 
each of the trading nations. 

* With regard to import and export diversion, the evidence concerning the relative 
“weights” and the relative quantities of trade diverted is mixed and does not lend itself 
to an a priori statement about the probable comparative effects of the two unions. 
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EFTAA and the EEC call for abolition of quotas within their respective 
areas. While it is impossible to construct a precise measure of the rela- 
tive potential for quota increase within the two unions, a rough com- 
parison shows that such increases may be larger in the EEC than in the 
EFTAA. The comparison is based on the percentage liberalization of 
intra-OEEC trade achieved by each member country late in 1958. These 
percentages ranged from 81 (Norway) to 94 (U.K.) per cent in the 
EFTAA, and from 90 (France**) to 99 (Italy) per cent in the EEC 
[11, p. 180]. For each country in the two unions, the difference between 
100 per cent and the percentage liberalization attained prior to inte- 
gration was multiplied by the dollar value of its 1957 imports from other 
union members. The resulting product, which may be taken as an indi- 
cation of the potential increase in intra-union quotas, is 20 per cent 
larger in the EEC than in the EFTAA.” (It should be emphasized that 
these rough calculations abstract from numerous problems involved in 
interpreting the liberalization percentages. They therefore cannot be 
taken as conclusive evidence). Moreover, the leverage for extending 
quota benefits to outside nations is also likely to be greater in the EEC 
than in the EFTAA. The initial 20 per cent increase in quotas within 
the Community on January 1, 1959 was extended in part to nonmember 
countries, thus bringing about more liberalization than can be expected 
of the EFTAA. The extention also attests to the EEC commitment to 
pursue a (common) liberal external trade policy. This may not be the 
case in the EFTAA where each member will follow an independent pol- 
icy toward third countries (this statement is confined to quota increase 
which can be attributed to the integration movement). 

On balance, the evidence assembled here demonstrates that the 
Common Market is more likely than the Outer Seven to have a favor- 
able impact on the utilization of resources in the world. Moreover, the 
EFTAA seems to have very few of the prerequisites for a favorable 
welfare effect. A tentative (qualitative) judgment can be made that 
integration of the Outer Seven may reduce rather than increase inter- 
national specialization.* (This view seems consistent with, but does 


1 In 1957 France suspended her earlier liberalization of quotas on imports from OEEC 
member countries. However at the end of 1958, with the devaluation of the franc, 90 per 
cent liberalization was restored. While this restoration coincided with the introduction of 
the Common Market, there was no direct link between the two events. 

Y On the average, the percentages relating to EEC nations were somewhat smaller than 
those of the EFTAA countries. But the difference was more than counterbalanced by the 
larger amount of intra-EEC trade. 

3 A fifth welfare criterion, adopted by both Viner and Meade, would lend further support 
to this judgment. It states that the more competitive the nations composing a customs 
union, the more likely is the union to be favorable to welfare. As shown in Section II, the 
economies of the Outer Seven are highly complementary, and therefore are not likely to 
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not depend on, a quantitative estimate constructed by Scitovsky [13, 
pp. 64-76] that a customs union embracing all of Western Europe is 
likely to be neutral to welfare.) 

This is not to deny the probable existence of other favorable effects 
since not all possible repercussions were considered here.” One ex- 
ample is the possible increase in internal competition which would re- 
duce domestic divergences between marginal costs and marginal values 
caused by monopoly power. The relative effect of the two unions on 
such internal divergences would depend on the degree of monopoly exist- 
ing prior to integration and on their ability to enforce proper rules of 
competition. A second factor is the relative effect of the two unions on 
international investments. To the extent that regional integration 
brings about capital flows from capital-rich to capital-poor countries, it 
is beneficial to welfare since it tends to equalize factor prices. To date 
the Six seem to have exceeded the Outer Seven in attracting U.S. in- 
vestments, in infusing capital into their depressed areas, and in promot- 
ing outflow of capital to underdeveloped countries. But this position 
may be reversed once the EFTAA becomes viable (and would rate 
further investigation at a later date). Other considerations include the 
greater opportunities for economies of scale provided by integration 
and a possible favorable terms-of-trade effect (Meade’s tertiary reper- 
- cussions). 

Nevertheless, in light of its possible adverse effect on international 
specialization, and in view of the need to avoid political division within 
Western Europe, it is important that the EFTAA should not remain a 
permanent organization. Whether or not the Outer Seven are likely to 
help attain the goal of an all-European union is the question examined 
next. 


TI. The Outer Seven and an All-European Free Trade Area 


We shall first explore the degree of complementarity of the seven 
nations composing the EFTAA; and subsequently, the degree of rivalry 
between the two unions. The data used are from the OEEC Statistical 
Bulletins on foreign trade (Series IV) relating to 1957. These bulletins 
provide a breakdown of each member country’s imports and exports 
into 260 commodity groups (the three-digit Standard International 
Trade Classification, with a further breakdown for many groups to the 





increase international specialization. This criterion, however, was strongly criticized by 
Makower and Morton [8]. 

* This estimate was rejected by H. G. Johnson in a review of Scitovsky’s book [6]. 

æ Excluded from the discussion in this paper are the overseas territories of the West 
European nations. This exclusion resulted in part from uncertainty regarding the eventual 
status of some territories and their form of association with the two unions. 
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five-digit classification). The export/import ratio for each commodity 
was used as an indication of the comparative advantage of a country in 
producing that commodity;** the higher the ratio, the more likely is 
the country to have a comparative advantage. Some weight was also 
given to the absolute amounts of exporis and imports. Of the EFTAA 
nations data are available for only six: Switzerland does not provide 
a breakdown of its trade by commodity components. Selection of the 
products for which each nation has a comparative advantage reveals 


TABLE 4—PERCENTAGES OF EFTAA® EXPORTS AND ÎMPORTS ACCOUNTED FOR BY 
COMMODITIES IN WHICH ONE, Two OR THREE OR More Countries HAVE A 
Comparative ADVANTAGE (1957) 








Per Cent of Outer Seven 














Exports Imports 
One Country 76% 58% 
United Kingdom 55 22 
Denmark 6 11 
Norway 3 6 
Sweden 5 7 
Austria 4 5 
Portugal 3 7 
Two Countries 15 12 
Three or More 4 2 
No Advantage 4 30 
100% 100% 








8 Switzerland is excluded. 
Source: Based on calculations of data derived from the 1957 OEEC Statistical Bulletins, 
Foreign Trade, Ser. IV, 1957. 


that 76 per cent of the total EFTAA exports consist of commodities in 
which only one of the six countries has a comparative advantage (Table 
4). By far the largest share is that of the United Kingdom; that share 
(55 per cent) consists mainly of chemicals, machinery and manufac- 
tures (items 5, 6, 7, 8 in the first-digit SITC). Commodities for which 
Denmark has a comparative advantage consist mostly of food items 
(number O in the first-digit SITC). Sweden’s 5 per cent are mainly 
crude materials (item 2), while for the remaining countries the com- 
modities in the case of which they have a comparative advantage repre- 
sent all major categories. Commodities for which two of the six na- 
tions have a comparative advantage consist of foods, machinery and 
manufactures. Finally, only 4 per cent of the EFTAA exports consist 
of commodities in which three or more members have comparative 
advantage. 


2 A similar procedure was followed by H. H. Leisner [7]. 
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These figures indicate the extreme complementarity of the economies 
composing the EFTAA. They show that, from the point of view of 
domestic political pressures, it should not be difficult to establish the 
EFTAA. This is not to claim that problems do not exist. Such a thorny 
issue is the Danish demand for British concessions in the case of cer- 
tain agricultural products. But if we disregard the agricultural field 
(and the EFTAA may very well exclude agriculture), it seems that 
domestic pressures should be at a minimum. 


TABLE 5—DEGREE OF COMPETITION AMONG THE Two EUROPEAN UNIONS 














EEC EFTAA 
Proportion of Ratio of Proportion of Ratio of 
Total % of Exports Total % of Exports 
to 


a to ns 
Exports|\Imports| % of Imports |Exports|Imports| % of Imports 








em 


Commodities in which 
both ECM and Outer 
7 have no compara- 
tive advantage 13% | 55% 0.24 13% | 48% 0.27 
. Commodities in which 
ECM and Outer 7 are 
competitive 65% | 28% 2.30 67% | 28% 2.42 
. Commodities in which 
ECM has compara- 
tive advantage over 
Outer 7 18% 9% 1.93 8% | 18% 0.46 
Commodities in which 
Outer 7 has compara- 
tive advantage over 








N 


& 





a 




















ECM 3% 1% 0.48 14% 6% 2.19 
Totals 100% | 100% 100% | 100% 





à Totals deviate from 100% because of rounding. 
Source: OEEC, Statistical Bulletins, Foreign Trade, Ser. IV, 1957. 


As a second step, using the export/import ratio for each commodity 
for the union as a whole, we listed the products for which: (a) both 
unions have a comparative advantage and therefore would tend to be 
competitive; (b) neither of the two unions has a comparative advan- 
tage; and (c) only one union has a comparative advantage. Table 5, 
which summarizes the results of these calculations, shows that in prod- 
ucts accounting for 65 per cent of Common Market exports and 67 per 
cent of EFTAA exports both unions have a comparative advantage. 
The ratio of total exports to total imports of these commodities is 2.4 
in the Common Market and 2.4 in the EFTAA. On the other hand, 13 

e per cent of EEC exports and the same proportion of EFTAA exports 
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TABLE 6—COMMODITY Composition oF THE Two UNIONS’ Exports 











Commodities for Which the Two Commodities in | Commodities in 


Unions Which EEC Has | Which EFTAA 

site | au, | HaveNo Com | “peta” | Over EEC" 
ego ve INo Com- 

Number | Are Competitive parative eea ae 

Advantage EFTAA| EEC |EFTAA 





EC 
EEC |EFTAA) EEC |EFTAA | Exports | Exports | Exports | Exports 






































Exporżs | Exports | Exports | Exports 
Food, beverages and 
tobacco 0,1 2.3% | 2.4% | 3.6% | 4.0% | 4.3% | 3.1% | 0.9% | 1.8% 
Crude materials 2 0.6 0.4 4.0 4.2 0.0 0.0 1.0 6.7 
Mineral fuels 3 0.1 0.1 2.3 0.8 5.7 2.4 0.0 0.0 
Oils and fats 4 0.2 0.2 0.5 0.5 0.0 0.0 0.0 0.0 
Chemicals 5 5.1 5.3 0.0 0.0 3.5 1.6 0.0 0.0 
Machinary 7 24.9 31.6 0.0 0.0 0.0 0.0 0.1 1.4 
Manufactures 6,8 30.9 25.7 2.4 3.2 4.3 1.4 1.4 3.9 
Miscellaneous 9 0.9 1.6 0.3 0.2 0.0 0.0 0.0 0.0 
Total 65.0% | 67.3% | 13.1% | 12.9% | 17.8% 8.5% 3.4% | 13.8% 





Source: See Table 5 


consist of commodities in which neither of the two unions has a com- 
parative advantage, with a total export/import ratio of .24 and .27 
respectively. The remaining products, accounting for about one-fifth 
of the exports of the two unions, are those in the production of which 
only one union has a comparative advantage. These figures demonstrate 
that once the two rival schemes are completed they will be highly com- 
petitive with each other. It would thus be in the interest of European 
producers to strongly oppose unification of the two unions. Not only 
will the EFTAA impose two adjustment processes on Europe’s econ- 
omies in their path towards all-European integration, but, because of 
the competitive nature of the two unions, integration between them 
will be very difficult to achieve. 

This analysis is subject to the limitation that the classification of 
internationally traded commodities into 260 groups may not be suffi- 
ciently refined to prove inter-union rivalry (a limitation which does not 
apply to the case of complementarity). But no finer breakdown is 
available. Also, the rivalry conclusion would hold even if we allowed 
for a considerable margin of error. At the risk of further aggregation 
the point made in the last paragraph can be strengthened. Table 6 pre- 
sents a distribution of the eight “export percentages” of Table 5 among 
the major commodity categories. The overwhelming majority of the 
products in which the two unions are competitive are manufactures, 
machinery and chemicals. But Table 7, which shows the interunion 
trade relationships, demonstrates that it is precisely in these categories 
that the two unions’ imports from each other weigh heavily. This means 
that producers within each one of them have much to lose from eco--. 
nomic integration with the other. On the other hand, with regard to 
their export trade, it is in jood, crude materials, minerals and oils that 
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TABLE 7—EEC-EFTAA TRADE RELATIONSHIPS (1957) 








EEC EFTAA 


Exports to | Imports from | Exports to | Imports from 
EFTAA as EFTAA as EEC as Per | EEC as Per 
Per Cent of Per Cent of Cent of All Cent of All 








All Exports All Imports Exports Imports 
All commodities 22.9 14.9 22.9 25.5 
Food, beverages & tobacco 26.9 9.9 28.1 12.5 
Crude materials 27.2 14.1 53.8 8.3 
Mineral fuels 32.5 2.6 22.3 21.8 
Oils & fats 27.2 7.9 34.5 13.3 
Chemicals 21.8 22.6 19.4 47.0 
Machinery 21.3 26.6 15.2 51.7 
Manufactures 20.8 23.7 20.7 41.7 





Sources: (1) OEEC Statistical Bulletin, July 1959; (2) OEEC The Network of Intra-European 
Trade, Trade by Product, 1957. 


interunion exports carry most weight. These are items in which the two 
unions are least competitive (either neither of them has a comparative 
advantage or only one of the two does), and (disregarding food) on 
which European tariffs are very low to begin with. Their producers 
therefore do not stand to gain much from integration of the two 
unions. We can conclude that once the two unions are established, there 
is likely to arise substantial political pressure within each of them 
against further integration, with a much weaker counterpressure favor- 
ing such integration. Thus unification of the Outer Seven would prob- 
ably lessen rather than increase the feasibility of an all-European free 
trade area. Unless a link between the two unions is established early 
in the transition period, the creation of the EFTAA is likely to deepen 
the division within Europe. 


REFERENCES 


-y 


. Bulletin from the Economic Community, No. 37, Aug.-Sept. 1959. 

2. The Economist, London, May 23, 1959. 

3. “European Economic Integration,” Amsterdamsche Bank Quart. Rev. 
Second quarter 1959, No. 125, 62-68. 

4. Foreign Trade Policy, Compendium of Papers, Subcommittee on Foreign 
Trade Policy of the House Committee on Ways and Means, 85th Cong., 
2nd sess. Washington 1958. 

5. International Influences on the American Economy. Pt. 5. Employment, 
Growth and the Price Level. Hearings before the Joint Economic Com- 
mittee, 86th Cong., 1st sess. June-July 1959. Washington 1959. 

6. H. G. Jounson, Review of T. Scitovsky, Economic Theory and Western 

European Integration, Am. Econ. Rev., Dec. 1959, 49, 1103-5. 


386.” 


7. 


8. 


10. 
11. 
12. 
13. 
14. 


15. 
16. 


17. 


THE AMERICAN ECONOMIC REVIEW 


H. H. Lersner, “The European Common Market and British Industry,” 
Econ. Jour., June 1958, 68, 302-17. 

H. Maxower anp G. Morton, “A Contribution Towards a Theory of 
Customs Unions,” Econ. Jour., Mar. 1953, 63, 33-50. 


. J. E. Meape, The Theory of Customs Unions. Amsterdam 1955. 





, Lhe Theory of International Commercial Policy, Vol. Il, Trade 
and Welfare. New York 1955. 

ORGANISATION FOR EUROPEAN Economic Cooperation, A Decade of 
Cooperation, 1948-1958. Paris 1958. 

R. SANNWALD. AND J. STOHLER, Economic Integration—Theoretical As- 
sumptions and Consequences of European Unification, Princeton 1959. 
Tsor Scitovsky, Economic Theory and Western Integration. Stanford 
1958. 

Stockholm Draft Plan for a European Free Trade Area Association. 
London, July 1959. , 

Unirep Nations, Economic Survey of Europe in 1956. Geneva 1957. 

P. J. Verpoorn, “A Customs Union for Western Europe—Advantages 
and Feasibility,” World Politics, July 1954, 6, 482-500. 

Jacos VINER, The Customs Union Issue. Carnegie Endowment for Inter- 
national Peace, London 1950. 


WESTERN DEVELOPMENT OF A SPARSELY POPULATED 
COUNTRY: THE RHODESIAS 


By STEPHEN ENKE* 


There are still some parts of the world which are not depressed by 
overpopulation and where economic development involves a twentieth- 
century form of pioneering. In these areas there is some indigenous pop- 
ulation, but it is sparse and of very primitive culture, so that develop- 
ment requires immigrants of Western culture. In the last century this 
was true of New Zealand, British Columbia, and what is now the Union 
of South Africa, despite the sporadic opposition of Maori, Siwash, and 
Bantu respectively. Modern examples are Queensland, parts of north- 
west Canada, and the Rhodesias. To some extent, all these regions have 
similar characteristics, and so it may be useful to make a case study 
of the Federation of Rhodesia and Nyasaland.* 

The following are some of the main requirements for economic de- 
velopment in this kind of country: First, more people having the educa- 
tion and skills, ability to organize, and knowledge of government that is 
part of Western civilization; in practice this means encouragement of 
selective immigration, but “Westerners”? insist on all sorts of amenities 
which in return require a great deal of social overhead capital. Second, 
profitable export opportunities, to attract needed immigrants and capi- 
tal; but specialization on a few exports means that a wide range of 
goods must be imported in volume, and high import propensities in- 


* The author is visiting professor of economics at Yale University . 


*This was constituted in 1953 and includes the self-governing territory of Southern 
Rhodesia and the Colonial Office-administered territories of Northern Rhodesia and 
Nyasaland. The author wishes to acknowledge the assistance of the following, none of 
whom is necessarily responsible for the views expressed here: R. J. Randall, Economic Sec~ 
tion, Prime Minister’s Office; B. J. P. Woods, statistician, Bank of Rhodesia and Nyasaland; 
Duncan Anderson, chairman, Federal Power Board; Osborne Bellington, assistant director, 
Central Statistics Office; Colin Kirkpatrick, Board of Directors, Rhodesian Selection Trust; 
William Taylor, senior lecturer, University College; Clyde Sanger, assistant editor, Central 
African Examiner; F. H. Hartley, director, Municipal Native Affairs Department, Salisbury ; 
Vernon Brailsford, federal director of information; J. A. Scholtz, chief of studies, Roan 
Antelope Mine; A. Torrance, African personnel manager, Mufilira Mine; R. S. Arnot, chief 
engineer, Rhodesia Congo Border Power Corporation; the staff of the Federal Archives, 
and many others in the Federation. 

2 “Westerners” refers to people who are descended from Western Europeans, belong to 
their culture, and are white; in Africa they are called “Europeans.” I shall use both terms 
€n this sense, 
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crease the export burden of serving an external debt. Third, a con- 
tinued and rather steady inflow of capital for several decades, for extra 
exports can only slowly be substituted for foreign capital; any large 
interim reduction in capital inflows would drastically reduce domestic 
economic activity. Fourth, participation by the indigenous population 
in the market economy of the Westerners; there will be an inadequate 
labor supply and racial unrest if natives cannot share in the material 
benefits of economic development. In the following sections, the prob- 
lems of development in the Federation will be examined in relation to 
each of these general requirements in turn. l 

Most of the points can be made by description and the presentation 
of data. However a model is needed to explain why such an economy, 
with its high import propensities, must increase its exports by several 
times any increment in external debt service and is so dependent upon 
continued capital inflows to sustain personal incomes. The macro- 
economic model developed here for the Federation’s economy treats 
exports and net capital inflows as basic injections and imports as a 
leakage. Various parameters, linking each of these elements with one 
another and with personal income, are estimated. 


I. Economic Development by Western Immigrants 


Economic development of the Federation is of recent origin. There 
was no permanent white settlement until 1890 when the armed Pioneer 
Column entered Southern Rhodesia. Seventy years ago the site of Salis- 
bury—today’s fedéral capital and a city with an impressive skyline— 
was a bare and uninhabited plain. Some of today’s “copper-belt” towns 
in Northern Rhodesia did not exist twenty-five years ago. 

Since 1953 the Federation’s economy has been experiencing one of 
the highest rates of gross investment in modern times. This has equaled 
at least one-third the gross domestic product and over half the aggre- 
gate personal consumption. Three-fourths of this gross investment is 
estimated to be net of depreciation. Gross domestic product has in- 
creased from £300 million in 1954 to £361 million in 1958, with an in- 
tervening peak of £379 million in 1957. 

This extremely rapid development has been closely and inevitably 
associated with immigration of Westerners. These people, apart from 
some that migrate between the copper mines and the Union, have come 
to settle. Most of them comprise young families from Great Britain. 
Some of the attractions are higher real wages, greater freedom from 
government controls, lower taxes, a better climate, and availability of 

8 Unless otherwise specified, the data that follow refer to the entire Federation, which in- 


cludes Nyasaland; but economically the latter is of minor importance, the main economy 
being in the more settled Rhodesias. A 
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African domestic help. During the peak year of 1957 such immigration 
amounted to 8 per cent of the Western population. In the two Rho- 
desias, out of a total population of roughly 5 million, about 1 in 20 is, 
now “European” (i.e. white). Nyasaland, with a more primitive econ- 
omy, has a very small white population. The population density of the 
Federation is only about 10 per square mile. 

Economic development in the Federation, at the present stage of the 
native African’s culture, is inconceivable without the government, man- 
agement, skills, capital, and social values of Westerners. The indige- 
nous natives, despite rapid advancement, are still only a few generations 
from cannibalism and slavery. Their agriculture has no tradition of 
permanent cultivation or systematic irrigation. A majority of the men 
have only a limited usefulness as laborers at rough work, although a 
minority are now acquiring skills, especially when not blocked by Euro- 
pean trade unions. Technical knowledge and managerial procedures, 
so important a part of today’s industry and commerce, will be quite 
beyond the average native for some time to come. Socially, it is un- 
fortunate that economic progress can only occur through the immigra- 
tion of managers, technicians, business men, farmers, and shopkeepers 
of an alien culture and different race. But this is an economic necessity 
if there are to be schools and other social services for the natives— 
largely financed by European taxpayers—and if the region is not to 
retrogress economically. 

The governments concerned are anxious that immigration should 
continue despite the recent political unrest in Nyasaland. They do not 
wish it to slacken for lack of amenities adequate for Europeans. Un- 
fortunately, in the case of countries of small and primitive native pop- 
ulation, such immigrants require a lot of new capital just to live. Whole 
cities and transportation systems have to be built for them and they 
require schools and hospitals. In recent years housing alone has prob- 
ably accounted for about 20 per cent of total gross investment. 

In most countries a majority of Western immigrants are lower middle 
class and possess very limited savings. If they are employees of some 
large Anglo-American mining concern, there will probably be a com- 
pany township to receive them. However, where enterprise is small or 
agricultural, there will have to be bond issues for roads, utilities, 
schools, etc. Not only are immigrants necessary and expensive, but 
typically they do not bring with them enough personal savings to fi- 
nance the housing and social overhead capital that they demand.* 

*The Federation has many ties with the United States. This is partly because its two 
major exports—copper and tobacco—are also products of the United States but not of 


Great Britain, and so technical know-how had to be imported from the United States. The 
pioneer life, too, is in many ways reminiscent of North America a century ago. 
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II. The Importance of Current and Future Exports 


Profitable exports are a condition of rapid economic development in 
areas of primitive culture and sparse population. In this respect the 
Rhodesias are no exception. Their export industries serve not only to 
attract immigrants, both directly and indirectly, but they explain the 
availability of capital from abroad for industrial and agricultural in- 
vestment and for social overhead projects. Exports constitute the 
foundation of such economies during their early development. It is 
only later that this extreme degree of specialization is mitigated and the 
import propensity of the economy is lessened. 


Few Major Exports 


At present the industries earning substantial export credits are few 
in number, and likely to remain so; even if certain domestic light in- 
dustries do develop in time, high transportation costs are likely to con- 
fine their products to the home market. 

Exports exceeding £1 million in 1958, listed in order of value, are: 
electrolytic copper, blister copper, unmanufactured tobacco, raw as- 
bestos, chrome ore, tea, maize, zinc bar and ingots, cobalt metal, ap- 
parel, ferro chrome, and lead bar and ingots.’ Copper, over half of 
which in weight and value is electrolytic, accounted for £115 million, 
or 63 per cent of all exports during 1956, but less in subsequent years. 
Tobacco has accounted for another 15 to 20 per cent in most years. 

_Unfortunately, copper has a notoriously fluctuating price. For 
electrolytic copper the average export price per short ton was £291 in 
1956 and £172 in 1958. Tobacco exports are subject to unanticipated 
percentage changes in output of almost comparable magnitude. And all 
the Federation’s exports of any consequence are always subject to price 
declines associated with business recessions abroad.° 


Specialization Makes Debt Service Unexpectedly Onerous 


Because there are profitable export lines, production is extremely 
specialized, and there is a marked dependence upon imports. Speciali- 
zation is of course typical of any export economy during early stages 
of development. However, as in most “dualistic” countries, this is com- 
plicated by the relatively small number of Westerners and their rela- 
tively high incomes. On one hand, there are not enough Westerners to 

* Other exports, in descending order of value ir the same year were: cattle hides, coal 
and coke, cotton piece goods, maize, radios, cigarettes, meat, and footwear, all mostly ex- 
ported to neighboring African countries. 

€ The distribution of exports is about 50 per cent to the United Kingdom, under 10 per 


cent to the United States, followed by the Union of South Africa, the Federal Republic of 
Germany, and India. 


ENKE: THE RHODESIAS 391 


justify domestic production of the things on which they spend most of 
their incomes. On the other, the not inconsiderable total purchasing 
power of the black Africans is concentrated on a few goods, so that it 
does become economical to make some of them locally. For example, 
bed sheets (for whites) will not be home produced, but simple cooking 
utensils (mostly for blacks) will be. 

The Federation, except for certain sumptuary goods for the black 
African market, imports a very high proportion of the producer goods 
and consumer goods that it uses. Hence any increase in gross domestic 
product is likely to lead to induced imports. Not only will the extra 
copper and tobacco output for example require more imports—e.g., 
capital equipment and petroleum products to produce them—but re- 
sultant increases in wages and local profits will be spent on cars, fur- 
niture, clothes, etc. 

Hence, to earn a given value of foreign exchange for debt service, 
there must be a much greater increase in gross exports. For instance, if 
£100 of extra exports tend to be associated with about £75 of extra 
induced imports, the economy will have to produce extra exports valued 
at £240 yearly to service annually a £1000 debt nominally requiring in- 
terest and principal payment of £60. 

A developing country such as Rhodesia must obtain most of its capi- 
tal initially from abroad, because the small immigrant population 
brings inadequate capital with it. And, taking the economy as a whole, 
it must be able through exports to pay a return to nonresidents on bor- 
rowed capital. This is so whether or not the capital they have lent has 
been invested in producing exports. Fortunately, for many decades, the 
economy need make no net capital repayments so long as foreign in- 
vestors are obtaining a return and feel that their investments are safe; 
in fact, over short periods of time, a return on past foreign investments 
may be currently financed by continued capital inflows. 

During recent years the Federation’s “export rate of return” on 
total capital inflows has been roughly 10 per cent. This is obtained by 
dividing the increase in exports from 1954 to 1958 (line 1, Table 1) by 
net capital inflows during 1954 through 1957. Arithmetically, it is 9 
per cent if only net long-term capital movements are considered, and 
8 per cent if short-term capital movements are included. While the ac- 
tual increase in exports may seem respectable it must also cover extra 
induced imports. 


Estimating Necessary Gross Export Ratios 


The extra exports needed to finance one pound sterling of extra debt 
service are here considered to be the reciprocal of one minus the propen- 
e sity to import. The propensity to import is taken to be the ratio of an- 
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nual imports to what are here termed annual gross injections. Gross in- 
jections are defined as the sum of exports and gross investment. Jf re- 
lations are stable between producer-goods imports and gross injec- 
tions, between consumer-goods imports and personal income, and be- 
tween personal income and gross injections, we can perhaps surmise 
something about the imports that will be induced by the export com- 
ponent of gross injections. 

Pragmatically, the existence of stability among these relations may 


TABLE 1—Nationat ĪNCOME AND TRADE MAGNITUDES AND COEFFICIENTS 
(pounds in millions) 








1954 1955 1956 1957 1958 








Categories: 
1. Exports,! E’ 116.7 125.2 124.9 142.9 134.5 
2. Gross investment, K 86.0 113.1 144.2 151.6 128.3 
3. Gross injection, I, 202.7 238.3 269.1 294.6 262.8 
4. Personal income,? Yp 187.9 208.5 236.6 255.5 268.7 
5. Imported producer goods, Mp 73.7 80.7 99.4 109.5 NC 
6. Imported consumer goods, Me 78.2 91.5 95.6 107.4 NC 
7. Total imports, 151.9 172.2 195.0 216.9 196.0 
8. Current transfers (net) 42.8 +3.1 +3.8 42.8 +4.4 
9. Undistributed profits, etc.? 21.1 33.0 | 32.7 2.1 2.3 

10, Current Account ~11.3 | —10.9 ,; —33.6 | —70.0 | —54.8 

Coefficients: 

11. M5/I, 37 .34 38 37 74 

12. M/I 37 36 37 37 

13. Y,/Ty 94 87 85 .87 1.02 

14. M./Y > 42 42 AL 43. | NCS 





1 Goods and services gross, income payments net, minus undistributed profits of companies. 
2 Income earned from labor and property in the Federation, 
3 Undistributed profits of companies and statutory bodies, mostly held in London. 
4 NC, not comparable. 
Line (3)=(i)+(2) 
(10) = (1)-(7)+(8)+@) 


Source: Annual federal Economic Report. 


be as important as the validity of their explanation, and so it is reas- 
suring that Table 1 indicates that most ratios vary little from year to 
year: producer-goods imports and consumer-goods imports tend to be 
36 and .37 respectively of gross injections each year. Thus extra ex- 
ports of £100 will perhaps induce extra imports of £73 and so improve 
the merchandise trade balance by only £27. The ratio of necessary 
gross exports to debt service is then 1/(1 — .73), or a little less than 4. 
The algebra is given in the appendix.” 

TIn obtaining these coefficients, and because of the manner in which the large Northern 


Rhodesian mining companies operate, certain adjustments had to be made in the data. 
‘These copper companies, although legally registered in the Federation, are in effect “foreign” 
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Some Practical Consequences 


Countries that have a high rate of induced imports should take this 
into consideration in assessing the ability of the home economy to 
service external debt. So should the agencies that lend to these coun- 
tries. Exports may have to increase by an amount several times greater 
than is commonly supposed. 

The Kariba project to dam the Zambesi, thereby producing electric 
power, may or may not be a case in point. The immediate effect on 
merchandise trade is slight, some imports of electric power from the 
Congo perhaps being eliminated. However, as a result of more abundant 
power, more copper may be exported in future years. Also coal may be 
released for export. Cheap and plentiful power may stimulate some 
new industries replacing imports. New borrowing to expand railroad 
capacity may be obviated. Nevertheless, if now-contracted interest and 
principal payments are to be met without depressing the balance of the 
economy, by around 1970 additional exports somehow attributable to 
Kariba and amounting to about £25 million a year may be needed. This 
“economic” requirement, for reasons explained above, is about four 
times as great as the legally contracted debt service. 

In a developing economy such as the Federation’s, the expansion of 
which depends in part on providing European immigrants with the 
facilities they expect, many recent loans have been spent in improve- 
ments that do not stimulate exports directly at all. And so it is to be 
hoped that they will in turn lead to other investments that will produce 
exports and substitutes for imports. The crucial test is whether, con- 
currently with all these new outlays that are financed by nonresidents, 
the merchandise and service accounts will in time become sufficiently 
less unfavorable to meet at least interest charges plus the cost of the 
consumer- and producer-goods imports induced by these exports. It ap- 
pears that the export rate of return—on all loans from abroad together 
—needs to be about four times the financial rate of return required by 
most lenders abroad. 








companies. They credit most of their seles proceeds to London bank accounts and remit to 
the Federation only those funds needed there for payroll, local material purchases, taxes, etc. 
Dividends and interest are paid from London to security holders most of whom live outside 
the Federation. When they undertake lerge investments in the Federation, the capital funds 
come from outside the local economy. Accordingly, as an approximate adjustment in all 
tables, the undistributed profits of these companies have been subtracted from reported 
merchandise exports, and conversely their investments in the Federation have been treated 
as capital inflows. There are of course many other small countries in which a few companies 
with large direct investments operate in this manner. In such cases the published balances 
of payments must be interpreted carefu_ly for the reasons given here. One important conse- 
quence is that the local economy is partially insulated from fluctuations in the prices of 
these large companies’ exports, even though high copper prices mean increased output, royal- 
ties, local taxes, wages and bonuses. 
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III. Dependence Upon Continued Capital Inflows 


The Federation, like many another immature creditor country before 
it, is dependent upon a continued inflow of capital if economic acitivity 
is to be maintained. Since imports are a leakage from the payments cir- 
cuit, a high propensity to import makes for a “leaky” economy that re- 
quires offsetting injections of merchandise exports and foreign capital. 

Moreover, the Rhodesias have lately emerged from a period of 
frenzied growth often experienced in newly settled areas. The coming of 
federation, high prices for copper until 1957, and a comparatively high 
rate of European immigration combined to instigate, and until recently 
to maintain, a boom in city real estate. The Kariba project, costing 
£80 million, stimulated both enthusiasm and the economy. Today opti- 
mism is less extreme, and people appreciate the vulnerability of the 
local economy to reductions in export proceeds and loans from abroad. 

What capital inflows will be.needed during the next few years for per 
capita incomes to continue at something like their recent levels?’ Any 
attempt at an answer must be based on obviously rough estimates and 
some crude assumptions (see Table 2). First, relying upon the relations 
recorded in Table 1, necessary gross injections are set at 1.11 (the re- 
ciprocal of .9) times the required aggregate personal income. 

Second, an estimate of future export proceeds is made (see line 3 of 
Table 2).° Extrapolated export proceeds fall short of necessary gross 
injections. One part of the difference will have to be net capital inflows. 
But the other part will be unleaked gross injections of previous years. 
(See the appendix for definitions and algebra). 

It is supposed that the Federation’s economy is a circulating mone- 
tary system, subject to leakages and injections. The leakages each year 
are imports—considered to be .75 of gross injections—and external 
debt service. The gross injections each year are exports, capital inflows 
from abroad, and unleaked gross investment that remains from the in- 
jections of previous years.” In other words, it is assumed that old gross 

8 Recent per capita annual incomes have been around £500 for Europeans (including 
Asiatics) and £12 for Africans, the large difference being partly explained by most of the 
latter being in the subsistence economy. Allowances should be made for increases in popu- 
lation during the next few years. Aggregate personal income must then be £271 million in 


1960, £288 million in 1961, and £299 million in 1962 if per capita incomes for both races are 
to be maintained. 

? During 1954 through 1958, exports (less undistributed profits of the copper companies) 
climbed slowly from £117 million to £135 million. A similar annual percentage rate of physi- 
cal increase, but with copper at a more normal price of £240 a long ton (as compared with 
£172 in 1958), would bring such adjusted exports to about £193 million by 1962. These 
increases may come primarily from a continued shift in production from blister to electro- 
lytic copper; increased acreages, yields and qualities of tobacco; and greater output of as- 
bestos and chrome. In Table 2 projected exports are adjusted by not more than £2 million 
in any one year so that required long-term capital inflows will be a constant magnitude. 


Together, excluding exports, they comprise gross investment (see Section II). 
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injections continue to circulate each year as induced injections until 
leaked away, which occurs very rapidly with high import propensities. 
The new injections each year are exports and capital inflows. Given the 
annual gross injections estimated as necessary to provide the required 
aggregate personal income, and given the other various injections and 
leakages, one can estimate the level of lending from abroad that is 
needed. 

This approach really ignores domestic injections and leakages that 
are independent of external injections and leakages. The domestically 
financed part of gross investment, in any one year, is held to be “in- 
duced” in the sense that unleaked net injections from the outside world 
continue to circulate. The Rhodesian economy is so dominated by its 
external transactions that it seems permissible to disregard any leakage 
from unspent domestic savings.“ And as a practical matter most small 
countries have more and better information regarding their external 
transactions—and publish a fairly detailed annual balance of payments 
—than they do regarding domestic saving and domestic autonomous 
investment. Hence the method of analysis used here may be valid and 
necessary for small countries deeply involved in the world economy. 

Table 2, calculated in this way, suggests that the minimum annual 
foreign lending is about £65 million (Table 2, line 2). This is about 
the same as in the past.** Despite the assumed growth in exports, at 
least the past rate of borrowing from abroad still appears necessary, 
partly because of growing population. Long-term capital inflows of this 
magnitude, as Table 2 also indicates, would prevent pressure on the 
short-term account. 

These minimum capital inflow requirements are not inconsiderable. 
After all, £65 million annually in net loans is the equivalent of an en- 
tire Kariba project every 15 months; and the fact that corporations, in- 
dividual investors, and international lending agencies have made loans 
at almost this rate in the past provides no assurance that they will con- 
tinue to do so. A halving of this lending rate, according to our assump- 
tions, would occasion a fall in personal income of about one-tenth in 
even the first year. So it would seem that international lending institu- 
tions have a responsibility not to encourage a temporary rate of world 
lending to a small economy if this lending rate is not likely to be sus- 


Or one can assume that they are offset by domestic investment that is “autonomous,” 
in the sense that it is independent of external injections and leakages. 

“Minimum” because only formerly contracted interest is excluded from exports, E’. 

! During 1954 through 1958, the annual net inflow of capital averaged about £56 million, 
of which £50 million might be termed autonomous (long-term) and £6 million induced 
(short-term). The balance of gross investment, about £71 million annually, was officially 
reported to have come from domestic sources. However this is here treated as unleaked 
injections of previous years (line 4, table 2). 
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TABLE 2—MINIMOM FOREIGN CAPITAL REQUIREMENTS, COMPATIBLE WITH EXPORT 
PROJECTIONS, TO MAINTAIN PER CAPITA PERSONAL INCOMES AT RECENT LEVELS 
TarovcH 19628 


(millions of pounds) 











1960 1961 1962 
Changes in the Circuit of Payments 
1. Necessary gross injections, 7, 305 319 332 
2. Required long-term capital inflows, C 65 65 65 
3. Exports, E' 167 181 193 
4, Unleaked previous gross injections, Jı 73 73 74 
5. Foreign interest payments, D’? 2 4 6 
6. Foreign debt repayment, D 1 2 3 
7. Imports, M 229 239 249 
8. Unleaked gross investment, J. 73 74 74 
Changes in International Balance of Payments 
9, Merchandise and services —62 —58 —56 
10, Interest paid abroad? — 2 —4 — ó 
11. Current account —64 —62 —62 
12. Long-term capital movement? +64 +63 +62 
13. Short-term capital movement + 0 — 1 +0 
Derivations: (See also footnote 19) 
(i) See Table footnote (9) Lines (3)—(7) 
(2) Approximate projection: such that lines (2)-++(3)+4)=(1) (10) Minus line (5) 
(3) Projection, adjusted (see fn. 9) (11) Lines (9)+ (10) 
(4) Line (8) of year before (12) Lines (2) ~—(6) 
(5) £2 millionXno. years (13) Minus lines (11)+-(12) 


(6) £1 millionXno. years 
(7) .75 of line (1) 
(8) Lines (1)-[(5) +(0)+(7)] 








® The population assumed for 1960 through 1962 in millions is respectively .365, .385 and 
.405 for Europeans and Asiatics and 7.690, 7.900 and &.078 for Africans. Per capita incomes are 
assumed to be £500 and £12 respectively for the entire European and African populations. 
Necessary gross injections are set at 1.11 times required aggregate personal income. 

> Excluding payments arising from past borrowings from abroad. 


tained. The political effects of sudden deflation may be particularly un- 
fortunate in the case of a multiracial country. 


IV. Native Participation in the Market Economy 

Economic development in a dualistic economy is associated with a 
slow penetration by the Westerners’ market economy into the subsist- 
ence economy of the indigenous population. Indeed, in the Federation, 
one measure of economic development is the extent to which the na- 
tives become part of the money and market economy of the Western 
immigrants and settlers. And another measure is the extent to which 
the participating natives benefit thereby. In both respects the Rho- 
desian record over the decades has been remarkable.** 


“ Especially when one realizes how recent is “civilization” and that, over much of what is ¢ 
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Traditionally, the African man places a high value on irregular work 
involving danger and excitement. In peacetime the men have concen- 
trated on hunting game and grazing cattle. Hence the cultivation and 
grinding of mealies, the fetching of water and wood, in addition of 
course to cooking, mending, and child-rearing, are the chores of the 
“weaker sex.” Women, as the main providers, still have considerable 
value, whether as wives to be bought or as daughters to be sold. Al- 
most until the first world war, although the white settlers obtained 
some native labor, the local population had little need or use for the 
Europeans.’ 

An important factor in overcoming the barriers between the two 
cultures and economies has been the natives’ strong desire for Euro- 
pean goods, partly for their use value, but also as prestige items. The 
men now want “city” clothes and shoes, hunting knives, flashlights and 
bicycles. The women want yardage goods, simple cooking utensils and 
gewgaws. Sugar and soap, matches and cigarettes, and inevitably “soft” 
drinks, are frequently bought. In the native reserves, and for agricul- 
tural workers on European cultivated land, these are among the more 
important purchases by the African from the money economy.” 

To purchase these limited items and pay taxes an African must ac- 
quire money. If on a native reserve, he will occasionally sell a cow or 
bag of maize “outside.” However, to an increasing extent, some of the 
men seek work in the towns, down the mines, and on the farms, leaving 
their wives in the reserves to tend cattle, grow mealies, and raise chil- 
dren. In the towns, unless he has some special skill, the native will earn 
some rations and about 30 shillings a week; on a European farm he will 
get less, but have a lodging or be given time to build a hut; but on the 
copper belt he will cost his employer 20 shillings a work day, which ex- 
plains the very low labor turnover there. 

A growing tendency is for some natives to settle, more or less perma- 
nently, in the African townships located near the European cities. In 
this case the family may move from the reserve, and some sort of mu- 
nicipal housing will usually be rented, if available. The family, without 
real income from farming, is now entirely dependent on the money 
economy. To some extent this trend is being accelerated by the increase 





now Southern Rhodesia, the Matabele tribesmen were hunting the Mashona people just 
over seventy years ago. 

* The old tribal practice of paying a bride price (lobola) was only part of the marriage 
negotiations; today the price may be paid in cash rather than cattle. 

** Early railroad construction in Rhodesia could never depend on local native labor. 

” The native hut can be built in a few days and contains no purchased materials. Beer, 
until recently the only alcoholic beverage permitted, is home-brewed. A native working for 
a European gets a ration of mealies, mezt, salt, and sometimes nuts and oil. 
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in the native population on the limited acreage originally set aside as 
native reserves. 

At the time of the last census, in 1956, the “economically active pop- 
ulation” in the European market economy was put at 110,000 Euro- 
peans, 3,000 Asiatics, and 1,037,000 Africans. In terms of the estimated 
populations by race, this placed 42 of every 100 Europeans and 14 out 
of every 100 Africans in the European market economy for purposes of 
earning income. Considering the high proportion of African children, 
and the rarity of native women working for a wage, this means that at 
least one out of three adult male Africans had left the subsistence 
economy. 

The most important industries as employers of African labor were, 
in descending order, agriculture and forestry, construction, manufactur- 
ing, mining and quarrying, commerce and finance, government admin- 
istrative services, and medical and educational services, these cate- 
gories accounting for 85 per cent of all African wage-earners. 

Additional estimates concerning African participation in the Euro- 
pean-market economy of the Federation are given in Table 3. From 
1954 to 1958 there has been an increase of 17 per cent in those eco- 
nomically active in the market economy; this compares with an esti- 
mated 13 per cent increase in native population. The average income 
of these participating Africans rose from £65 to £87. This increase, of 
one-third in four years, is in marked contrast to the almost static per 
capita return to the European population during the same period. It 
indicates the extent to which the Federation’s economy, despite restric- 
tions on job advancement in most of the European trade unions, is in- 
creasingly producing for the African.** 

Africans now earn, as wages or from small businesses, about £2 for 
every £3 earned by Europeans and others. As consumers, seldom paying 
income taxes, the African sector commands goods and services ap- 
proaching £100 million a year. This purchasing power is gaining Afri- 
cans practical equality as effectively as legislation can provide it. 


V. Conclusions 


Some economic lessons from Rhodesian experience may be applicable 
to other underdeveloped areas having sparse and primitive native popu- 
lations. First, a country that is dependent for economic development on 
a rapid increase of Western population must invest in all sorts of ex- 
pensive amenities that only indirectly earn exports. Second, a high rate 
of induced import leakage sharply increases the export rate of return 
that the economy as a whole must be able to earn on borrowing from 


* The estimated per capita annual income obtained by Africans from the European- 
market economy increased from £9.5 in 1954 to £13 in 1958. 
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TABLE 3—CoMPARATIVE POPULATION, PARTICIPATION AND EARNINGS IN THE EUROPEAN 
Marxet Economy, By Race, 1954-1958 

















1954 1955 1956 1957 1958 





1. Estimated Population (in 


thousands) 
a. European, Asian and colored 240 257 281 305 321 
b. African 6,630 6,810 6,980 7,140 7,460 


2. Estimated Economically Active 
Persons® (in thousands) 


a. European, Asian and colored 105 112 120 128 134 

b. African 960 998 1,037 1,079 1,120 
3. Wages and Salaries (in million 

pounds)? 

a. European, Asian and colored 91.5 104.0 118.1 125.0 130.4 

b. African 54.5 61.6 69.6 79.0 83.9 


4, Income from Unincoporated En- 
terprises (in million pounds) 
a. European, Asian and colored 25.7 
b. African 8.6 
5. Estimated Income per Economi- 
cally Active Person (in pounds) 
a. European, Asian and colored 1,112 1,151 1,218 1,198 1,179 
b. African 66 71 77 85 87 
6. Estimated Income per Capita from 
the European Economy (in pounds) 
a. European, Asian and colored 486 504 522 504 495 
b. African 9.5 10.4 11.5 12.8 13.0 











a Economically active persons are those participating in the European market economy 
rather than in the native subsistence economy. 

b Includes wages in kind, such as rations, but not unsold subsistence income now valued 
at about £70 millions. 

Source: Recomputed from data in the federal Economic Report, 1957, 1958 and 1959. 


abroad, if it is to attract more capital and immigrants. Third, a constant 
inflow of capital is of great importance to a relatively small economy. 
Fourth, in a multiracial society, largely dependent on native labor, the 
indigenous population must increasingly participate in the market 
economy and benefit from it. 


APPENDIX 


The following is a more formal statement of the model first described 
in Section II and further developed in Section ITT. 
The symbols used, all being annual values, are: 
E’, exports, adjusted as explained in footnote 7; 
D, extra debt service, including interest and principal repayment; 
Mp, producer goods imports; 
M., consumer goods imports; 
M, imports; 
K, gross investment; 
e I, gross injections; 
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Y,, aggregate personal income; 
L, leakages to the outside from the economy; 
J, vwnleaked previous gross injections; 
C, capital funds inflow. 
An asterisk indicates a stipulated or required value. 

In Section IT the relationship of necessary extra gross exports, that is the 
ratio of B’* to D; was stated to be 

1 


1—(a+8) 


where a is M,/I, (actually .36) and bis M./I, (actually .37). I,=E'+XK. 
M, is held to be .37 of I, because Y, is .9 of J, and M, is .41 of Y,. 

In Section ITI, there is a stipulated presonal income Y,*, held to be .9 
of the thereby necessary gross injection 7,*. There are certain leakages, L, 
and injections, Z,, in each time period. L=M+D and I ,=E'+K. But 
K=C+J. And J= gta Li, thus Ig:= £71+Ci+-Iy1_,—Li+. The value 
ascribed in this section to a+b is .75 and hence M=.75I,. It is assumed that 
any unspent domestic saving by some is offset by autonomous domestic 
investment by others. Given J,*, E’, D, and the import propensity, the 
task is to find the necessary capital inflow, C*. 


A MODEL OF PRICE FLEXIBILITY 


By Joserm V. Yancr* 


While the accepted theory of price determination is that of Marshall, 
in which price is mutually determined by supply and demand, the em- 
pirical observations of price behavior that were stimulated by Means’ 
work [7], particularly those of Ruggles [10] seem to show that in fact 
demand has very little effect on industrial prices. Most price changes 
can be accounted for by changes in direct costs for labor and materials. 
Here we expand on this notion and show that there is a delay between 
cost changes and the corresponding price changes. In particular, we 
show that a distributed delay describes the data rather well. One inter- 
esting feature of the model is that a natural measure of price flexibility 
emerges which meets important objections to Means’ measure. 

Furthermore, the model seems to answer some of the everyday ques- 
tions that arise concerning the pricing process. In 1957-58 prices were 
continuing to rise even though demand was dropping. This was thought 
to be rather paradoxical, and yet if there are delays in passing on in- 
creased costs, this sort of inflation could very well be the result of cost 
increases in the business system that take time to work themselves out. 

Another practical area to which the model has relevance is the ac- 
countant’s concern with the effect of various types of inventory evalua- 
tion methods on profits, taxes, and so on. For the most part, in account- 
ing texts, prices are assumed to go up at the same time that costs go up, 
or at the time they are reflected in cost of goods sold, but the present 
model furnishes a more realistic assumption. 

In measuring delays of this type, Chenery and others (cited below) 
have developed statistical tools. An extension of these methods de- 
veloped here is to show the consistency of results using time intervals 
of different length, something that is of interest particularly in using 
statistical results for simulaticn or whenever there is a need to change 

* The author is a consultant in industrial economics in Boston, Massachusetts; this paper 
was done while he was assistant professor in the School of Industrial Management, Massa- 
chusetts Institute of Technology. He wishes to thank Fred Westfield of Northwestern Uni- 
versity and Sidney Alexander for helpful discussions, James Molsberry for his skill in pro- 
gramming and carrying out the computations, and Kakuichiro Fujiyama and Martin Gerson, 
who made a first attempt to measure pricing delays in a term project. Computation was 
carried out on the IBM 704 at the M.I.T. Computation Center, The research was supported 


in part by a Ford Foundation grant for the industrial dynamics research directed by J. W. 
e Forrester and in part by general funds of the School of Industrial Management. 
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from a time interval of one length to another. A second extension is to 
measure the difference in the delay of the price response to an upward, 
as opposed to a downward, cost change. 


I. The Modei 


We assume that in equilibrium the price of a commodity will be a 
linear function of the price of raw materials and the wage rate. Further- 
more, taking this same linear function of the current cost elements, we 
can define a hypothetical entity for the present time, the “normal price” 
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of the commodity. This is the price to which the actual price would tend 
if the costs remained at their current levels. Thus we define: 


(1) Pi = bo + biPRi + IW: 


P;—current normal or equilibrium price for finished goods, 
PR,—current price of raw materials, 
W ,—current wage rate. 


In addition, we postulate a mechanism for the way in which an in- 
dustry changes its price to approach the normal price. The dynamic 
mechanism proposed here is that the price change this period will make 
up part of the difference between last period’s price and the current 
normal price, i.e., 


(2) P= Perit a(P; — Pi) 


P—actual price this period. 
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This mechanism represents a distributed delay? in the sense that if 
normal price moves from one level to a higher level, the actual price will 
gradually approach it. An illustration of the response for shoe manu- 
facturing to a hypothetical increase in normal price is shown in Figure 
1. The periods are months, and the value of a = .2 was obtained in a 
manner to be described below. X 

The most awkward question that economists raise about the model 
is its interpretation in terms of classical theory. The present model ob- 
viously makes a host of assumptions relative to classical theory, but 
the most critical point would seem to be what is assumed to happen at 
capacity. The model assumes that the margin between price and costs 
will not change significantly even then, whereas in classical theory price 
is the equilibrating mechanism and would rise at capacity. In real life 
I believe that orders are likely to back up and the increased delivery 
delay serves as an additional, and perhaps more important, equilibrat- 
ing mechanism than price. In commodity markets we wouldn’t expect 
this to be true; there the margins would be likely to increase as demand 
increased, but not in manufacturing.” 

Not only would the pricing behavior implied by the model restrict its 
applicability to manufacturing as opposed to commodity markets, but 
the continuity of price changes implied by the model would seem off- 
hand to make it inapplicable to industries like steel and aluminum 
where prices change rather discretely. 

Perhaps the most useful practical implication of the model, in view 
of the current interest in price behavior, is the measure of price flexi- 
bility that emerges. There is only one constant, a. It is obvious that the 
larger the a, the faster will the model approach the normal price, and 
therefore a large a implies more flexible prices. 

A more specific connection can be shown between the magnitude of a © 
and a measure of price flexibility, however. In terms of the current 
model, a natural measure of price flexibility is the average delay be- 
tween a cost change and the price changes that it causes. If we con- 
sider a single cost change, part of the resulting price change will occur 
the first month, a smaller part the next month, and so on. We can cal- 
culate the average number of months that the various proportions of 
the complete price change are delayed. In the Appendix we show that 
this average delay is: 

1 The mechanism described is the simplest type of distributed delay, an exponential or 
first-order delay, and has been used to describe a number of economic phenomena: the re- 
sponse of investment to demand (Cherry [2]); the response of dividends to profits (Lint- 
ner [5]); and the response of agricultural supply to prices (Nerlove [9]). 

?In the only study that I know of along these lines, Goris and Koyck [4] examined steel 


prices to see if margins between costs and price varied with demand, but the study did not 
reveal any conclusive evidence that they did. 
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= 1 
D = = — 1) periods. 
a 


For example, with an a of .2, the average delay in the resulting price 
changes is four months. 

In addition, it is a property of this model that even when the cost 
series to which the model is responding is an actual series, we can pin- 
point the effect of a given cost rise and show that the effect occurs with 
the same average delay.* Thus this measure of price flexibility is in- 
dependent of cost fluctuations, something that is not true of Means’ 
tallies of price changes per unit of time, a shortcoming to which one can 
logically object.‘ 

A second advantage of this measure of price flexibility is that we can 
meaningfully deal with price indices and average wage rates. The 
Means-B.L.S. approach is restricted to studying individual commodi- 
ties, since their measures are not sensitive enough to deal with price 
indices. And yet what is needed, it would seem, are broad measures for 
an industry, rather than specific measures for “2 Shoes, childrens, 
Goodyear, elk or kip upper,” “1 Escalator,” etc., as in [12]. 


Il. Application of the Model 


The model has been applied to the U.S. tanning and shoe manufac- 
turing industries. The model seems to explain the price changes rather 
well, and the results indicate that tanners adjust their prices in response 
to costs more rapidly than shoe manufacturers do. The average delay in 
tanning is one month and in shoe manufacturing about four months. 

Not only are the lengths of the delays plausible from what is known 
about pricing in these industries, but the distributed nature of the de- 
lays is plausible. Prices do seem to take some time to make a full ad- 
justment, and even though particular manufacturers make discrete 
price jumps, the aggregate effect is of a more or less continuous re- 
sponse. This is what the model attempts to describe; not the fact that 
price changes occur after one month or after four months, but that 
in the aggregrate there is a continuous adjustment which averages one 
or four months. 

The way an individual firm’s behavior enters into these aggregate 
responses is suggested by some other observations. Richard Maffei of 
M.LT., in connection with consulting work for a tanner, has observed 
that when hide prices go up, management gets ready for continued high 


3 This is shown in the Appendix. 

‘It is interesting to note, however, that in spite of the difference between the measures, 
the conclusions are the same with respect to the greater price flexibility of industries closer 
to commodity markets (e.g., tanning vs. shoe manufacturing). 
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prices over the next few weeks, and if they continue high, will raise 
leather prices. How long they wait will determine their price flexibility. 
A report similar in feeling was published in the New York Times [1]: 


Prices of hides have about doubled in the last four months, and the con- 
sumer, as a result, can expect higher retail prices for shoes next fall. Sev- 
eral footwear manufacturers have announced price increases of about 8% 
on fall lines. Some have not raised prices yet, but have indicated that an 
increase will come unless prices recede. 


Another effect of the pricing delays is shown in Figures 2 and 3. A 
mechanism like this gives a price series that not only is a delayed, but 
is a smoothed and damped version of the cost series. Furthermore, with 
a smaller a the price series will be more smoothed and delayed. This is 
seen by comparing tanning with an a = .48 and shoe manufacturing 
with an a of .19. The solid lines in Figures 2 and 3 are the normal 
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prices, i.e., the linear combination of costs to which the actual price will 
tend. It will be seen that for tanning the actual price, the dashed line, 
though somewhat damped and smoothed, follows its normal price much 
more than shoe manufacturing follows its. Note that we are illustrating 
not the goodness of fit of the model—we are not plotting the actual 
price against model-generated price—but the effect of the various 
delays. 

Figure 4 illustrates how the separate cost components look. The 
series for wage rates and raw material prices have been scaled accord- 
ing to weights that come out of the regression analysis to be described.’ 


Ill. Method of Estimation 
We shall now describe the statistical procedures used to obtain esti- 
mates of the response coefficient a, in (2), and the constants of the 
normal price equation, (1): 


5 All series are from January 1947 through December 1956. All regressions are done on 
these observations, so that if, for example, a regression uses independent variables lagged 
one period, there are 119 observations. The price indices are all from the B.L.S. as they 
appeared in [8]. They include the Index of Hide and Skin Prices, Index of Leather Prices, 
and Wholesale Index of Shoe Prices. For all three series, 1947-49 = 100. The wage rates 
are average hourly earnings of production or non-supervisory workers for Footwear (ex- 
cept rubber) and Leather: Tanned, Curried, and Finished, expressed in dollars, and taken 


from [11]. 
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(1) Pi = bat b:PR; + bW, 
(2) Pi = Pei tal Pi — Pai) 


The variable P:* is a hypothetical variable, the normal price, and 
therefore cannot be measured directly. We could obtain estimation 
equations without this variable by substituting equation (1) into (2), 
getting an equation for P: in terms of Pts, PR: and W+. Although this 
would lead to the desired estimates, it is not a satisfactory method be- 
cause, in time series like P:, there is apt to be a high correlation be- 
tween successive values of prices; we would overstate the explanatory 
value of the model. Instead, equation (2) can be written in terms of the 
change in price, at the same time substituting for P:* its value from 
(1): 

(3) AP, 


il 


al (bo + bPRi + bW) == Pial 
abo + ab,PR, + abaW <= aP 


ii 


The term AP; is not necessarily correlated with P:- so that (3) is a 
firmer starting point. From equation (3) it is rather obivious how the 
desired estimates can be made: the coefficient of P:+ gives us an esti- 
mate of a; we then divided this into the estimated constant and the 
other estimated coefficients to obtain estimates of bo, bı and b2. In ad- 
dition, from the estimate of a we can calculate the estimate of the aver- 
age delay. 

In discussing the empirical estimates, it should be noted that the 
measures of goodness of fit which are used are the squares of the mul- 
tiple correlation coefficient, and secondly that they refer to an explana- 
tion of the change in price rather than to the absolute level of price. 
Since the results are stated in this ultra-conservative way, an R? of .50 
to .75 is quite satisfactory. 


A. Basic Estimates 


We shall show how this procedure was followed with the tanning and 
shoe manufacturing data, first giving the original regressions and then 
the estimates of interest to be inferred from these. It is worth going 
through the manipulations once in detail to facilitate the reading of the 
next section, where the results using different time intervals are com- 
pared. 

In the notation, 

PH:—Price index for hides, i.e., raw material to the tanner. 

PL:—Price index for leather; finished goods price of the tanner in 

the tanners’ price response; raw materials price of manufactur- 
ing in its price response. 
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PS:—Price index for shoes; finished goods price for shoe manufac- 
turer. 
WT:—Average hourly earnings in tanning. 
WM +—Average hourly earnings in manufacturing. 
The orignal regressions are: 


(4a) APL, = — 7.01 + 340PH,+ 16.5WT; — .483PLi1 R? = .48 


n= 119 
(4b) APS; = — 1.76 + 081PL,.+ 11.7WM, — 186PSi1 R? = .41 
n= 119 


The response parameters are the coefficients of the lagged price; for 
tanning, 


a= 483, 
and for shoe manufacturing, 


a = .186. 


Therefore the average delays are, respectively, 


oe 1 
T= (= - 1) = 1.07 months 
483 


DM = (ss _ 1) = 4.38 months 


These are the results referred to above, an average delay of about one 
month in tanning and four months in manfacturing. 

The three terms to the right of the equality sign in (4a) and (4b) 
represent the normal price equation multiplied by the response parame- 
ter. So the normal prices are: 


1 
(5a) PL; = A [—7.01 + .340 PH; + 16.577] 


— 14.5 + .70PH,+ 34.2W T: 


(5b) PS 


1 
a [—1.76 + .081PL, + 11.71W M] 


— 9.46 + .436PL; + 62.9WM, 


To get some appreciation of the magnitudes, note that the wage rates are 
in terms of dollars and are in the region of one to two dollars. The price 
indices are in the region of 100. A graphical example of the results is 
presented below. 


YANCE: PRICE FLEXIBILITY NS 409 


erp 


PS 
£ 


B. Estimates with Various Time Intervals 


Among the more interesting aspects of the present work, at least from 
the standpoint of technique, are the results obtained using different 
time intervals. Which time interval to use has long been a matter of 
concern to model builders, one of the early discussions being Lundberg’s 
treatment of “the question of the ‘right’ period” [6, p. 47]; but it seems 
now to be regarded as less a philosophical and more an operational 
question. In simulating models of the present type, J. W. Forrester, in 
his work at M.I.T., has obtained satisfactory results with time periods 
of different length, making an approximation that amounts to the same 
thing as saying that interest compounded semiannually at 2 per cent 
for half a year is approximately the same as interest compounded an- 
nually at 4 per cent a year. 

Something similar was done in connection with the present estima- 
tion. In the econometric work on exponential delays, this question has 
never seemed to come up; but it did so in the present case and because 
the initial R”s were not as good as might be expected it seemed 
that the trouble might be that the delay, particularly for shoe manu- 
facturing, was rather long, relative to the monthly intervals of the data. 
When longer data intervals were tried not only did the model give a 
better fit, but the results using different periods were amazingly con- 
sistent.® 

The procedure used was to average the data over two- or three-month 
periods. These are not moving averages; the periods are nonoverlap- 
ping. One period is January-February, the next March-April, and so on. 
The time subscripts in the model than refer to these data intervals. For 
one-month intervals AP: refers to the change in price from January to 
February; for two-month intervals it refers to the change from January- 
February to March-April, and so on for the other variables. For tanning 
we used an interval of two months, in addition to the initial study based 
on a monthly interval; and for shoe manufacturing results were obtained 
for two-month and for three-month intervals. 

The consistency between the results using different time intervals was 
tested by going back to the implications of the formal model and seeing 
first whether the implied average delays were invariant. When the data 
intervals vary, the response parameters should vary. If, for example, an 
industry made a 14 of the adjustment toward the normal price in one 
month, it should make a greater proportion of the adjustment when 
time is measured in units of two or three months. In Tables 1b and 
2b, this is seen to be the case. But do the average delays, calculated in 

° The suggestion came from Sidney Alexander, who had done work which showed that 


the change in wheat prices from week to week appears to be nonautocorrelated, but changes 
e over longer periods do show persistence in trends. 
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the way specified above, remain invariant? By and large they do, par- 
ticularly for shoe manufacturing; for tanning, the estimates are 1.07 
and .86 months, and for manufacturing 4.38, 4.13, and 3.78 months. 

A more striking illustration of the usefulness of the formal model 
in demonstrating consistency shows up when the coefficients of the 
other variables are compared. In the original regressions, the coeffi- 
cients change quite a bit with different data intervals. For example, 
the successive coefficients for WM: are 11.7, 21.1, and 28.4 (Table 2a) 
for one-, two-, and three-month intervals. However, they should change 
because by hypothesis these coefficients represent the product of a con- 
stant from the normal price equation and the response parameter. The 
important question is, do the normal price equations remain invariant; 
and we find that they do. These are shown in Table 1c and 2c. We find, 
for example, that the estimates of the coefficients of WM: in the normal 
price equations are 62.9, 63.5, and 64. 


TABLE 1—SUMMARY OF RESULTS FoR TANNING 





a. Original Regressions 





Data 
Interval 
1 mo. APL; = — 7.01 + .340PH; + 165WT, — 483P Lin R? = 48 
(3.42) (.034) (2.19) (.048) n = 119 
2 mo. APL, = — 12.94 + .503PH; + 25.2WT, — .701PL, R= 77 
(5.33) (.039) (2.93) (.054) n= 59 
b. Estimates of Average Delay 
Data Interval Parameter a Average Delay, in Months 
1 
1 mo. 483 "483 oy 1) = 1.07 
1 
é ——--1)2=, 
2 mo. 701 (o 1) 86 





c. Estimates of Normal Price 


1mo. PL = = [— 7.01 + .340PH, + 16.5W T] = — 14.5 + 0PH e+ 34.2WT, 


: [+ 12.94 + 503PH; + 25.2WT:] = — 18.5 + .72PH,; + 36.0WT; 


2mo, PL = FOl 











Not only are the results consistent, but with longer time intervals 
the R”s improve considerably, going from .4 or .5 for the one-month 
intervals to .7 or .8 for the longer intervals. There appears to be a bias 
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TABLE 2—SUMMARY OF RESULTS FOR SHOE MANUFACTURING 











a. Original Regressions 








Data 
Interval 
1 mo. APS; = — 1.76 + .081PL, + 11.7WM, — .186PSi4 R? = ,41 
(1.17) (.0093) (1.62) (.027) n = 119 
2 mo. APS, = — 3.50 + 147P Li + 21.1WM;, — 332PSi4 R? = .61 
(2.36) (.016) (2.86) (043) n= $9 
3 mo. APS, = — 5.17 + .198P L: + 28.4W M: — 443PSi1 Re = .75 
(3.52) (921) (3.75) (056) n= 39 
b. Estimates of Average Delay 
Data EE Average Delay, 
Interval emia in Months 
i 
1 mo. : ——-1) =4.38 
i cis Grr ) $ 
1 
2 mo. 332 (sm 2 1)2 = 4.03 
1 
3 mo. 443 (sy -1)3 =3.78 
mo 44 "443 
c. Estimates of Normal Price 
Data 
Interval 1 
1mo. PS* = —— [— 1.76 + .081PL: + 11.7WM.] = — 9.46 + 436P Li + 629WM: 


- 186 


1 
2mo PS = Saal [— 3.50 + .147PL; + 211WMi] = — 10.5 + 443PL, + 63.5W Mi 


1 
3mo. PS* = -o [- 547 + 198PL + 284WMi] = — 11.7 + 4IPL + WM, 


in the results, in that as we extend the length of the interval, we un- 
derestimate the average delay so that the time intervals can not be in- 
creased indefinitely; but the general improvement in fit is so marked that 
one wonders what property of the data could account for it. 


C. Autocorrelation of Residuals 


The residuals turn out to be autocorrelated in general—except for 
the shoe manufacturing run using a three-month data interval. The 
autocorrelation may represent, in part, the effect of demand on profit 
margins; with strong demand, firms can get a higher markup over 
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direct costs or pass on cost increases faster. These demand effects are 
likely to persist from one month to the next, as shown in the simulation 
covering the Korean period presented below. 

The Durbin-Watson measures of autocorrelation are shown in Table 
3. If the measure is below the dz — dv band of uncertainty there is cer- 
tain autocorrelation (at the 95 per cent level); above the band there 
is no autocorrelation (at the 95 per cent level). 


TABLE 3—AUTOCORRELATION MEASURES: SHOE MANUFACTURING AND TANNING 
(Number of independent variables =% =3) 











Autocorrelation Number of [Uncertainty Range (5 Per Cent Level) 


Measure (d) | Observations (7) dL du 
Shoe Manufacturing: 
1 mo. 1.19 119 1.61 1.74 
2 mo. 1.26 59 1.48 1.69 
3 mo. 1.83 39 1.33 1.66 
Tanning: 
1 mo. 1.07 119 1.61 1.74 
2 mo. .99 59 1.48 1.69 


D. Illustration of Model-Generated Prices 


An example of the results generated by the model is given in Figure 
5. The solid line is the target that actual prices are assumed to be fol- 
lowing, the normal shoe price. The dashed line shows the price that we 
would get with a distributed delay as given by the model—the way this 
was calculated will be described presently. The model-generated prices 
are seen to be fairly close to the actual prices, except when the price of 
leather and wages began to rise rapidly after the Korean outbreak; the 
price of shoes rose father then than the model would have predicted. 
This is probably the result of the sellers’ market which then existed; 
it illustrates how the model may furnish a starting point for measuring 
the effect of demand on manufacturers’ margins. Then, as leather prices 
fell and rose again in 1952, we see that the delay mechanism accounts 
very well for the fact that there was a negligible swing in shoe prices. 

The data used for the graph are two-month averages. The method 
used for calculating the model-generated prices was a simulation, rather 
than an attempt to reproduce the data that went into the regression. 
The difference hinges on whether, in getting our model-generated prices 
of shoes, we use the actual lagged price (of shoes), as is common in 
most such graphs, or the lagged model-generated price, as used here. 
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The main stimulus to the model is the normal shoe price, calculated as 
a linear function of the price of leather and the wages of shoeworkers. 
To obtain a model-generated shoe price for the first period, January- 
February, 1950, we use in equation (2) the normal price for this period 
and the actual shoe price for November-December 1949. For the next 
model-generated price, we use the normal price for March-April and the 
model-generated shoe price for January-February. In terms of electri- 
cal mechanisms, the normal price is the independent input to the system 
and the actual November-December 1949 shoe price is the initial con- 
dition for shoe prices. This simulation method of generating shoe prices 
seems to show the behavior of the model more clearly than the standard 
method of presentation, particularly when the interest is in reproducing 
actual behavior rather than in prediction. 


E. Test for Phase Differences 


One of the interesting possibilities with behavior of this type is that 
there may be different responses up or down. Myron Gordon has con- 
jectured that, broadly speaking, in a competitive effort to keep the good 
will of customers, firms would tend to pass on raw material cost in- 
creases slowly and decreases in costs rapidly. Similar phase differences 
have been proposed for investment or dividend behavior [5], and, in 
fact, Lintner argues that his dividend model shows a propensity to be 
more sluggish on the downswing. His model does not have the effect 
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claimed, however;” so there may be some point in discussing the method 
used here for testing phase differences, even though the conclusion is 
that differences are negligible. 

The basic model for this situation is one in which there are two 
response parameters: &ı, which holds if the difference between normal 
and lagged price is positive; and az, which holds if it is negative, which 
may formally be described as in Table 4. To make estimates of a: and 
@2, we first used the estimates of the normal price equation presented 
earlier to calculate the time series (PL:* —PL:+). We treat this differ- 
ence as making up two time series, one of positive differences and one 


TABLE 4—Two-Puase PRICE RESPONSE ESTIMATES, BOTH INDUSTRIES 
In both cases: 6=1 if (P — P) 20; 6=0 if (P#— Pm) <0, 











Tanning: 
1 mo. APLi=.54(8) (P L* —P Li) H41 S (PL — PLi) R*= 49 
(.07) (.06) 
Shoe Manufacturing: 
2 mo. APS = .295(8) (PS — PS1) +.356(1-8 (PS*— PS) R?=.60 
(.036) (.083) 


of negative differences; for a given month we have an observation of 
one or the other but not both. Making such a regression is almost like 
making two separate regressions, except that the multiple regression 
coefficient R? includes the combined explanatory value of both ele- 
ments. By assumption there is no constant intercept term in the model, 
and estimates of a: and a are made on that assumption. 

The results, shown in Table 4, are that the phase differences are not 
significant, although shoe manufacturers might find some consolation 
in them. Tanners are slightly faster in raising prices than lowering 


T Translating his argument to the present context, he proposes the model: 


AP, =e+ a(P; — Pus) 


where the c could supposedly have the effect of an upward bias on price changes. The model 
would not act that way however, the trouble being that P* is inconsistently defined; it is 
not really an equilibrium price. We can see this by asking at what price would there be no 
price change. We see it would be when P is higher than the so-called equilibrium price; i.e., 
when 


c 
P= P4. 
a 
If we redefine a truly equilibrium price, 
P= Pi+—, 
a 
the price behavior is seen to be completely symmetrical around it, 


AP; = aP” sa Psi). 


YANCE: PRICE FLEXIBILITY 415 


them, and conversely for shoe manufacturers. The response parameters 
are close to those estimated previously, and the R”s are about the same. 


IV. Summary 


We have explored the suggestion that many or most of the price 
changes that occur are due to changes in the direct labor and material 
costs. We have assumed that there is a delay between a change in costs 
and a change in prices, that this delay is not a fixed interval, but is 
distributed over time, and we have proposed a model in which this 
distribution over time is assumed to be of a specific form. The model is 
consistent with the view of many economists that it is primarily in- 
creases in costs that push up prices. Under such a view, we would ex- 
pect, for example, that if steel wages go up, steel prices will go up. 

But the model does more than restate the cost-push view because in its 
detailed mechanism, the delay in raising prices can account for another 
aspect of recent inflation trends, that prices have continued to rise even 
though demand has slackened and wages have stopped rising. If a 
sequence of industries has delayed price responses, it will take some 
time for an initial price rise to work its way through the system. It is 
a property of distributed delays of this type that if two or more are put 
in a sequence, the average delay of the final price in the chain in its re- 
sponse to the initial cost increase is the sum of the average delays of 
the individual industries. Thus with a pricing delay of one month in 
tanning and four months in shoe manufacturing, the retailer will face 
increases in prices with an average delay of five months. This, interest- 
ingly enough, is the order of magnitude given in the New York Times 
story. 

APPENDIX 
I. Derivation of Average Delay 

Here we show the calculation for the average delay assuming a step in- 
crease in costs (normal price). The average delay is derived in terms of the 
delay between a change in costs and the resulting change in prices. The origi- 
nal model can easily be expressed in terms of changes in prices and costs; the 
original equation is: 


* 
Pi = Pert oP: — Pimi). 
Taking a difference, we get: 


AP, = APi1+ a(AP; — AP) = (1 — GAP H GAP. 


We can now calculate the price response. With a step increase in P;* in 
period 0, 


AP; = P; AP GE fo t=0 
=0 for ¿>0. 
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By the equation above, the price change is: 
AP 0 = aP, 
AP; = a(1 = a)P, 
and so on, as shown in Table 5, column 3. 
The delay between the initial cost rise and each segment of the price rise 
is shown in column 4. To calculate the average delay, we multiply, for each 


period, the price rise times the delay, sum the products over the period, and 


divide by the sum of the price rises (the sum of column 3): 
D= OaP + a(l ~ a) P+ 2a(1 — a)*P4+:-- 
aP + a(i —a)P+a(1—a)*P+:-:- 


TABLE 5—RESPONSE TO A STEP INCREASE IN Costs 





(1) (2) (3) (4) 
Period Pe AP} AP; Delay between 
(normal price) AP,* and AP; 
—1 Q o 0. 
0 P P aP 0 
1 £ 0 a(1—-a)P 1 
2 P 0 all — a} P 2 
t P 0 a(i — a} P i 
Sum P P 


To evaluate this, we first show that the denominator adds up to P; it is the 
property of the model that if the normal price increases, the actual price will 
eventually reach the normal price. The denominator 


aP 


ar ek EE a 


= P 


Hence the expression for D reduces to: 

D= a1 -d+ -t3 aeee 
Letting z = (1 — a), we see that the term inside the bracket is the derivative 
of a geometric series, 1/(1 — 7). L.e., 


J : |-204 tps Jatt 2432+ 
Hap a T a 


and r ; i 
pines lgrenrs 
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Finally, therefore, 


= 1 1—a 1 
Peace 


which was to be proven, 

It might be mentioned that we get this average delay because we assume 
that a cost increase has an effect on prices during the first period of the cost 
increase. If we had stated the model in such a way that the first effect on 
prices occurred the period after the cost increase, the whole price response 
would be shifted down one period and the average delay would be 1/a, that 
is, with the model 


P= Perit a(Prs am Pii). 


Another point is that in some cases we use data intervals of two or three 
months. The same mathematical argument holds as above, except that for the 
case of two-month intervals, the first response comes with a delay of zero, the 
second with a delay of one period, or two months, etc. Hence, to convert the 
above expression in terms of intervals into terms of months, we multiply by the 
number of months per interval. Let 

At = length of data interval, in months per interval. Then: 


1 
D= (= - i)a months 


a 
II. Superposition 


In the text it was pointed out that the derivation of the average delay us- 
ing the case of a step increase in the normal price was not in any way a limita- 
tion on the result. This can be shown by expanding the equation above: 


AP) = AP: + o(AP; — APs) 


to get, for the general case, the change in price in terms of previous cost 
changes: 


AP, = AP; + all — AP Hea) AP t 


Any change in cost will have the same effect in this equation as it had in 
the special case of the step increase in costs. In the first period a change in 
costs of P will add the term aP to the change in prices; in the next period 
it will add a term a(1 — a)P to the change in prices, and so on. So even 
though all the past history of cost changes is relevant to the price changes in a 
given month, we can, in the model, isolate the effect of a given cost change 
on later price changes, and the average delay in the effect of these components 
will be the same as that which we have calculated above. 
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THE ALLOCATION OF JOINT COSTS WITH DEMANDS 
AS PROBABILITY DISTRIBUTIONS 


By A. A. WALTERS* 


The development of the theory of the single-product firm has been 
very rapid over the past thirty years. But the elaboration of this theory 
to include multiple-product firms has made little progress since the 
famous Pigou-Taussig controversy in 1912-1913 [3]. Since most of the 
firms dealt with by the applied economist produce a number of com- 
modities or services, he has much difficulty in applying the theory to the 
data (see, for example [1, p. 339]). One particularly acute difficulty arises 
from the allocation of joint costs. Theory suggests that we calculate the 
marginal cost of each product separately by holding the quantity of 
others constant while we increase the production of one product by a 
single unit. To find the most profitable mix of products we need to 
equate marginal cost and marginal revenue for each product.' There is 
no “allocation of joint costs” involved directly in this procedure; it has 
all been taken into account in calculating marginal cost. 

To estimate costs we need to know how total costs change as outputs 
change. Now it is extremely rare that the cost investigator finds enough 
observations of outputs and total cost to enable him to estimate the 
relationship between total cost and the various levels of output. Indeed 
the number of parameters to be estimated for a two-product firm is 
usually at least twice as many as that for a single-product firm. To get 
good estimates of the parameters there must be a large number of firms 
each producing a different proportion of products. But in fact it is un- 
likely that there will be much variation in the output mix of a cross- 
section of firms. If each firm has similar technology, the same prices of 
output, labor and raw materials, there will be little difference in the 
product proportions. l 

These difficulties have led practical economists to try to estimate 
marginal cost more directly. Instead of trying to trace variations in total 
cost, they have attempted to determine directly the increase in costs 
that would occur if output of one commodity were expanded by one 
unit and production of other commodities remained constant. The ac- 
counts of a particular firm or of a number of firms are analyzed to find 

* The author, lecturer in econometrics and social statistics at the University of Birmingham. 


England, is grateful for the suggestions of H. Moehring, R. W. Clower, M. Burstein, R. H. 
Strotz and R. Eisner of Northwestern University, who commented on an earlier draft. 


1 Some of the difficulties in this procedure are discussed by P. J. D. Wiles [6, p. 98 et seq.]. 
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what items of expenditure would be increased if output of one com- 
modity was increased.? One may find in the accounts, or construct from 
technological relationships, those subcategories of costs which are con- 
nected with the commodity (or service) in question. These costs cause 
little diffculty. There are, however, always other items of cost which 
are joint and connected with the output of more than one product. 
Thus the costs of a round trip of a truck are joint costs incurred to pro- 
vide both outgoing and incoming freight services. The degree of joint- 
ness of the costs varies from the case in which there are rigidly fixed 
proportions (which more or less corresponds to the trucking case) to 
that in which the proportions of the product are highly variable (as in 
oil refining). 

Now the allocation of joint costs between the various products is 
obviously the main problem in this sort of analysis. Cost accountants 
customarily divide up joint costs according to which outputs “caused” 
the joint costs. If there are rigid proportions, the economist proclaims 
that this allocation is irrational. Many examples of this appear in the 
transportation industries. The truck completes a round trip from A to 
B and back again to A. Ignoring the cosż of loading and unloading the 
vehicle, this approximates to a case of rigid proportions (x tons capacity 
out and x tons back); and it is urged that the costs of the round trip 
cannot be allocated, and indeed need not be allocated, to find profit- 
maximizing outputs. Marginal cost varies erratically; it is either the 
cost of the round trip or zero. The economist is correct when the quan- 
tity demanded can be controlled with ceriainty. Allocations of joint costs 
are irrational. But where the quantity demanded cannot be controlled 
with certainty, when it is subject to chance fluctuations, we must define 
a new operational concept—marginal expected costs. This value takes 
into account these chance variations. 

We shall argue that, even in the case of rigid proportions, marginal 
expected costs do not vary erratically as output varies, and that we get 
smooth marginal expected cost series. The conditions under which this 
is true are: (1) where demands are in the form of a joint probability 
distribution for a given price; (2) the product is impossibly expensive to 
store; (3) the price is fixed at the beginning of the marketing period 
and is held throughout the whole pericd; (4) all demand is satisfied; 
and (5) excess output can be disposed of without cost. Under these 
conditions, it is rational to “allocate” joint costs for the purpose of 
profit maximization. Hence the allocations of accountants and traffic 

2 This is the method of “costing” used by the Interstate Commerce Commission. For a more 
recent and more sophisticated version of the method, see [2]. 
3 These assumptions were used in Walters [4] [5]. 
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costing officers may often have a rational economic basis. Indeed it is 
shown that the figures presented by cost accountants will usually be 
better than those of the economist. 


I. Expected Demand and Expected Cost 


Before we attempt to deal with the multiproduct firm, it will be useful 
to set out the theory of the single-product firm when demand is subject 
to random variations. We can then elaborate the method easily to in- 
clude the multiproduct firm. The single-product firm considered here 
fixes its price at the beginning of the marketing period and finds it im- 
possibly expensive or very detrimental to goodwill to change price dur- 
ing that period. These conditions correspond to those of the transport 
industries. Stories of “Dutch auctions” and “horse bargaining” are 
occasionally told, but they seem to be exceptional. Given the price, 
the quantity demanded is not a certain figure, but varies from day to 
day. The businessman does not know the quantity which will be de- 
manded on any specific day; but we do assume that he knows the 
probability of any quantity being demanded. 

There is no single demand curve in this situation since, for any given 
price, the quantity demanded is a probability distribution. With a given 
price, the businessman can attach a probability or likelihood to the vari- 
ous quantities of output he may sell during the marketing period. How- 
ever, we can conceive of a simple stable relationship between the price 
and the expected quantity demanded. As price is reduced the expected 
demand is increased. To simplify, we shall suppose that the probability 
distribution of output does not change as price changes except that the 
mean of the distribution moves in the opposite direction to price. Thus 
if the output is denoted by X, the probability distribution for a given 
price p; is denoted by f(X| p,). We denote the expected quantity of out- 
put, the sum of outputs weighted by the probabilities, for a given price 
by X(p). Thus: E{ Xf(X|p)}=X(p). We have in fact assumed that 
f{X—X(p,))| P:} =f{ X—X(p,)| P;} for any i and j. This means that, 
in particular, the dispersion remains constant as mean output increases. 
For the transport industries this is certainly unrealistic for large incre- 
ments of traffic. But this assumption does simplify the analysis and so 
it will be retained throughout most of this paper. 

The assumption that the output of the firm is impossibly expensive to 
store is not really crucial for the following results. It is retained in order 
to avoid going into problems of inventory costs, etc. On the other hand, 
the assumption that all demand must be satisfied at the going price is 
rather more important. The firm must somehow produce during the 
market clearing period the quantity demanded—however costly such 
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production may be. There are many possible variations of this assump- 
tion; for example, if the firm were unable to produce the full amount, 
the firm may buy goods or services from other firms to sell to its own 
customers. Circumstances such as these could easily be incorporated. 
The assumption that excess output can be disposed of without cost is 
only absolutely necessary for the rigid proportions case. 

The probability distribution of the demands for the outputs of a two- 
product firm is given by: f{ Xi, X2| X%i(p), Xo(p’)}. The subscripts de- 
note the two products and # and p’ are the respective prices. In other 
words, we specify that the entrepreneur fixes the two prices—p for the 
price of product 1 and p’ for the price of product 2. The expected or mean 
outputs demanded X.i(p) and X2(p’) are given once the prices are 
specified. The actual quantities demanded X, and X; are grouped 
around these expected outputs and the probability of Xi of product 1 
and X, of product 2 being required is denoted by f{X1, X| X:(9), 
F(p) }—the joint probability distribution. Again we assume that the 
probability distribution does not change as prices vary, except that the 
mean outputs change thus: 


JLX — Ripa), Xe — Kelp) | pa of} 
= f{ X1 — Kulp), Xa — Kelh) | ps, Pa 


for any 4, 7. That is to say the probability of outputs deviating from 
expected outputs by given amounts does not change as mean outputs 
change in response to variations in prices. There is no need to assume 
that the demands are not related, i.e., that an increase in X, does not 
change the demand schedule for Xe, although the process of profit maxi- 
mization is much simpler when this assumption is made. 

The relationship between the market clearing period, i.e., the period 
in which demand must be satisfied, and the conventional short period 
should be specified. In the freight transport industries the market clear- 
ing period is perhaps less, but not very much less, than the short period. 
If the market clearing period were less than the short period, we should 
have to develop market-clearing-period cost curves. This would require 
a complicated and tedious description of the relation between the mar- 
ket-clearing-period cost curve and the ordinary short-run curve. To 
avoid all this we shall assume in the following analysis that the market 
clearing period is egual to the short period. This simplifies the develop- 
ment. 

We want to find the prices which will maximize the profits of the 
firm. In the ordinary deterministic theory of the firm output is produced 
such that marginal revenue is equal to marginal cost for each output. 
With a probabilistic demand the concept of marginal cost is replaced 
by marginal expected costs. This is defined for output X, as the difference 
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between expected costs with expected output ¥,+1 units and expected . 
costs with expected output X: units when, in both situations, the 
quantity X is held constant. 
In order to develop this more formally, we must calculate expected 
costs. If C(X1, Xə) is the cost function, we define expected costs as: 


E{C(X, X) | Za, X} = f f f{X1, Xa) Xi, Xo} C(X1, X dd X dX. 
0 0 


This expectation is for given expected outputs of X1, X2; that is to say, 
for given prices p and p’. Now consider the consequences of a small 
reduction in the price of the first commodity so that the expected output 
increases from X, to X:t-h. The difference between the expected costs 
(divided by 4) when expected output is X¥ı+% and when it is i, is de- 
fined as the marginal expected cost of X1, or MECy,. This is the relevant 
short-run cost which the entrepreneur takes into account when he con- 
siders reducing or increasing the price. Now it follows that: 


MECx, -f f C(X1, X) 
0 0 








Xi, X:| X h, Xo) — f(X1, X:| Xi, X 
ff 1 2l it 2) — (Xs ly Pl axax, 
h 
: Cc) (2o) of 
(1) MECx, = f f C(X1, Xs) dX dX, 
o vo OX, 


In other words, the cost corresponding to a given output combination 
is weighted by the changes in the probability of that combination as 
mean output increases; the products are then summed over all output 
mixtures to give MECx,. 


Il. A Simple Joint-Cost Case 


The simplest version of the joint-cost case is where the two outputs 
are provided by one process of production resulting in fixed proportions. 
The trucking industry corresponds quite closely to this model. The cost 
of a round trip of a 14-ton capacity vehicle results in 14 tons capacity 
from A to B and the same on the return trip from B to A. The round- 
trip costs depend then on the larger of the two tonnages carried. The 
simplest cost function for this joint cost, assuming perfect divisibility, 
is then: 


C= aXy; Xi > Xa 
(2) 


C=BXe3 X> Xan 


This joint-cost function could then be embedded in the total-cost func- 
tion. l 
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We can demonstrate some results graphically and get some insight 
into the allocation of joint costs by proceeding rather less formally. Let 
us represent the outputs X, and X; on the axes of the following diagram 
and draw the constant cost curves for each combination of X, and X». 
Let us suppose that a=, i.e., the increase in cost due to a unit increase 
in X, when X> X; is exactly the same as the increment in cost for a 
unit increase in X: when X:>X,. The constant cost curves are then 
represented by 5Bd’, d’Dd, etc., where Ob=0b', Od=Od'’, etc., andthe 
total cost is simply proportional to the ordinates Ob, Od, etc. 





t 
c a d b X 2 
Ficure 1 


Now suppose that the demand for X; takes only two values, a and b, 
and that the demand for X_ assumes only the two values c and d, given 
the prices of the two services. Further suppose that combinations of 
these demand quantities are equiprobable; thus the probability of (a of 
X, and c of X) is equal to } which is the same as the probability of 
(b of X, and c of Xo), i.e., P(a, c)=P(a, d)=P(b, c)=P(b, d)=4. The 
output which must be produced for these demand combinations is 
simply the larger of the two values. Thus in the case of a of X, and c 
of Xs, the production point is represented by A when Oa of X, is sold, 
Oc of X: is sold and ca’ is thrown away. The point C cannot be a produc- 
tion point since the quantity of X, required is at least Oa. The point B 
is a production point both when the combination (b, d) and (b, c) are 


~ 
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required, so the probability of having to produce at B is }+4=4. The 
probability of having to produce at points A and D is of cotirse } each. 
To find expected costs we need to weight the total cost at production 
points A, D and B by the proportions 4, 3, and 4 respectively. This can 
be done geometrically by bisecting the line between A and D at say F, 
then bisecting the line between F and B giving the point Æ. The value e 
on the X, (or X2) axis then gives expected costs by multiplying by the 
cost per unit (i.e. œ). 

Now consider a small increment (+) in both a and b while c and d re- 
main constant. The effect on expected costs is clearly to increase it by: 
ahs + 2) = gah. 

Marginal expected costs are then equal to 2a.* If a<c such that the 
order of the points on the 45° line is ACDB, an increase of # in a and b 
would affect expected costs only through the point B. In fact if a<c, 
production will never take place at point A. Clearly marginal expected 
costs are then 4. Two extreme cases can also be considered. First suppose 
that a>d, that is to say, A and B are moved up the 45° line until 
A is above D. Then clearly the marginal expected cost of X; is a. Sec- 
ondly, suppose that the c>8; that is to say, the order of points on the 
diagonal from left to right is ABCD. In this case, marginal expected 
cost of X, is zero. With this simplest of all joint probability distribu- 
tions, there are therefore four possible marginal expected costs of X:5 


` 





Order of Points 


S 
Q 


on 45° Line 
=0 ifc>b ABCD 
=}a ifa<e ACDB 
= 3a ifa>c CADB 
=a ifa>d CDAB 


This is, of course, a considerable generalization of the case with certain 
outputs where there are only two marginal costs, zero and a. 

Instead of supposing that the demand for X, consists of either a or b, 
we can generalize the results by assuming that X, takes values con- 
tinuously between a and b. Similarly, we assume that Xz takes values 
continuously between c and d. The simplest continuous distribution is 


4 Certain changes in the dispersion of the joint probability distribution do not affect the 
value of marginal expected costs. If, for example, c were increased but were still less than a, 
we should get the same figure. 

5 There are 4! possible unrestricted orderings of points ABCD along the diagonal and 6 
orderings where A<B and C<D. But three of these are isomorphisms of the other three, 
just as the last value in the table is an isomorphism of the first. 
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that in which the probability of each output combination over specified 
ranges of X; and Xz is constant. If the range of X; is a to b, and the 
range of X is c to d, then the marginal expected cost is given by: 


(3) MECx, = rae) Bitez] 
provided that b~a<d—c and a>c. 
Secondly, when a <c and b <d, we get: 
(6 — ¢}? 
2(b — ad=) 
Thirdly, when a<c and b<d, the formuia is: 


(4) MECx, = 





(5) MECx, = 


2 a? 
TEE Cay eens le 


a 
(8 — a(d — Aik 


Let us examine first the special case where the level of back-haul 
traffic is much less predictable than the amount of outgoing traffic (Xj). 
To carry it to an extreme, let us suppose that a=b, i.e., the outgoing 
traffic is one certain volume. Clearly equation (3) is then applicable and: 


6 UEC we SS Sai?) 
(6) x = a Ge 


The marginal expected cost curve corresponding to this formula is 
shown in Figure 2. MECx, is zero up to Xı=c, then it rises with slope 
a/d—c to a at X,=d. 








FIGURE 2 


The next case we examine is where the mean of X, is equal to the 
mean of X: and a=c, b=d. All three of the above formulae (3), (4) and 
(5) give: 

a 


(7) MECx, =: pJ x 


6 See appendix for proof. 
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This says that the marginal expected cost of X, is equal to one half the 
joint costs. Now this is just the allocation which would be suggested by 
a cost accountant in these circumstances. Most economists would object 
to this allocation as being both irrational and undesirable because they 
would have in mind certain outputs, not probability distributions. And 
with this cost function, marginal cost with certainty (MCC) is either 
zero or œ, according to whether X1<Xe2 or X2<.X. The allocation rule 
of the accountant is much more relevant to the decisions made by the 
firm. , 

Unfortunately, it is only a coincidence that the accountant’s pro- 
cedure coincides exactly with the optimum economic allocation. Many 
varieties of apportionment conventions are employed by accountants. 
Probably the most common approach would be to allocate joint costs 
in proportion to the expected traffic flows. Thus the accountant would 
allocate 


Xi 
Xi+ X 
of the incremental cost to output 1 and the remainder to output 2. The 
average burden of joint cost per unit of output would be the same. If the 
accountant employed this rule, he would get the same results as equa- 


tion (3) only when the mean outputs and the limits were the same. 
If we write the ratio of the means as A, i.e. 





we can show that the accounting rule will underestimate the joint-cost 
element in marginal expected cost when A>1 and when a>c (i.e., the 
lower limit of X, is less than the lower limit of X1); when \<1 and 
a<c and b<d, then the accountant will overestimate the joint-cost 
allocation. The accountant’s figures will in any case lie between the 
MECx, and the marginal cost with certainty (MCC) of X, (with X: as 
the certain output of commodity 2).’ This curious result implies that 
the calculations of the cost accountants are nearer to the relevant figure 
than those of a naive economist who regards average outputs as a 
quantity to be produced each period and who ignores the random varia- 
tions. 

These results only apply to the special case of the probability dis- 
tributions considered above. This is perhaps the most simple probability 
distribution one may postulate. Other more realistic distributions of the 
humped type would give somewhat different results. However, the con- 
clusions do not differ in any fundamental way from those which we have 


7 See appendix for proof. 
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found for the joint rectangular distribution. MECx, will still fall be- 
tween the two extreme values zero and æ or zero and 8. The biases in- 
volved in the cost accountant’s allocation rules will, however, depend 
on the parameters of the probability distribution and, because we have 
to deal with truncated distributions, this is normally a complicated 
function. The marginal enlightenment is hardly worth the additional 
algebra involved. On the other hand, it is relatively easy to develop the 
cost function a little more realistically, such as: 


C = 0X1 + 02X23 X1> X: 
and 
C = BX: + bX; Xı < X: 


where œ and f: are large compared with œ: and 6;. This would involve a 
little more elaboration of the above formula but the results would be 
basically similar. 

A study of the cost of traffic sent by British Road Services vehicles 
originally stimulated the development of this analysis. The particular 
vehicle trips between Birmingham and Wales and the southwest of 
England were examined in some detail to find the technical make-up of 
each of the services to the different destinations. The method used was 
to measure the vehicle time spent, the input of loading dock labor, etc., 
on each of the services. The inputs were then valued to find the total 
variable cost of the round trip, out from Birmingham to the southwest 
and back again from the southwest to Birmingham. 

The round-trip vehicle cost from Birmingham to Bristol was ap- 
proximately 23 shillings per ton. There were only fragmentary data 
on the probability distribution of the traffic, and those data were not 
inconsistent with the rectangular distribution (i.e., equiprobable com- 
binations of outgoing and incoming tonneges). The following were the 
estimates of the parameters of the distribution: 


a = 1430 b = 2010 
¢ = 1350 d = 1650 
Then, using formula (5): 


a? 2 
b(d — c) + ac — t 


MEC = 23 





(d — c) (b — a) 
= 18.4 shillings approximately. 


This compares with a cost accounting allocation of about 12.5 shillings; 
so there is a considerable difference.® 


8 This cost study was included in a report submitted to the Ministry of Transport. The 
research was financed by Counterpart Funds (Conditional Aid). 
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Ill. Concluding Remarks 


This paper has argued that in many industries where joint costs 
are important, the demand is not certain but has the form of a probabil- 
ity distribution. In the case of fixed proportions, the allocation of joint 
cost is both rational and necessary in order to find profit-maximizing 
price and output. With rectangular probability distributions, a rule, 
used quite commonly by cost accountants, estimates marginal expected 
cost exactly when the two outputs have the same expected value. But 
in general, the accountants’ rule will produce biased results—overesti- 
mating when the mean of X, is lower than the mean of X2, and under- 
estimating when X:<X,. The application of the simple model to the 
cost study of British Road Services vehicles gave results which were 
quite different from those of the accounting allocation. The example 
shows how the economist may help accountants to improve their alloca- 
tions, rather than condemn them as irrational. 


APPENDIX 

1. To calculate MEC from first principles when: 

C=aXi X1> Xo 

C = aXe X:> Xı 
and 

1 1 
IXu Xə “G2 Gey EF where 0<a<X1 <6, 

and O0<c< X2<d. 





430 THE AMERICAN ECONOMIC REVIEW 


In Figure 3, we show the distribution of X1 and Xe for the case where 
b—a<d—c and a>c. Each point on the rectangle bounded by a, b, c, and d 
is equiprobable. 

We wish to find the increase in expected costs as a increases to a+ and 
b to b+h. Expected costs are reduced by the rectangle represented by a to 
a+h over the same range of Xz. The increment in expected costs can be 
split into two parts by the diagonal at E as shown on the diagram. Simi- 
larly, the decrease in expected costs can be split in the same way at H. 

The net increase in expected costs due to the increase in the limits BE 
from 6 to 6+/ and AZ from a to a+} is: 


ak 
7 b — c) — ala — o). 
The increase in ED from b to b+% increases expected costs by 


= ¢-6)(0+—*) 


9 
a 





and the decrease caused by HC increasing to a+% is given by 


2 





The net result of these last two elements can be represented diagrammati- 
cally as the decrease in expected costs: 


= [WP x II] =“ =a) (+ P *)| 


ach, 
rn — a) (b + a). 





The total effect is then: 


Change in expected costs 


ah 
= “fpo — c) — ala — c)| — 


a2 Bb Sar a) 


(6 — ab + a) 
B 








RY 2 
hth — 
== -A [5 + a — 2c] 


ah 
aia oo 


And as h-0 
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(i) MEC ee ae ae 
i = ——— |a — 2c}. 
a 2d — 0) 


Next consider the case when a<c and b<d. By an argument similar to 
that above we get: 


MECx, = <[ou 2 ese) (è is A 


d — c 

Gi) z @-o(c+ ; )] 

P a(b — c)? 

7 2(b — a)(d — c) 

Next consider the case were a>c and b>d, then: 
a d— a 

MECx, = =| (a c) — ala — c) — (d — (a+ s )| 
a+ “| 








(iii) 





merer a 


In the special case where a=c and b= d, all the formulae (i), (ii), (iii) reduce 
to: 


a 
MECx, => 


2. An accounting allocation according to average tonnage is: 


X d 
else |- ra where Ween G 








X, +X: 1+) a+b 
The bias (B) in the accounting allocation for formula (i) is given by: 
1 1 
B-a gtt — 20 | 


1 1 
=a]; Fa areas =e) +a} 


2A(d — c) — A — Afe(1 — 2a) + d} 
=al MONE- 0) | 
Since the denominator is always positive, the bias is zero when: 
Ad — c) — (1+ {c(t — 2x) + d} =0 
2c? + (d~ c)A— (c+ 4a) = 0 





i.e., 
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so that 


zit VORP FE RETD, 
4c 

But since c—d is always negative, only the positive value under the square- 
root sign is of interest. 
c— dt Va + 90? + bcd 

4c l 
c— d+ (d+ 3c) 

4c 


= 


>x 


=1. 


This means that only when a=c and d=b is the accounting allocation un- 
biased. This is the case where MECx,=a/2. Otherwise, the bias is negative. 

Similar formulae can be worked out corresponding to (ii) and (iii) above, 
but they are rather more complicated. 
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Availability of Foreign Language Books in Economics 


Few members of the American Economic Association apparently know that 
they can now easily borrow most recent foreign language books in economics. 
The Farmington Plan, a cooperative agreement established over ten years ago, 
made arrangements for American libraries to divide among themselves the 
obligation to import “at least one copy of each new foreign book and pamphlet 
that might reasonably be expected to be of interest to a research worker in 
the United States” [1, p. 3]. The books on economic theory procured under 
the Farmington Plan are in the library of the University of Chicago and those 
in all other branches of economics are mainly in the library of New York 
University. They can be readily obtained through interlibrary loans. The 
following classes of material are not among those obtainable: periodicals, num- 
bered serials, dissertations, government documents, and the publications of 
Russia and her satellites or of Japan. 

Before the inauguration of the Farmington Plan we depended on the some- 
what hit-and-miss procedures of our research libraries for acquisitions of this 
kind. The systematic purchases in the overseas markets undertaken by the 
Farmington agents during the last decade have probably doubled the number 
of different books that otherwise would have been bought. The plan provides 
a further service by requiring that everything received be quickly recorded in 
the National Union Catalog at the Library of Congress, so that anybody can de- 
termine from an inquiry addressed to that library the correct location of a 
desired book. The plan obligates the institution having the books to make 
them available. 

The founders of the Farmington Plan hoped that it would help American 
students to enlarge their acquaintance of the literature of other countries. Un- 
fortunately no increased internationalization appears to have taken place in the 
area of economics. The writings of contemporary foreign economists have 
arrived in abundance, they are cataloged and ready to be studied; yet they 
stand on the shelves unread and unexamined. Sufficient direct testimony to 
their disuse comes from the librarians who look after the collections. An issue- 
by-issue inspection of the footnotes in the American Economic Review since 
1948 will confirm their reports. Except for studies of the economies of particu- 
lar nations (Russia principally) or those by economists from abroad, the num- 
ber of articles that contain non-English references is small. To those who 
might think that foreign literature can be disregarded with some safety it may 
be pointed out that book reviewers praise the new foreign books generously. 
For instance, the September 1959 issue of the American Economic Review 
contains sixteen reviews of books in foreign languages (more than one-quarter 
of the total) which almost always commend the volumes and often describe 

e them as “contributions,” but has no article with so much as a single foreign- 
language allusion. 
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Even a wide knowledge of the greater accessibility of books and pamphlets 
provided by the Farmington Plan will not, by itself, broaden spectacularly our 
familiarity with foreign economics. For the linguistic barricade has prevented 
communication and it is not visibly falling in response to the many voices (and 
large amounts of federal money) which, in these days, call attention to the 
advisability of considering ideas originating outside our own language bounda- 
ries. Whatever aid the Farmington Plan books can give, however, is so easily 
within reach and so inexpensive in time and energy to utilize that it is a pity 
that it is overlooked. i 

R. S. HowEy* 


* The author is professor of economics at The University of Kansas. 


REFERENCES 
1. E. E. Witziams, Farmington Plan Handbook, Bloomington, Indiana, 1953. 


A Regional Countermeasure to National Wage Standardization 


Economists have, almost without exception, discussed policy questions from 
the point of view of national governments. Political reality indicates that even 
within a single government’s over-all policy program internally conflicting and 
offsetting measures are oten encountered. Even more likely is it that, when 
iwo or more independently organized and overlapping governmental units 
enact economic policy measures simultaneously over the domain of the same 
economy, the separate governmental units may have sharply conflicting policy 
objectives as well as different constitutionally determined powers of action, In 
political federalism, conflicts between the national government and the state or 
regional government units seem certain to occur. In such a political setting, the 
economist’s tools may be quite helpful in suggesting ways and means through 
which a separate governmental unit may take action to offset or negate the 
effects of policy measures taken by an overlapping jurisdiction. The possibility 
that action taken by the separate states may serve to offset national govern- 
ment policy which is contrary to the interest of the national economy, has not 
been adequately considered. This paper attempts to examine a particular case 
of this sort. 

We assume a closed economy extending over a wide geographical area. The 
economic order is competitive, and the legal structure includes institutions 
which effectively enforce competitive norms except where specific exemption is 
granted. The national government also enforces the employment of a common 
currency unit throughout the economy. Suppose now that the national govern- 
ment imposes a legal minimum wage, higher than the lowest wage that would 
otherwise prevail. This wage is standardized for the whole economy and its 
coverage extends over a significant number of the employed workers, but not 
over all workers. No account is taken of differing labor-market conditions in 
the separate regions. We also assume specifically that there is a national policy 
of exempting labor organizations from the legal sanctions against restraint of 
trade. Labor organizations are encouraged to bargain collectively to obtain 
favorable wage contracts. These contracts are assumed to include standardized e 
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wage rates for similar jobs in different geographic regions of the economy. 

Within this single national economy there are a number of regional govern- 
mental units possessing residual political powers. These states are prohibited 
by the Constitution from interfering directly with the flow of resources, goods, 
and services across state boundary lines. The states retain financial inde- 
pendence. They are empowered to tax individuals directly and indirectly to 
secure revenue for the performance of independent governmental functions or 
to provide transfers. 

The states are classified into two groups the difference between which is 
defined in terms of the ratios of the productive factors. The orgins of these 
differences in factor ratios need not concern us; they may be due to historical 
development, a different natural resource base, or to any other reason. The 
first group contains large amounts of unskilled and semiskilled labor relative 
to capital and skilled labor. The second group contains large amounts of 
capital and skilled labor relative to unskilled and semiskilled labor. We shall 
call the first group the “labor-surplus” states, and the second group the 
“capital-surplus” states, although the relative nature of the surplus in each 
case should be kept clearly in mind. 

In this setting, it is clear that the effects of the two specific national policy 
measures mentioned, standardized minimum wages and standardized union- 
enforced wage rates, will cause real wages in covered industries in the labor- 
surplus states to be too high from the point of view of the usual market criteria 
for maximum efficiency. If the minimum wage is at all effective, some qualified 
workers in the labor-surplus states will not be able to find employment at the 
wage rates prevailing in the industries covered by the legislation. These work- 
ers will be forced to remain unemployed or to find employment in those 
occupational and industrial groupings not covered by either standardized wage 
contracts or minimum wage restrictions; or, perhaps more realistically, these 
workers will be forced to remain employed (“underemployed”) in the un- 
covered areas of the regional economy. It follows that wages in the occupations 
and industries not covered by either the minimum wage legislation or by 
standardized union contracts will be lower than those that would prevail in the 
absence of the national policy measures outlined. 

Workers unable to find employment in the covered or standardized in- 
dustries in the labor-surplus states will find it advantageous to migrate to the 
capital-surplus states to the extent that labor can be absorbed there. Since the 
policies discussed are national in scope, the employers in covered industries in 
the capital-surplus states cannot hire workers below the nationally set wage 
levels. Migration of capital and skilled labor from the capital-surpius to the 
labor-surplus states will also take place to some extent, but this migration 
may be impeded by the wage standardization policies. 

We now seek specifically to answer the question: Is there any action that 
the individual states may take which will effectively offset the central govern- 
ment policy of enforced wage standardization? It is evident that only the 
labor-surplus states will be directly interested in such action. 

If offsetting action by the individual labor-surplus state is to be effective, it 
emust result in a lowering of real labor costs for the unskilled and semiskilled 
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categories in those industries covered by the standardization, where the rela- 
tive surplus is assumed to exist. We propose a policy of state taxation of em- 
ployees’ wages coupled with the subsidization of all employers in proportion to 
their wage bills. This policy measure seems clearly to fall within the limits of 
state constitutional powers as outlined in the policy model. The tax would be 
generally imposed on all payrolls; it would not be discriminatory. The pro- 
ceeds would be returned directly to employers of labor in proportion to their 
total payrolls. 

The policy proposal suggested is deceptively simple, so much so that some 
further analysis of its effects seems warranted. The employer would be au- 
thorized to deduct the proportional state tax from the paychecks of the in- 
dividual wage and salary earners. What would be the incidence of this tax? It 
is necessary here to distinguish quite sharply between those categories of labor 
which are in “surplus” and those which are “scarce.” In our model, we have 
assumed that the labor-surplus areas are characterized by a relatively large 
number of unskilled and semiskilled laborers, but by a relatively small number 
of skilled workers. For the surplus laborers employed in covered or standard- 
ized industries, the tax would fall squarely on the wage earner. Because of the 
large supply of labor that is able and willing to work at the standardized wage 
rate, even after payment of the tax, the employer would not find it necessary 
to increase wages or salaries to offset the tax. The effect of the tax will clearly 
be to reduce labor costs to the covered industry employer for those categories 
of labor in surplus. In the case of the labor that is scarce, however, the tax- 
subsidy scheme will immediately cause employers to bid up the prices of these 
laborers. The tax will quickly be passed along to the employers who also re- 
ceive the offsetting subsidy. On these groups, therefore, the tax-subsidy plan is 
fully neutralizing. There will be no incentive provided for those members of 
the labor force which aze in the greatest demand to migrate to the capital- 
surplus states because of the fiscal action.* 

In the uncovered industries, wages are assumed to be determined competi- 
tively prior to any action. The result of the tax-subsidy scheme will be to in- 
crease the demand for labor in the covered occupations, leading to the transfer 
of labor from the uncovered to the covered industries where labor productivity 
is greater. If universally applied as this model assumes, the tax-subsidy plan 
would produce a full equalization of wage levels for comparable quality labor- 


11£ we assume that the supply of the scarce labor (skilled labor in our model) is fixed, 
the effects of the tax-subsidy scheme can be easily traced. The effect of the subsidy is to shift 
the demand curve for this category of labor upward so that the price increases by the full 
amount of the tax. This, of course, is a first approximation. To the extent that skilled 
laborers are substitutes for unskilled and semiskifled laborers in production in the relevant 
industries, skilled labor’s wages will rise by less than the full amount of the tax. To the 
extent that the opposite or complementary relationship holds, skilled labor’s wage rate will 
be increased by more than the tax. 

This assumption as to the supply curve of the scarce labor may be contrasted with that of 
the surplus labor. In the lat-er case, our model assumes that the supply curve is horizontal 
at the going wage level. Tkus, the subsidy-induced shifting in the demand curve has the 
effect of increasing employment without increasing wage rates. The incidence of the tax 


must remain with the wage earners. 
° 
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ers in the covered and the uncovered industries. For laborers remaining in the 
uncovered industries, the net result of the proposed measure would be an in- 
crease in real wages after taxes, For society as a whole, the shifting of economic 
resources from less productive to more productive employments would clearly 
increase over-all efficiency, as this is normally measured. 

Before the policy action, the primary burden of attaining some ultimate 
resource equilibrium necessarily rests on migration. After the action, there will 
be less incentive for those who are underemployed in the surplus-labor states 
to migrate to the capital-surplus states. Some semiskilled and unskilled workers 
employed in covered industries before the tax might be induced to migrate to 
the capital-surplus region to escape tax liability. However, by stimulating the 
inflow of capital investment into the labor-surplus states the proposed measure 
would, in the long run, tend to reduce the postulated difference in labor in- 
comes between the two regions. 

One of the most interesting features of the simple proposal of wage-bill 
subsidization from gross payroll taxes is its self-correcting or neutralizing 
aspects. As implied already in the analysis of the scarce labor sector above, 
the proposal cannot interfere with the “efficient” working of the market mecha- 
nism. It can only correct “inefficiencies,” which it does by acting as a substi- 
tute for wage flexibility. This feature insures that the proposal could not 
become a means whereby interstate competition could reduce national real 
income, as measured by efficiency criteria. 

A capital-surplus state, where, by assumption, both unskilled and semi- 
skilled labor are scarce, can never compete with the labor-surplus states by 
enacting the same policy measures. For, as we have seen, when the resource is 
scarce, the effects of the tax and the subsidy are completely neutralizing and 
nothing could be gained from implementing such measures. There is no federal 
government policy to be negated here.? By the same reasoning, once the rela- 
tive labor surplus is eliminated in those states which we have called labor- 
surplus states, the policy ceases to be effective. 

It must, of course, be recognized that the policy proposal presented here 
does not represent the best of all possible worlds for residents of the labor- 
surplus states. Broadly speaking, the effects of the policy outlined are similar 
to those that would result from a change in national policy which produces 
competition in the labor markets. State off-setting policy must be within the 
realm of the second-best, but it is important to recognize that it does provide a 
substitute for national policy changes with respect to minimum wage restric- 
tions and union wage standardization. 

Alternative policy measures taken at the state level may also be developed 
to deal with substantially the same problem. For instance, a policy which 
might generate more political support in the labor-surplus states would be one 
which extends the subsidies to only new enterprises. Many variants on policies 
of this sort are to be found in the real-world attempts of governmental units to 

2 Tf in fact national government policy should include the fixing of rates of return to non- 


labor resource units the analysis presented here is fully applicable. For example, a national 
minimum land rental policy could be offset by the “land-surplus” states. 
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atiract new industry. Giver. the national policy as fact, there are many possi- 
bilities for independent action by smaller political units. These are worthy of 
further exploration and research. 
James M. BUCHANAN AND 
Joun E. Mors* 


*The authors are respectively professor and assistant professor of economics at the 
University of Virginia. 


Population and Economic Growth: Comment 


1. It is unfortunate that our current propensity to build models requires us 
to offer simple explanations of complex phenomena. E. E. Hagen’s hypothesis 
that birth rates depend on death rates but that “birth rate and size of family 
calculus . . . is imbedded in unconscious motives relating to sex and family 
inculcated in children durirg their first six years” (p. 319) seems to me an 
obvious oversimplification.t Various objections are possible but in my judg- 
ment the most important is that the hypothesis ignores the fact that many 
children are “unwanted” in the particular sense that they would not be born 
if birth control or abortion were readily available.? 

Recent Japanese experience provides remarkable evidence of the extent to 
which children may in this sense be “unwanted.” Currently, between 40 and 
60 per cent of all pregnancies (depending on the number of unreported abor- 
tions) are being terminated by abortion, which is both legal and financed by 
the national health insurance program. As pregnancy rates have not declined 
significantly, it seems clear that the drop in the Japanese birth rate from 34.3 
in 1947 to 17.2 in 1957 can only be attributed to the legalization and wide- 
spread utilization of abortion. 

Developments in Japan okviously cannot be explained by Hagen’s hypothe- 
sis. If decisions regarding family size were in fact inculcated in children during 
their first six years, then the number reaching child-bearing age in a decade 
could explain a halving of the birth rate only if new mothers had been incul- 
cated to want no children whatsoever—in this case during the height of 
Japanese militarism! 

But it is not the technical inadequacy but the inadequacy of the policy 
implications of Hagen’s hypothesis that I want to stress. If one took his 
hypothesis literally, birth rates could only be lowered by reducing death rates 
and then waiting a generation for changing subconscious inculcations to reduce 
birth rates. Actually, even if we accept his formulation for “wanted” children, 
so long as “unwanted” children are being born birth rates can be lowered as 
rapidly as birth control or abortion can be made available. Perhaps the propor- 
tion of “unwanted” pregnancies in Japan is higher than it will be found to be 
in other areas. But no one (so far as I know) foresaw a halving of the Japa- 
nese birth rate in a decade. It seems quite likely that, without any change in 
the inculcations distinguished by Hagen, drastic declines in birth rates in 


3 Population and Economic Growth,” Am. Econ. Rer., June 1959, 49, 310-27. 
2 Obviously this is only one of many possible meanings of “unwanted.” 
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many areas could result if ready availability of birth control or abortion made 
it possible to eliminate “unwanted” children. 

2. I take it that Hagen offers his hypothesis regarding inculcations before 
six in an effort to explain the observed lag between the fall in death and birth 
rates. I very much doubt whether a satisfactory explanation of the lag is possi- 
ble unless the availability of birth control and abortion is brought into the 
picture—though this will noċ provide a full explanation and in fact is itself in 
need of ultimate explanation. I shall cite only three bits of evidence. The birth 
rate first declined among those with higher income, who obviously were among 
the first with access to birth control information. Secondly, the great reduction 
in the differential between the birth rates of those with high and low incomes 
that has recently taken place coincides with evidence from a recent sample 
survey that 90 per cent of fertile white married couples now use some form of 
birth control. And, thirdly, the fact that very large families—five children and 
over—have declined all through the sharp postwar rise in birth rates appears 
only capable of explanation in terms of increasing availability of birth control. 

3. It seems unfair to Malthus to suggest that his model implies that the 
“birth rate is not influenced by the level of income” (p. 322). Surely Malthus 
would not have denied the impact of income on birth rates under conditions 
such as presently prevail in Japan. If he reached a different conclusion, it was 
only because he was prepared to allow income—or anything else—to influence 
birth rates only by encouraging continence or postponing marriage. With the 
possible exception of postponed marriage in Ireland, is there any evidence that, 
if these are the only acceptable techniques, he was wrong? 

4, Hagen suggests that birth rates are likely to fall to a level close to that of 
death rates, yielding a “fairly low” positive rate of increase varying between 
.5 and 1.3 per cent per year. He quotes Notestein to the effect that “Western 
Europe and the English-speaking countries” are tending toward a birth rate 
“15 per cent above the secular minimum” with “the conspicuous exception of 
five countries” where the rate is considerably higher (p. 324). I wish Hagen 
had devoted more time to a discussion of the probable future behavior of birth 
rates. Keep in mind that what he brands “exceptions” include perhaps four- 
fifths of all English-speaking people and perhaps 40 per cent of the total 
population in question.” Particularly if we continue to have enough illegitimate 
children to provide infertile couples with two or three children via adoption, 
an average three-child family involves substantial population growth and an 
average four-child family very rapid growth. It seems to me that, for a con- 
siderable period, the private benefits of having a third or even a fourth child 
are likely to exceed the private cost. Further, if Hagen’s expectations regarding 
technological progress are realized, it seems likely that the rate of population 
growth of the “exceptions,” where income is higher and expanding more 
rapidly than in the rest of the area, may well come to be the “rule” for the 
entire area. In short, there seems no certainty that in the future the rate of 
increase of developed areas will be “fairly low.” Nor do I see any reason for 


2I have taken “Western Europe” to mean non-iron-curtain Europe excluding Greece and 
Yugoslavia. 
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expecting an increase in the private cost of having children until long after the 
social problems raised by continuing population growth have become acute. 

5. I gather that while Hagen is inclined to deplore the extent to which our 
increasing productivity is being devoted to the production of children, he is 
not worried even for “the very long run’—partly because of his faith in 
technological progress and partly because he is not bothered by the prospect 
that 99.9 per cent of our population may in the future be living elsewhere than 
on earth. I think it is important to be clear on the magnitude and timing of the 
problem technology will have to solve. Let us conservatively assume that the 
population of the United States grows in the future at no more than a 1.3 per 
cent rate (the top of Hagen’s range). I doubt if I would get widespread support 
for a proposal to invite the entire present world population to come live in the 
United States. At a 1.3 per cent rate of increase the same result will be 
achieved by 2170. If thereafter we wish to continue to increase at the same 
rate without adding to numbers on earth, we will have to put 30 million 
Americans a year into permanen: orbit. 

Henry H. Virrarp* 


* The author is professor of economics at The City College of New York. 


Population and Economic Growth: Reply 


For brevity, I shall not reply in detail to each of Professor Villard’s points. I 
agree with many of his statements, but I view his facts in a perspective differ- 
ent from his. 

1. I agree that my model would correspond to reality more fully if availa- 
bility of birth control had been included as a variable. The Japanese case is a 
highly pertinent one. Still further, the differential desires of men and of women 
are pertinent, and the psychic costs of birth control methods might well be 
analyzed separately from their impact on births. If a method of birth control at 
low psychic and economic cost were readily available to women, I do not doubt 
that the lag between decline in death rates and that in birth rates would be 
greatly reduced. However, the model would be greatly complicated by such 
considerations. 

The facts that the rate 07 population declined in the United Kingdom after 
1869-1879, in France after 1855-1865, and in Russia after 1870-1885 are not, 
I suspect, explained by increasing availability of birth control, and the per- 
sistence today of high population growth rates in many countries where death 
rates were cut sharply ten or fifteen years ago indicates that birth control is 
not apt to spread rapidly everywhere today. Hence I think that the simpler 
model is of analytical importance. 

Moreover, I do think that psychological attitudes, as distinguished from 
availability of birth control methods, are very important. But there is no point 
in arguing this further here. I regret that I did not discuss the possible influence 
of birth control textually. 
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2. I suggest that the early declines in rates of population growth cited above 
do indicate that Malthus’ assumption was not highly realistic. 

3. Long-run world population prospects run counter to my value judgments 
as well as to Villard’s. In future generations green spaces may become scarce, 
and human structures may completely cover rivers and lakes; and a person 
may yet be able to drive from New York to London, past industrial enterprises 
and juke boxes. The problem is one of private versus public costs, but not 
merely that. According to the values of the majority of people, living standards 
may still be rising. I, in turn, am repelled at the prospect; but I see no reason 
to forecast a return to physiological subsistence levels. The magnitude of the 
problem technological progress will have to solve is no greater than that of the 
problem it has solved in the past. 

Let me take this opportunity to clarify a statement in my article which has 
puzzled more than one reader. In my Figures 1 and 2, each v function reflects 
“a constant function relating saving (S) to income” (p. 317). This does not 
imply a constant ratio of saving to income at different income levels, but only 
an unshifting function. Further, the v function is a long-run one; in most 
circumstances one would not expect movement along it over time; rather, 
movement to the right or left and movement to a higher or lower function 


would occur together. 
Everett E. Hacen* 


*The author is professor of economics at the Massachusetts Institute of Technology. 


The Shape of the Income Distribution: Comment 


Theoretical doubts have seldom dissuaded students of the income size dis- 
tribution from seeking that ideal function or even that empirical “Jaw” which 
will fit income-size statistics of all times and all places. But there is serious 
cause for dispute when, apart from all theoretical argument, the empirical fit 
of such a function turns out to be poor. 

In an article in the June 1959 issue, Stanley Lebergott suggests that a 
symmetrical curve, in particular the normal curve of error, is at the heart of 
the income-size distribution. Lebergott argues that the relevant U.S. Income 
distribution shows less skewness than we are accustomed to think and that 
such skewness as does exist can be attributed to “credit rationing” to the self- 
employed. Thus, citing Current Population Reports statistics for a population 
of males, age 25-64, he finds that the income distribution is “remarkably like 
the normal gaussian, remarkably unlike the usual skewed distribution” 
(p. 344). 

If the notion of a symmetrical, or even normal, income distribution had 
empirical basis, a traditional view of long standing would be overthrown. But 


1 Stanley Lebergott, “The Shape of the Income Distribution,” Am. Econ, Rev., June 1959, 
49, 328-47, 


442 THE AMERICAN ECONOMIC REVIEW 


analysis of Lebergott’s s-atistics suggests that the data do not entirely support 
his conclusion. 

In Figure 1, we have plotted the income-size distribution on the basis of the 
statistics which Lebergatt provides in his article (p. 341).2 The population 
selected consists of males, age 25-64, not self-employed. This is the basic group 
for which Lebergott claims to have identified an income curve that is approxi- 
mately normal. As is evident from our chart, the distribution is not extremely 
skewed, but on the other hand it is not a symmetrical curve.’ 

As one is accustomed to anticipate in an income distribution, there is a 
tendency toward skewness to the right and a distinct tail at the upper end of 
the curve. If we were arbitrarily to ignore all incomes above $6,000, the dis- 
tribution would be approximately symmetrical. But to ignore the tail is to 
throw the baby out with the bathwater. It is precisely the presence of an upper 
tail on the typical income distribution which economists have long sought to 
explain. 

In order to provide a basis for comparison we have also shown, in Figure 1, 
a normal curve drawn on the same scale and with the same standard deviation 
as the income curve. The discrepancy between the two curves is not violent, 


% INCOME DISTRIBUTION 
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Ficure 1. Income DISTRIBUTION 1951 


but it is quite apparent. Considering the large size of the sample on which the 
Current Population Reports are based, a fairly close fit would be expected. 
Supplementing casual empiricism with a test for goodness of fit, we calcu- 


2I assumed a conservative midpoint of $12,500 for the “$10,000 and over” class. The un- 
_ employed and institutional papulation was omitted. It is not clear on what grounds Leber- 
gott includes the unemployec and individuals making a negative income in a population 
which is supposed to be limited as much as possible to full-time employees. 


3 Lebergott does not plot a distribution for these precise data. He may have been misled 
in his conclusion, by an error made in his chart of income statistics for all males 25-64, his 
Figure 1 (p. 340). As his graph is plotted, the distribution looks symmetrical. But this is 
the result only of failure to make allowance for differences in the class interval of the fre- 
quency distribution. The distribution would show considerable skewness if it were drawn 
correctly. 
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lated a chi-square. The statistic was computed employing the conservative as- 
sumption that Lebergott’s sample consists of 5,000 observations (the entire 
Current Population Reports sample is approximately 12,000). The calculation 
yields a very high chi-square of 521.5, which is statistically significant beyond 
the .001 confidence limit. That is to say, the income distribution plotted would 
be drawn by chance out of a normally distributed population fewer than one 
time in 1000. In all fairness, it should be noted that the chi-square test is very 
sensitive when applied to large samples. But we have ascertained that in this 
case, the deviation from normal would be statistically significant at the .05 
level, even if the income curve were derived from a sample of as few as 100 
cases. As an alternative test relating only to the issue of skewness, we calcu- 
lated «3, a measure of skewness based on the third moment of the distribution. 
An &s of 1.187 was obtained. This represents significant deviation from normal 
at the .01 confidence level. Similar results to those discussed here may be ob- 
tained with income data from other sources. 

The analysis presented above suggests that even after eliminating the self- 
employed, contrary to Lebergott’s argument, there are statistically significant 
differences between the normal curve of error and the income-size distribution. 
The empirical evidence does not support an approach to the problem of income 
size on the basis of the normal curve. 

F. GERARD ApAms* 


* The author is adjunct assistant professor of statistics, Graduate School of Business Ad- 
ministration, New York University. 


The Shape of the Income Distribution: Reply 


Mr. Adams makes somewhat heavy weather over two points. One is correct 
(and made in my article); the other, irrelevant to it. He concludes (1) that 
“contrary to Lebergott’s argument there are statistically significant differences 
between the normal curve of error and the income-size distribution.” My own 
discussion concluded: “. .. the shape of the income distribution . . . is reason- 
ably well defined as a normal distribution, truncated by credit rationing” (p. 
345). Whoever takes that comment to imply that a truncated distribution does 
not differ significantly from a normal one had better mend his ways—and 
promptly too. Otherwise he may find both Adams and myself on his trail. 

(2) Adams’ central assertion is that the population “of males, age 25-64, 
not self-employed . .. is the basic group for which Lebergott claims to have 
identified an income curve that is approximately normal.” His proof that “it 
is not a symmetrical curve,” is sound. But since no such claim is advanced in 
the article it is irrelevant—and irrelevant at each of the three levels of sig- 
nificance he offers. For I made no assertions concerning the employee group he 
discusses. This was “a grievous fault, and grievously have I answered for it,” 
for other readers besides Adams must have overlooked the conclusions with 
respect to those groups that I did consider. 

After making a variety of adjustments in reported income distribution data 
I concluded that the 1951 money distribution for all males aged 25-64 (not 
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merely Adams’ “not self-employed”) “. . . is clearly much more symmetrical 
than the typical Pareto curve” (p. 340). I then added: “On the other hand, 
distinct skewness still appears. Can we explain it?” (p. 340). One lead, I felt, 
lay in the fact that “the most noteworthy aspect of the usual income distribu- 
tion is not that it has one long tail—but that it does not have two” (p. 343); 
and I went on to suggest the vital role of credit rationing in truncating the 
distribution. 

This comment offers an occasion for noting that the original article did not 
make explicit its limitation of reference to periods of reasonably full employ- 
ment. 

STANLEY LEBERGOTT* 


* U.S. Bureau of the Budget. 


Errata 


There are two typographical errors in the presidential address of Dr. Arthur 
F. Burns, “Progress Towards Economic Stability,” published in the March 
1960 number of the American Economic Review. The first one is on page 1, 
line 15, where the word “understanding” should be “understating.” The second 
one is on page 3, line 2, where “proprietorship” should be “proprietorships.” 
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International Economic Papers, No. 8. Edited by ALAN T. Peacock, RALPH 
Turvey, WoLrcaNnc STOLPER, and ELIZABETH HENDERSON. New York: 
Macmillan Company, 1958. Pp. 240. $4.75. 


Like its predecessors, this volume consists of English translations prepared 
for the International Economic Association. Also, as in the earlier issues, the 
accuracy and style of the translation itself is superb. Except for the rare and 
unavoidable instances where clarity requires direct reference to foreign usage, 
the volumes reads as if originally written in English, 

The possible objectives of a collection of this sort are many and not all 
mutually compatible: The compilation of a representative sample of foreign 
work is quite different from a collection of outstanding contributions; ma- 
terial intended to further research along the lines of interest to English-speak- 
ing readers is not the same as that selected to indicate the direction of foreign 
interest. In the words of its preface, “Volume 8 of International Economic 
Papers covers a variety of fields and caters to a variety of tastes.” This being 
true, it is unlikely that anyone will be enthusiastic about all the selections. In 
fact, general disagreement should indicate the successful application of the 
criterion of selection. 

From one standpoint at least, the contents can be divided into four cate- 
gories: (1) items of historical interest, (2) important scientific contributions, 
(3) minor theoretical argument, and (4) communist economics. 

There are two articles in the “historical” category: The ‘‘Preface on the 
Doctrine of the Physiocrats” by Francesco Ferrara, dated 1850, involves a 
re-evaluation of the physiocrats. It is beautifully written and admirably trans- 
lated, and in spirit so modern that one is almost surprised at the absence of 
reference to input-output tables. The other is Alfred Weber’s “Location Theory 
and Trade Policy,” doubly interesting as an example of an able mind at work 
applying theory to policy, and as a historical insight into the intellectual 
atmosphere of the Europe before 1914. 

Only one of the selections is clearly of the calibre of an important contribu- 
tion to economic science. That is Erik Lundberg’s treatment of “The Stability 
of Economic Growth.” His argument is: (a) that our data—especially those 
relating to the early period of development—are so poor that we have only 
the roughest idea of the real phenomena that growth theory is supposed to 
explain; and (b) that existing growth theories are so oversimplified that they 
take as fixed parameters the very things whose variation needs study. It is re- 
grettable, however, that this oversimplification is identified with mathematical 
formulation and—even more dangerous—with quantitative research in gen- 
eral. Thus we find: “Dahmen’s ... [study of Swedish development] .. . 

provides us with a shocking reminder of how one-sided and narrow must be 
e 
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the manner of posing the problems in quantitative models” (p. 62). If this is, 
in fact, a “necessity” of quantitative method, then the “multisided,” “broad” 
approach of theory must be due to divorce from reality. 

True enough, some economists—not all young, and by no means all 
mathematicians—are so eager for quick “results” with simple “tools” that 
they search for answers to questions nobody asked about an economy that 
does not exist. The reason mathematicians are often blamed for this is that 
mathematical exposition is more transparent than a sonorous prose style, 
and they are more easily found out. 

The articles that I would classify under the heading of “minor theoretical 
argument,” are often illustrations of this. Thus Stackelberg’s “Price Discrimina- 
tion in an Arbitrarily Divided Market” deals with the manner in which a 
pure monopolist would divide a homogeneous market in order to maximize 
profit via discriminating pricing. It is perfectly clear that there are no such 
firms, such markets, nor such objectives, and the theoretical model must be 
an approximation, although to what is not clear. Even in terms of the model, 
however, the assumption is made that the demand at any one price is in- 
dependent of what is sold at any other. Such a demand would seem to imply 
rather strong natural divisions in the market. 

Ragnar Bentzel, in his paper “On the Aggregation of Production Functions,” 
follows an impressive list of economists in investigating the conditions under | 
which relationships that hold for individual firms, households, etc. can be ex- 
tended to a macroeconomic level to hold among social aggregates. Actually the 
real justification of aggregation lies in ignorance of underlying detail, or in 
the inadequacy of tools to analyze it with. Thus to ask when aggregates lead 
to the same relationships as details is to ask “when can we get something for 
nothing?” The answer “rarely, if ever,” agrees with Bentzel’s conclusions. 

Erich Schneider’s treatment of “Income and Income Distribution in Macro- 
economic Theory” comes to grief on this very rock. His thesis is that at the 
microeconomic level “analysis of the formation of income is, at the same 
time, analysis of income distribution, and this is the reason no special theory 
of income distribution is needed. .. . This must needs also hold for general 
analysis in macroeconomic terms since the latter . . . differs only by the fact 
that suitable aggregation reduces the number of variables to manageable 
proportions” (p. 111). But it is precisely this that is wrong. Income distribu- 
tion is essentially related to the pricing mechanism which is completely omitted 
from the aggregate system. 

Lief Johansen develops “The Role of the Banking System in a Macro- 
economic Model,” constructing a system of equations which illustrate how 
certain “rigorously simplified” behavior parameters of the banking system 
might be introduced into a simple macroeconomic model of the economy. 

Jürg Niehans attempts to develop “An Index of the Size of Industrial Estab- 
lishments” which will meet a number of criteria of behavior. Actually, all these 
are satisfied by the arithmetic mean except the requirement that: “If one 
establishment grows without the simultaneous diminution of any other in the 
same group, the index should rise in the case of large and medium-sized 
establishments and fall in the case of small ones.” The Niehans index thus, 
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becomes a combination index of average size and of concentration, con- 
structed by the use of weights based on a Lorenz curve, but it is not clear 
what it is really expected to accomplish. 

The final piece of theoretical argument is the treatment by Maurice Byé 
of “Self-financed Multiterritorial Units and their Time Horizon.” The paper 
is “concerned only with the proper definition of certain problems” relating 
to large extractive firms and conflicts of interest with small resource-owning 
governments. Conflicts are shown with respect to the timing of exploration, 
development, investment, extraction, etc. A number of ideas are suggested 
and partially analyzed but never clearly defined; and the paper proves to be 
disappointing after promising much. 

The two concluding articles “Critical Comments on the Use of the Gross 
Production Index,” by Rumen Janakieff, published in East Berlin, and “Money 
in Socialism” by Stefan Varga, a Hungarian economist publishing in the 
Weltwirtschaftliches Archiv, are the ones in the communist economics cate- 
gory. They are of considerable interest in understanding the problems of 
theorizing in relation to economic planning in a communist economy. 

DANIEL B. Suits 

University of Michigan 


Ökonometrie und makroökonomische Theorie. Stochastische Wirtschaftsfor- 
schung als notwendige Ergänzung der Theorie. By HEINZ STÖWE, 
Stuttgart: Gustav Fischer Verlag, 1959. Pp. viii, 190. DM 17.50. 

Stöwe’s book tries to throw a cloak of respectability on econometrics—for 
the benefit of onlookers recruited among German economists. It seems to be 
a timely effort because the teaching of economics in Germany has still quite 
a few links with the historical school as well as with the psychological and 
sociological approach. Theory expressed in mathematical form or with the 
help of mathematical notation is known (e.g., Schneider, von Stackelberg), 
but gets relatively little attention. A fortiori this applies to econometrics, On 
the other hand, German economists are eager to pay attention to the method- 
ology of economics, its philosophical presuppositions, and its relation to the 
sciences. Therefore, to present the achievements of econometrics in works 
published in English, Stéwe arranges his material to suit the views of his 
prospective readers. 

Econometrics, he says, is not just the use of mathematics or economic 
statistics; econometrics is also an essential element of the science of economics; 
or, as his subtitle has it, stochastic economic research is a necessary comple- 
ment of theory. In economics, as in any other science, we observe, propose 
hypotheses, and then test them. Testing is not of the laboratory variety: it 
is based on observation of human behavior. Hence, it must allow for random 
elements. Econometrics with its use of stochastic relationships fills the bill. 
It helps the investigator to choose between those theories which are more 
probably correct and those less probably correct: it helps to avoid the danger 
of multiplying models not rejectable on the strength of their internal logic. 
It also supplies the economist with estimates of parameters for those theories 

ewhich are accepted as being probably correct. Hence, econometrics supplies 
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a missing link in the structure of economic science; those paying their re- 
spects to methodology should not even blink an eye. Besides, adds Stowe, it 
is in line with the views of such recognized forefathers of present-day eco- 
nomics, as von Thiinen, Cournot, or Schmoller. This completes the proof of 
seize-quartiers of econometrics. 

The greater part of the book is devoted to examples showing the use and 
the usefulness of econometrics in its application to macroeconomics. Stéwe 
chooses macroeconomics because it is in the limelight. He does not concern 
himself with the aggregation problem. There are, however, microeconomic 
problems such as costs of a firm or the study of demand of individual house- 
holds which lend themselves to econometric study. These problems may have 
greater appeal for many theoretically minded economists for whom micro- 
economics is theory par excellence. 

To show how econometric methods can help in estimating parameters and in 
rejecting unsatisfactory hypotheses, Stéwe reviews studies of Hicks’ accelera- 
tor (Stéwe’s own calculations relating to the German economy are compared 
with Gene Fisher’s findings for the United States), the consumption function, 
and the determination of investment. Then Stéwe speculates on the possibility 
of applying econometric methods to the models of input-output, linear pro- 
gramming and the theory of games. In the discussion he shows good knowledge 
of the literature in the English language. 

The book is clearly aimed at German economists. There is nothing essen- 
tially new in Stéwe’s views that has not appeared in the English language. 
However, it is a worth-while reminder to his non-German readers that Leontief, 
Frisch, Schumpeter and others have seen in econometrics more than simply 
a method of prediction or an interesting field for applying one’s knowledge 
of mathematics. Ragnar Frisch stressed that econometrics supplies us with 
the unification of the theoretical-quantitative approach and the empirical- 
quantitative approach. Leontief saw in it the statistical sifting of promising 
analytical. insights. It is good to be reminded that due to the development of 
econometrics economic science is more complete and methodologically more 
satisfactory. 

STANISLAW WASOWSKI 

Georgetown University 


Principles of Economics. By the Committee on Principles of Economics. New 
York: Pitman Publishing Corporation, 1959. Pp. xx, 873. 

This long introductory text should have wide use—after all, it has 67 different 
authors. In the words of the editor, it is “neither exclusively classical nor ex- 
clusively Keynesian; not entirely analytical nor entirely institutional” (p. ix). 
Actually, the book’s organization gives it more a traditional than modern 
flavor. Part I is introductory. Part II deals with the determination of output 
and prices. Part ITI discusses the distribution of income (personal and func- 
tional) and has chapters on social security and labor institutions. Money and 
banking are treated in Part IV, and discussions of economic fluctuations and 
stability follow in Part V. Part VI is devoted to government regulation of the 
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economy, and Part VII takes up international economic problems. The book 
ends with a section entitled “The Economics of the Future.” 

This reviewer has no real quarrel with the book’s over-all organization, 
although an earlier discussion of national income determination, which in the 
book comes after the chapters on money and business fluctuations, might have 
prevented some repetition. The book does suffer, however, from the promo- 
tional device of 67 authors. Most chapters were jointly authored by two or 
three individuals. Unfortunately, there was no invisible hand which led each 
writer’s contribution, no matter how excellent or poor, to combine with those 
of the others into a harmonious whole. The writing is uneven, both within and 
between chapters. The lack of a basic point of view, I believe, damages the 
book. 

While the integrity of most of the writers led them to rather full treatments 
of their assignments, the result is a good deal of repetition and dispropor- 
tionate discussion of many topics. The analysis of oligopoly, for example, re- 
ceives the same space as the discussion of partnerships—four pages. The whole 
theory of market structures—pure competition, monopoly, monopolistic com- 
petition, and oligopoly—receives only ten pages more than the theory of 
demand (32 as opposed to 22 pages). 

From a technical point of view, the book is generally competent. Occasion- 
ally, however, there are errors which represent more than simple slips. For 
example, pure monopoly cannot be analyzed with simple supply and demand 
curves (pp. 195-96); the supply of money in liquidity-preference interest 
theory, being a stock, has no interest-elasticity (p. 387); and Schumpeter 
would have been greatly perturbed to find himself classified with those who 
“laid the groundwork for the development and subsequent acceptance of 
Keynes’ theory” (p. 23, my emphasis). 

At times, the normative and teleological are improperly mixed: “One of 
the basic tenets of economics is that one should always seek to minimize 
costs (or efforts) and maximize returns (or results)” (p. 15). “The story of 
economic growth is revealed in the gradual, persistent unfolding of man’s 
destiny in the realm of satisfying his material wants” (p. 57, my emphasis in 
both quotes). 

On the whole, students will be able to learn their beginning economics from 
the book. Indeed, some of the chapters are well organized and well written. 
Nevertheless, the basic defect of the book—too many authors—seriously de- 
tracts from its usefulness as a pedogogical device. 

Barry N. SIEGEL 

University of Utak 


Price and Allocation Theory; Income and Employment Theory; 
Related Empirical Studies; History of Economic Thought 


The Logic of Investment Planning. By S. CHAKRAVARTY. Amsterdam: North 
Holland Publishing Co., 1959. Pp. xii, 170. $4.00. 


The general economist in quest of the theory of planned capital accumula- 
tion is likely to find this dissertation a rather difficult, if not long, struggle of 
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escape from habitual modes of thought and expression. There is here little of 
the usual substance of problems of variable factor proportions, changing pro- 
duction functions and intratemporal and intertemporal choice. 

Chakravarty deals with a world in which there is no labor and no land; 
capital is the only factor of production and it does not depreciate. The rela- 
tions with which he works are linear. Through most of the analysis there is a 
complete abstraction from money and prices, and when they are introduced 
in the penultimate chapter it is hard to see their significance. 

The author is concerned with the problem of economic development. After 
a rather lengthy explanation of his “method” in which he discusses “the 
mathematical mode of reasoning in economics,” “static” and “dynamic 
models,” the role of initial conditions in difference equations, “optimum” 
versus “specified” problems (relating to methods of choosing the “open ends” 
or nonhomogeneous elements in the dynamic system), the “structural break,” 
“analytical” versus “policy” problems, and the “planning tools,” the author 
turns to a consideration of various growth models. This is a useful survey 
tying together within an input-output framework and interrelating the works 
of Harrod and Domar, Mahalanobis, Leontief, and von Neumann. 

Chakravarty finds the Harrod-Domar mocels suggestive but overaggregative 
for his purposes. Discussion of Mahalanobis’ two-sector model highlights the 
importance for growth of not merely the total of investment but investment 
in the capital goods industries. Von Neumann’s model of balanced growth is 
criticized as “a somewhat remote idealization,” but the author fails to con- 
sider the possibility (suggested by Dorfman, Samuelson and Solow) that such 
an optimum equilibrium path can be a sort of “turnpike,” to which economies 
may well detour from their initial positions and from which they may depart 
as they approach their particular destinations but which may be worth the 
round-aboutness in terms of shortening the time of the entire trip. But in any 
event, most of Chakravarty’s attention is devoted to the dynamic Leontief 
model. This is taken in Leontief’s original version, involving equalities rather 
than inequalities in the capital-output relations so that, in effect, excess capi- 
tal or idle capacity in any sector is impossible. And like Leontief, Chakra- 
varty does not meet the problem of long-run optimization. 

Whether dealing with open or closed economies and models with or without 
prices, the author generally presents dual approaches, For “analytical” pur- 
poses, he points out, one can take the various amounts of investment (or 
export balances if these are relevant) as given and ask what outputs will be 
at some specified period or periods in the future. Or for “policy” purposes, 
one can set certain targets with respect to future outputs and ask what invest- 
ment would have to be in each sector to achieve them. The chief novelties 
in Chakravarty’s treatment are his attention to “gestation lags” and the 
“structural break.” 

The latter is devised to meet the proklem imposed by assumptions of 
linearity and constant coefficients relating investment of each sector to total 
saving (in turn linearly related to income). To illustrate (as the author 
usually does not), if an economy has no output of steel, reflecting the fact 
that the coefficient for investment in the steel industry is zero, it will never 
have any output of steel until that coefficient is changed and investment in 
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the steel industry is begun. Such a change in a coefficient (the only kind con- 
sidered) is called a “structural break.” 

It will not, however, result in an immediate pouring forth of output from the 
previously “empty sector” because of the gestation lag. This is not handled, 
though, in a particularly meaningful way. For example, Chakravarty writes 
(p. 135, and this is consistent with his treatment of the lag through most of 
the book): 


b 
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where W;, is the investment in the kth industry, V+ is the gross output of the 
kth industry, bx is the capital-output coefficient of the kth industry, L is the 
“gestation lag,” and the superscripts (¢ + L and #) refer to time periods. 
Chakravarty’s formulation, which stems from a decision (p. 88) to write 
investment completed between periods ¢ and ¢ + L as equal to L times the 
investment initiated in the period ¢, can only work out consistently when each 


sector’s investment (W+, better written Wi) is constant. But this contradicts 
both the assumption of the structural break and the author’s assumption. that 
total investment is a (generally homogeneous) linear function of (a generally 
growing) income. Chakravarty’s investment relation might be reformulated 
as: 


Wiehl =r] 


or, using distributed lags, 
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(that is, for short lags) can be equal or close to zero. 

‘A reformulation of this nature would of course force Chakravarty to recount 
the equations in most of his models (and he does devote a lot of space to 
counting equations and variables); but it would appear to be important, since 
the investment relation is the only dynamic relation and the only growth- 
producing relation he includes. Such a reformulation would of course not 
contradict one of the few substantive implications of Charkravarty’s analysis 
(but one not new, for example, to those familiar with Hicks’ Trade Cycle) 
that the effect of lags in the relation between investment and output is to slow 
the rate of growth in a growing economy. 

But this is an exercise in the formal implications of input-output models for 
the allocation of investment. While the presentation is hardly sparkling, is 
frequently tedious and might have gained considerably from fluent English- 

e speaking editors and copy-readers, the work is generally competent and should 
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prove useful for the growing number of economists throughout the world who 
are applying techniques of input-output analysis and linear programming to 
economic problems. 
ROBERT EISNER 
Northwestern University 


The New Inflation. By Wittarp L. Tuorr and Ricard E. Quannt. New 
York: McGraw-Hill, 1959. Pp. xi, 233. $£.00. 

During July 1958, twenty-three economists spent two weeks at the Merrill 
Center for Economics discussing the problem of inflation. The group included 
several distinguished students of the topic, and there can be little doubt that 
the conference was a rewarding experience for al! who attended. One result is 
the book under review, by Willard L. Thorp Director of the Merrill Center, 
and Richard E. Quandt, a participant. In light of this background one might 
have expected something on the order of The Impact of the Union—a volume 
containing the principal papers and ensuing discussions, together with the 
editors’ comments. Instead, the authors have written a brief and general 
survey which seems quite unrelated to what went on at the conference. 

Judged by the level of sophistication, Tke New Inflation is intended pri- 
marily for informed laymen. Its treatment of economic theory is neither rigor- 
ous nor detailed, references to professional literature on inflation are few, and 
empirical documentation is minimal. Chapter 1 is devoted to the definition of 
inflation, a description of United States pr.ce data, and a brief review of 
recent price-level changes. The next five chapters, which take up the causes 
of inflation, are the core of the book. Here -he authors discuss the quantity 
theory, simple Keynesian inflation analysis, the role of structural pressures, 
the relationship of growth to inflation, and international aspects of the prob- 
lem. The remaining four chapters deal with policy and the prospects for 
further inflation. 

As the title of the book suggests, Thorp and Quandt have a thesis to 
expound. It may be summarized as follows: (1) Analysis of the periods 
1948-54 and 1957-58 indicates that “prices can be pushed about by many 
forces in addition to, and sometimes other than, expanding demand” (p. 96). 
(2) Monetary-fiscal policies should be used to counter demand inflations 
“except when their use will cause serious unemployment or retard economic 
growth” (p. 228). (3) Inflations from other causes must be attacked through 
such policies as promotion of resource mobility, reduction of trade barriers, the 
fostering of investment incentives, improvement of productivity in the lagging 
sectors of our economy, and creation of “ccuntervailing powers to excessive 
price or wage increases” (p. 228). (4) Moderate inflations are not the great 
evil they are commonly thought to be, and there is little likelihood of severe 
inflation in the American economy. 

Of course, similar views have been expressed on many occasions in recent 
years. To this reviewer, however, Thorp and Quandt’s argument is no more 
convincing than those of other New Inflaticnists. Like the others, Thorp and 
Quandt fail to demonstrate the novel character of recent price-level rises. 
Although they place great emphasis on the fact that inflation continued during $ 
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the 1957-58 recession, they largely ignore the fact that this happened as well 
during several recessions before the second world war. And also like other 
New Inflationists, Thorp and Quandt do not distinguish carefully between 
individual price behavior and behavior of the price level. Clearly it is not 
enough to demonstrate that in some instances excessive wage increases have 
been responsible for price rises. One must also show either that aggregate 
demand has increased or that resources have become idle—in both cases 
because of the wage-induced price rise. It may be that Thorp and Quandt’s 
interpretation of the nature of recent inflation is correct, but much more hard 
analysis will be required before we can be reasonably certain of this. 

In a sense the foregoing comments are not quite fair since The New Infla- 
tion does not pretend to be a definitive monograph on price-level fluctuations. 
As a popular work on inflation the book accomplishes much. For-example, the 
general reader should find informative Thorp and Quandt’s discussions of 
alternative price indexes and their shortcomings, the concept of excess 
capacity, and international aspects of inflation. However, the reader will 
have to wait a while for answers to the basic questions the authors raise in 
their preface. 

RIcHARD T. SELDEN 

Columbia University 


Determinants of Consumer Demand for Housefurnishings and Equipment. 
By Vernon G. Lippitt. Cambridge: Harvard University Press, ses 
Pp. xiv, 172. $6.00. 

This study, originally a Ph.D. thesis, presents an interesting new approach 
to the joint use of cross-section and time series data in forecasting aggregate 
consumer expenditures over time. Briefly, the procedure is, as follows: 

1. Analysis of variance is used to measure the numerical effect of relevant 
cross-section variables on the expenditure item under study. Thus, if the 
spending ratio (Rij) of families in the ith income group, jth family size, and 
kth occupation of head is influenced additively by these aforementioned 
variables, the estimate of this spending ratio (R) can be represented as: 


(1) R=r ritr; trr 


where 7, is the mean, or “standard,” spending ratio in the population. By 
means of variance analysis, estimates are obtained of the 7’s for different 
income-family-size-occupation cells, 

2. Estimates of the aggregate effects of these variables are derived for 
years for which the necessary cross-section data are available. This is done 
by using the estimates derived from (1) to compute that portion of the year- 
to-year change in the aggregate spending ratio due to these variables. The 
estimate of this aggregate ratio for a given is: 


(2) Rent X (Y/Y): + È V/V) + X (Y:/Y)r 


where Y represents aggregate income, Y; the aggregate income of those at 
income level 7, Y; the aggregate income of those in family size j, etc. 
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An equation similar to (2) is obtained for a base year, which when sub- 
tracted from (2) yields an estimate of the change in this ratio. The resulting 
expression multiplied by aggregate income in the given year provides an 
estimate of the shift in aggregate expenditures (X) attributable to shifts in 
the distribution of families by these cross-section variables, i.e.: 


(3) AX = V(AR; + AR; + AR:) 
where, for example, 
AR; = > (V./V _ Vin/ Fiori. 


3. By means of interpolation, estimates of the distributional effect, AX, 
are obtained for other years in the period of observation. This variable is then 
incorporated into a time-series function regressing aggregate expenditures on 
AX and on such other time-series variables as may be considered relevant. 

Lippitt provides a convincing demonstration of the possibilities of the 
method by applying it to the prediction of the demand for house furnishings 
for 1946-53 on the basis of time series for 1929-41 and cross-section data for 
1929, 1935-36 and 1941. He demonstrates that the distributional effect, AX, 
has a pronounced effect on the expenditure ratios obtained for the benchmark 
dates as well as for the postwar years 1950 and 1953. The variable, AX, is also 
shown to make a significant contribution to the time-series relation, both by 
improving goodness of fit and increasing accuracy of prediction. 

Unfortunately, the study is not without limitations, most of them recognized 
by the author. For one thing, underlying the feasibility of the method is the 
assumption of additivity of the effects of the cross-section variables, an as- 
sumption that is supported by analysis-of-variance tests on 1935-36 expendi- 
ture data. However, these tests were carried out on group averages, which are 
notorious for suppressing interaction effects in consumer behavior studies. To 
judge by some past work of the reviewer (“Service Expenditures At Mid- 
Century,” in Conference on Consumption and Saving, University of Pennsyl- 
vania, March 30-31, 1959, to be published), had the more valid approach 
been followed of carrying out the analysis for individual families—an approach 
which, with unequal class numbers, is not exactly a statistician’s delight— 
significant interaction effects would very likely have been obtained. If so, 
the procedure outlined does not produce unbiased results. 

Question may also be raised regarding the extent to which effects determined 
from cross-section data are applicable over time and therefore can be sub- 
stituted for corresponding variables in a time-series relation. The relationship 
obtained from the cross-section data is a static one: it does not necessarily 
portray what may happen with the passage of time. Thus, the fact that fami- 
lies earning less than $3,000 spend one percentage point less this year on 
housefurnishings than do those earning between $3,000 and $5,000 does not 
necessarily mean that families whose incomes fall below $3,000 next year will 
adhere to the same spending pattern as those previously at that level. It is 
not unlikely, however, that yearly shifts from one cell to another are generally 
relatively infrequent, so that the resulting biases on spending patterns are 
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small on an aggregate basis. This is an area where panel data would be ex- 
tremely valuable. 

Another question relates to Lippitt’s admittedly bold assumption that the 
effect of the cross-section variables remains constant over time, and hence 
effects measured in 1935-36 are applicable to any year from 1929 to 1953. 
In the absence of supporting evidence, it is hard to believe that such an 
assumption is indeed valid. Considering the basic importance of this assump- 
tion to the validity of the method and of the results obtained, it is surprising 
that this assumption does not appear to have been tested, particularly con- 
sidering the availability of the 1950 consumer expenditure data (though pos- 
sibly they did not become available to the author until after he had received 
his union card). 

These comments notwithstanding, there is no doubt that Vernon Lippitt 
has made a real contribution to means of explaining and predicting economic 
behavior. The general procedure may be applicable to areas other than con- 
sumer behavior. In addition the book is clearly written, well illustrated with 
simple examples, and could serve as a model for other technical studies of 
this type. 

ROBERT FERBER 

University of Illinois 


Ausgaben und Verbrauch in Abhängigkeit von Einkommen und Haushalts- 
struktur. By H. GorLNicx. Hannover: Alfred Strothe Verlag, 1959. Pp. 
262. DM 20.75. 

In 1927-28 and again in 1950-51 the official German statistical office 
induced small samples of wage earners to keep diaries of their expenditures 
over a twelve-month period. While the summary results were published in 
1932 and 1957, respectively, it remained for Dr. Gollnick to present the 
relationships of diverse consumer expenditures to explanatory variables and 
to compare the prewar and postwar data. He argues that it is useful to con- 
sider homogeneous groups when one wishes to analyze the relation of consumer 
expenditures to income. The original studies were restricted to families in 
which the head worked for wages and salaries during the entire year; Gollnick 
further restricted the samples to three- and four-person families (husband and 
wife, with either one child or two children under 21) who did not have any 
income in kind. The postwar study is then based on data from 697 families 
who did not differ much by income. The range of the annual family income 
is between 2000 and 8000 DMark, but the income of about 75 per cent of the 
sample falls between 3300 and 4700 DMark. 

The author examines the relationship of various expenditures to the age of 
children and to differences between three- and four-person families, as well 
as between blue-collar and white-collar workers; but the major analyses relate 
expenditures to income. Thus, it is shown which expenditures remain fairly 
stable in different income groups, which increase proportionately to income, 
and which increase more than income. The expenditures for potatoes, bread, 
milk and sugar are inelastic; in the middle ranges are meat, eggs, and rent; 

eand the highly elastic expenditures are for coffee, beer, clothing, furniture, 
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education and recreation. Most income-expenditure curves after the war are 
similar with those before the war. Price differentials have, however, influenced 
consumption. In addition, some structural changes in consumption are shown. 
For instance, 20 per cent less milk was constmed in 1950-51 than in 1927-28 
in all income groups, although relative to other prices milk prices fell by 
approximately 10 per cent. “The cause for this surprising development prob- 
ably is to be found in the successful weaning of the consumers from milk dur- 
ing the war years and the first post-war years” (p. 158). To the reviewer this 
explanation is more surprising than the finding itself; commonly deprivation 
makes a commodity more desirable so that consumption rises after the short- 
ages have disappeared. 

Although the author presents numerous regression equations and their sta- 
tistical significance, the limitations of the data are not discussed adequately. 
A few words are said about the fact that the prewar study was conducted 
during a prosperous year while the postwar study took place at the very 
beginning of the upswing, two years after stebilization, when there was much 
deferred demand. No reference is made to the fact that the prewar study 
embraced all Germany and the postwar study only Western Germany. How 
the samples were selected is not discussed and possible limitations of the 
diary method, particularly regarding the income data, are not mentioned. 

The volume with its very extensive material—there are 54 tables and 80 
charts—is disappointing to the reviewer in a deeper sense, too. Because of the 
limitations of the material, there is no discussion of the great economic prob- 
lems on which the reviewer hoped some light would be shed. In the course of 
a few years, West Germany rose from great poverty to widespread prosperity; 
how has this transformation affected consumption patterns? We cannot receive 
even a hint of the answer to this question because the material relates, as said 
before, to 1950-51 and no similar studies and no comprehensive income, sav- 
ings, or expenditure surveys were conducted since that time in Germany. 
Simlarly, we do not receive any information on the effects of income increases, 
upward mobility, or consumer expectations on consumer expenditures. The 
differences among social classes and betweer. the expenditure patterns of the 
rich—who have been excluded from the studies here discussed—and of the 
poor are not studied. 

The usual explanation an American traveler receives in West Germany for 
the absence of a variety of much needed economic studies and especially of 
cross-section studies (in contrast to analyses of aggregate data) is lack of 
funds. The author of the present study alsc refers to this lack when he ex- 
plains why he was not in a position to use 2lectrenic equipment needed, for 
instance, for multivariate analysis, It would be a sad commentary indeed, if it 
were true, that Germany, once in the forefroat of scientific inquiry and today 
one of the most prosperous countries in tke world, had not enough funds 
available for an economic and sociological enalysis of its prosperity. 

GEORGE Katona 

University of Michigan 
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Dynamic Changes of Income and its Distribution in Japan. By CHOTARO 
TakaHAsHi, in collaboration with Ryoraro IJocui and Kiocur Emi. 
Economic Research Series No. 3, The Institute of Economic Research, 
Hitotsubashi University. Tokyo: Kinokuniya Bookstore Co., Ltd., 1959. 
Pp. 182. 


This study, concerned chiefly with shifts in income distribution over the 
course of the business cycle, falls into three parts. The first consists of a brief 
analysis of the various measures of dispersion employed in the-study, while 
the remaining two portions, dealing with the substantive problem itself, are 
concerned respectively with the period up through 1944 and the postwar 
period in Japan. In its treatment of these two periods the study utilizes a 
variety of data. The analysis of the former period considers tax statistics (on 
personal income and profit) and wage data classified by industry and sector 
of the economy, while the analysis of the postwar period employs income tax 
statistics, special studies of family income and expenditure, and welfare survey. 

In so far as the main problem of the study is concerned (the cyclical rela- 
tion between income level and income dispersion), the results are inconclusive. 
Much of the data, particularly those dealing with the period up through 1944 
(where the data sometimes cover several decades) indicate that income dis- 
persion grows during the period of expansion and falls during the period of 
contraction. (A notable exception to this pattern is the period of the second 
world war itself; and it may be noted further that, for the first time over any 
comparable period covered by the statistics, the data clearly show a move- 
ment toward greater equality since the war’s end.) However, the statistics 
revealing the parallel cyclical movement of income level and income disper- 
sion are largely those drawn from tax returns up through 1944. Owing to the 
high exemption level, as the study notes, the personal income tax returns cover 
only the highest 10 per cent of the income recipients and account for only a 
fraction of the national income. The data thus reflect changing cyclical dis- 
persion mainly among property-income recipients. 

Though the wage data are not comprehensive, the analysis here does in 
fact suggest (along with a portion of the welfare survey findings) that, cycli- 
cally, the level and dispersion of income among the lower-income groups move 
in opposite directions. This movement, as is observed, may well overbalance 
the effects of any wage lag relative to profits during both phases of the cycle 
and determine the pattern for the distribution of income as a whole. If so, this 
would conform to the findings for the United States which, at least for the 
period 1939-1949, indicate that, owing to a variety of movements affecting 
lower and middle income groups (movements to jobs with higher pay or lower 
income dispersion, a reduction of income differentials, a rise in the number of 
full-time workers, and an increase in the number of supplementary family 
workers), income inequality declined for the distribution as a whole, (Cf. 
Herman P. Miller, Income of the American People, New York: 1955, esp. Ch. 
8 and 9.) It may be noted that a recent study, Employment Structure and 
Business Fluctuations, by the Economic Planning Agency in Japan, indicates 
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that, owing to the attractiveness of higher wage rates, here too the number of 
supplementary family workers increases during periods of prosperity, and that 
the common supposition that, over-all, such workers swell the labor force during 
periods of contraction (in an attempt to maintain family income) is incorrect. 

It appears that Takahashi and his collaborators have made extensive use 
of available statistics in Japan in their painstaking analysis, Indeed, in view 
of the (acknowledged) inadequacies of the data bearing upon the central 
issue, the statistical analysis may well appear too painstaking. As the statistics 
are presented segmentally (with each type of data considered separately and 
in a rather unintegrated fashion), the study sometimes leaves the reader in 
doubt concerning the rationale of the procedure and the authors’ own views 
on the general significance of their findings. The authors, however, offer their 
work mainly as a preliminary exploratory venture, not as an argument in 
confirmation of a specific hypothesis. As such the work will provide material 
(particularly on various subsidiary movements revealed by the different 
types of data) for those studying the same question in other countries and 
will serve as a pathbreaker in a field which is certain to grow in importance in 
Japan. 

EucENE ROTWEIN 
Kobe University, Japan 


Wirtschaftsgestaltung. By Hans Bayer. Berlin: Duncker & Humblot, 1958. 
Pp. xvi, 758. DM 58.60. 

As an economist Hans Bayer was brought up in the tradition of the Austrian 
School. He began his career as an assistant to Professor Mayer at the Uni- 
versity of Vienna, taught as professor of economics at the University of Inns- 
bruck, and is now director of the Sozialakademie Dortmund. Of his writings, 
Wirtschaftsgestaltung is up to now the most significant. It represents a syn- 
thesis of economics, achieved through an applied theory of economic tensions 
(Spannungen). In his aim for synthesis Bayer is progressing along the road 
indicated by Johan Akerman (Das Problem der sozialékonomischen Synthese, 
Lund 1937); in his systematic attempt to view the economy as a complex of 
economic tension relationships he is making an original contribution to dy- 
namic economic theory. 

The first part of the book is an exposition of the modern problems of na- 
tional and world economy as well as of those that have arisen in the-course 
of economic history. Through this exposition the basic relationships in the 
economy are recognized, and illustrations are provided for the second part 
of the book which constitutes a theory of economic tensions. Existing the- 
ories are found to consider economic tensions only to a degree. In his own 
analysis of tensions Bayer distinguishes (1) tensions between relative and 
absolute values, (2) tensions between consumption and production, (3) ten- 
sions between the economic spheres of money and goods, and (4) tensions 
between the individual and society. 

Testing his theory on four models (simple economy, free competition, mon- 
opoly, and monopolistic competition), Bayer puts to excellent use the suc- 
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cessive approximation techniques of the Austrian School. The model of simple 
economy (Friedrich von Wieser’s einfache Wirtschaft) corresponds to the 
principle of Wirischaftsgestaltung, where “the decisions are from the outset 
directed toward the achievement of all-over goals” (p. 454). The concept of 
Wirtschaftsgestaltung does not, however, exclude free competition. 

The comparison of the models is tied to the question of the possible reduc- 
tion (Uberbriickungsméglichkeiten) of tensions which exist in various models, 
because it is through the reduction of tensions that the goal of the economy 
can be reached. In contrast to the view championed by Max Weber, which 
limits the economist to the analysis of what is, Bayer’s system is oriented 
toward absolute values, and these can be arrived at ontologically. From such 
perspective the goal of the economy is “to secure constantly the widest pos- 
sible material basis for the development of personality” (p. 417). Of the four 
models, that of the simple economy is the best suited to lead toward the 
achievement of this goal. The model of monopolistic competition is found to 
be the least satisfactory because “from a national-economic standpoint 
monopolistic competition essentially combines the disadvantages of free com- 
petition and those of the monopoly” (p. 476). 

The realization of the model of simple economy is dealt with in the third 
part of the book. The investigation shows possibilities of wide decentralization, 
which permits an unrestraining (freéheitlich) realization of the model. Through 
co-ordination of autonomous social forces (Ordnung von unten her) only a 
few residual tasks are left to the central authority (Ordnung von oben her). 
Thus Bayer closes the circle which leads from empirical evidence by the way 
of theory back to the solution of actual problems indicated at the outset. In 
the successful application of theory to current economic problems lies the 
significant difference between Bayer and the Austrian School which, finding 
complacence in the theory, failed to provide solutions to the pressing questions 
of its time. 

Bayer’s style is lucid and pervaded with a sort of Gemiitlichkeit which 
comes to expression in colorful analogies and examples. Much of the material 
which Bayer uses as empirical evidence has been collected during his travels 
through Europe, America, and Asia. His impression of a certain relaxation in 
Chinese planning would have to be re-evaluated in the light of the introduc- 
tion of the communes in 1958. While there was some decentralization of 
decision-making because of the new small-scale industries operated by the 
communes, there resulted also a weakening of the position of the family, 
which Bayer considers an important factor in the Ordnung von unten her, A 
thorough application of tensions apparatus—smutatis mutandis—to the com- 
munist system would be of great interest, but this would be too much to 
demand from the single-handed author who, as it is, has shown an intimacy 
with the modern theoretical and practical literature which would ordinarily 
be expected only from a team of specialists. 

TOUSSAINT HOČEVAR 
Northern State Teachers College 
Aberdeen, South Dakota 
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Economic History; Economic Development; National Economies 


The Comparative Study of Economic Growth and Structure. New York: 
National Bureau of Economic Research, 1959. Pp. viii, 200. $3.00. 

This is a report on two National Bureau conferences which considered 
research objectives in the area of comparative national economic growth and 
structure. Part I, by R. W. Goldsmith, presents the results of the exploratory 
survey at these conferences, while Part II reproduces eleven supplementary 
memoranda by individual economists (Aubrey, Cairncross, Colm and Geiger, 
Goldsmith, Hagen, Hirschman, Hoselitz, Kuznets, Reynolds, Spengler, and 
Tinbergen). 

Obviously the basic questions involve the selection of what problems are to 
be examined, in what countries, during what periods, and with what methods. 
Goldsmith offers such answers as the following: the selection of topics should 
be guided primarily by the coniribution they can make to an understanding of 
the character of the growth process and the relative importance of the various 
factors which retard or accelerate it; these findings should be expressed 
wherever possible in the form of measurable relations; the comparative study 
should be world-wide, free from dependence on Western industrialized capital- 
istic societies and the experience of the last century; particular attention 
should be given to a systematic and statistically founded study of the early 
stages in the development of countries that are now advanced; the statistical 
techniques should be related mainly to an extensive use of the national ac- 
counting approach, with only secondary reliance on formal econometric 
models and input-output techniques. In view of our fragmentary knowledge 
of growth, it is understandable that these answers must necessarily be simply 
suggestive. Indeed, the report lists more than a hundred substantive problems 
regarded as directly relevant and important. 

The selection of an order of priorities within such an overwhelming catalog 
is but one basic problem confronting those making comparative studies of 
growth. Another is that, although comparisons can best be made in terms of 
a typology of countries and phases of development, there cannot be a “cor- 
rect” typology: one typology can only be considered as more convenient than 
another, depending on the choice of problems. It is therefore a somewhat 
meaningless exercise for Goldsmith to offer a “master list” of 20 countries, 
although he would justify it by his desire tc have comparative studies cover 
as much as possible of the world’s population or income, together with an 
“adequate” representation of countries situated in different parts of the world, 
and of countries having different levels of real income per head, different 
dominant branches of the economy, and different economic systems. 

We may also wonder just how instructive a comparative study can be if 
its major emphasis is limited to the economic aspects and the quantitative 
dimensions of growth. For the sake of efficiency in research, Goldsmith sug- 
gests that comparative studies start with the economic aspects and leave the 
integration with noneconomic factors to the future. This, however, presupposes 
that the economic and noneconomic aspects can be examined in simply a 
serial or additive manner—a dubious proposition. An interdisciplinary ap- 
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proach is also necessary to modify the economic analysis itself. Although 
Western economics is not irrelevant for poor countries, its application to 
particular countries does require amendment according to the institutional 
environment and specific social and cultural factors. Moreover, some of these 
ancillary disciplines have used the comparative approach much more than has 
economics; recourse to the knowledge they have accumulated would strengthen 
the methods and results of comparative economic studies. 

The emphasis on the quantitative approach may also be unduly narrow. As 
Cairncross suggests, its adoption “necessarily introduces a bias to the analysis 
of economic growth, since it concentrates attention on what can be and has 
been measured, while other changes that may be of more fundamental impor- 
tance are slurred over, and the causal interconnections that such research 
aims to establish may not emerge at all” (p. 106). In their memoranda, 
Hagen, Hirschman, and Hoselitz also support this view. 

The diverse viewpoints expressed in the several memoranda defy any gen- 
eral summary. These are, however, strong individual statements, and a 
reader may accordingly find them more provocative than the broader survey in 
Part I. 

Finally, the proposed organization of a center for comparative quantitative 
study of economic growth will be welcomed by the student of growth (unless 
he is already immune to the establishment of yet another center). Such a 
center could perform the valuable functions of systematically collecting com- 
prehensive data, testing hypotheses, integrating the comparative studies of 
individual researchers, and training specialists in comparative quantitative 
studies on an international scale. 

It is to be hoped that this report will generate considerable response. For 
despite the continuous flow of country studies, there is still a dearth of syste- 
matic and thorough comparative studies. Serious attention to the pertinent 
suggestions offered here could do much to overcome this deficiency. 

GERALD M. MEIER 

Wesleyan University 


An Econometric Model of Postwar State Industrial Development. By WILBUR 
R. THompson and Joun M. Martrtira. Detroit: Wayne State University 
Press, 1959. Pp. viii, 116. $3.00. 

This short volume reports the results of a 48-state multiple correlation and 
regression analysis of employment growth for the period 1947-1954 in 20 
manufacturing industry groups taken from the two-digit classification of the 
Census of Manufactures. 

Thompson and Mattila begin by computing simple correlation coefficients 
between annual average change in total employment and 13 “independent” 
variables representing 5 classes of factors which might be expected to influence 
interstate differentials in employment growth: prior growth of the local 
market, prior industrialization, state and local taxes, labor market character- 
istics, and educational levels and facilities. 

They find that those variables chosen to represent the prior growth of the 
local market—state population and income changes (1940-1947)—show a 


462 THE AMERICAN ECONOMIC REVIEW 


fairly high degree of association with subsequent employment growth. Any 
implications of causality are, however, unwarranted. This is particularly true 
since the degree of association is highest for such industries as transportation 
equipment, instruments, fabricated metal products, and paper and allied 
products, which, with the possible exception of some branches of the fabri- 
cated metal products group, can hardly be expected to depend on the local 
market for their growth. 

The second group of variables—average annual change in employment in 
all manufacturing 1939-1947, expenditures for new plant and equipment, and 
average annual number of patents issued to new residents, 1946-1948—are 
chosen to represent the prior degree of state industrialization. Of these vari- 
ables, the correlation coefficients are generally statistically significant and of 
the expected sign (but exceed .8 in only two cases) for the durable-goods 
industries, but for only paper and allied products among the nondurable-goods 
industries. 

The variables chosen to represent state and local taxes do not show sig- 
nificant association with employment growth in any industry. 

Labor-market characteristics are represented by average annual earnings 
in manufacturing, 1949, and by estimated trade union membership as a per 
cent of nonagricultural employment, 1947. The only significant associations 
of the expected sign occur in the apparel industry, in which employment 
growth correlates negatively with both labor-market variables used. The 
authors recognize that they might better have included a productivity index 
among their labor-market variables. 

The final variables relate to educational levels and facilities. The average 
level of education, represented by median school years completed by persons 
25-years old and older, 1950, shows significant association with employment 
growth in only the lumber and wood products industry—a most surprising 
result if given a causal interpretation. The two college variables—number of 
college graduates, 1950, and total staffs of institutions of higher learning, 
1947-1948—show significant association with employment growth in the 
durable-goods industries and in paper and allied products. 

The bivariate analysis is followed by a derivation of multivariate employ- 
ment-estimating equations for the 20 industry groups. The two variables 
which show the closest bivariate association with employment growth in each 
group are combined into multiple regression equations, Because of the high 
degree of intercorrelation between the variables which show a fairly high 
degree of association with employment growth in the bivariate analysis, the 
coefficients of multiple correlation for the estimating equations are appre- 
ciably higher than the simple correlation coefficient for the best single explana- 
tory variable only in scattered instances. 

The authors supplement their study of average annual change in total 
employment with a parallel analysis of the rate of growth of employment. The 
results of this second foray are only marginally different from those of the 


first. 
How well does this volume fulfill the authors’ stated purpose: “to learn 
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more .. . about the basic causes of the growth and decline of state econ- 
omies” (p. v.)? The major positive result of the study is that employment 
growth in the durable-goods industries is associated with prior industrializa- 
tion (i.e., that agglomerative factors are at work in these industries), and that 
it has taken place in the richer states which had a relatively large number of 
college graduates at the beginning of the period. Apart from this result, the 
study offers few plausible generalizations. 

To the reviewer, the meagerness of the findings suggests that the model is 
overly aggregative. The findings probably would have been far richer had 
separate models been formulated for that portion of manufacturing which 
serves the national market, and for that portion which is more purely resi- 
dentiary. Further, the explanatory variables used do not include productivity- 
adjusted cost data. Such data are difficult to obtain and their use would prob- 
ably require separate models for each of the nonresidentiary industries. How- 
ever, it is likely that satisfactory results would have been achieved through 
their use. 

In their preface, Thompson and Mattila tell the reader that what they offer 
is “primarily a bit of our education as grist for your educated guesses.” The 
regional specialist who keeps its tentative nature in mind will benefit from a 
close examination of this work. 

Wittiam WOLMAN 

Washington State University 


The Social Evolution of Industrial Britain: A Study in the Growth of our 
Industrial Society. By L. G. Jonson. Liverpool: Liverpool University 
Press, 1959. Pp. viii, 178. 25 s. 

Dr. Johnson, senior lecturer in economics in the University of Leeds, has 
written a particularly timely study. In a period characterized by the wave-like 
spread of the industrial revolution to new areas, attention has recently been 
focused on the technological achievements of the past two centuries, because 
of the interest in accelerating the “take-off” of the industrial development of 
the new industrial nations. But this preoccupation should not be permitted to 
lead us to overlook the pool of social and political experience which has ac- 
companied industrial development. 

This thoroughly documented essay on the economic and social influences 
and the politico-economic views which played their part in the integration of 
the British working class into British society is a basic companion piece to the 
recently well-publicized researches of W. W. Rostow into the stages of in- 
dustrial growth. Rostow’s analysis of the patterns of industrial development 
makes due allowance for the role of nationalism, in all its cultural ramifica- 
tions, in determining the crucial choices which are made as industrialization 
reaches “the dangerous stage of maturity.” The choices of mass consumption 
or welfare arrangements are viable, but the third alternative, that of the pur- 
suit of external power and influence, requires redirection in our modern world. 
The position occupied by the working class in an industrial economy is a basic 
determinant of these choices. 
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Johnson’s study serves to explain one of the Marxian misjudgments, noted 
by Rostow, that the working class accepted the framework of private capi- 
talism when it was combined with political democracy. His study treats his- 
torically of the manner in which working class integration was actually 
achieved, the profound causative economic changes, and the prevalent views 
among statesmen, economists, idealists, spiritual leaders, statisticians and 
working class leaders in regard to the proper form of integration. What 
emerges is the significance of the working class not merely to the economic 
development of Britain, but also to its political and cultural development. 

Working class integration into British society was the product of a complex 
of factors. These included the British genius for accommodating to hetero- 
doxy, the wealth of the free enterprise economy and the rise in real wages, and 
the democratic experience gained by workers in their private self-help organi- 
zations, including the cooperatives and the unions. In the first stages of dem- 
ographic and technological revolution at the start of the last century, the 
peopling of the new industrial centers was accomplished by the workers them- 
selves. Although uprooted from native habitats, they remained in their own 
country. They carried with them the British iraditions of Parliament as an 
“institution of community,” of an interest in education despite its limits, and 
of the community spirit to which the religious evangelical movements had 
contributed. They cooperated and they made contributions to technological 
change, accommodating themselves to the new environment rather than seek- 
ing a recreation of society as contemplated by Owenite communism, The com- 
munity spirit was reflected in the growth of savings banks and mutual benefit 
societies, in which experience was gained for the later organization of coopera- 
tive organizations and trade unions. 

The expanding influence of the working class through trade union organiza- 
tion was formally recognized with the enfranchisement of the workers and the 
trade union legislation of the ’sixties and ‘seventies. Conservatives and liberals 
vied for the political support of the workers, thus hoping to achieve social 
harmony. Others decried the divisive influences of trade unions, functioning 
as restrictive combinations, violative of the common law. The trade unions 
conformed to neither view, as Johnson points out. They served to make expli- 
cit the distinction between capital and labor, rather than serving as agents of 
social unity. On the other hand, rather than plunging society headlong into 
anarchy, they contributed to the increasing vigor of a society which was mov- 
ing “to a new position of equilibrium.” 

The independent political role taken by the labor movement at the turn of 
the century was the product of many influences. There was an abiding concern 
with the state of the working class among all classes of British society. The 
“problem of poverty” and “the state of the people” were matters of wide- 
spread concern. Fabian socialism, with its perspectives rooted in working class 
efforts through trade unions and cooperatives, held Parliament to be an insti- 
tution which represented the interests of the entire community. The strains of 
Utopian socialism also continued to have their influence for, in the author’s 
view, they were rooted in the community sense of working people, with their 
zest for the cultural and spiritual interests in life, as well as the material. It is 
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political and religious freedom with its attendant pluralism and community 
spirit to which the author attributes the direction which the British social 
fusion has taken. 

Johnson’s book is not only a tract for the times for the newly emerging in- 
dustrial economies. It is also an appeal for understanding within Britain itself. 
As he points out, the wartime dislocation of the British economy placed the 
country virtually in the position of an underdeveloped country with regard to 
future economic orientation. Trade union leaders had to work together with 
management and politicians to raise levels of production in key industries. In 
assessing the economic prospects and problems which confront Britain, the 
author cautions against the tendency to the shortening of memory which comes 
with the apparently incessant changes accompanying industrialization. His is 
an appeal to the realization of the role of political democracy and community 
identification in meeting the new technology, the requirements of productive 
efficiency in the present intensified competitive world situation and in the 
possibility of reorientation in collective bargaining. The British experience 
cannot be recapitulated in detail elsewhere; but the connection between de- 
mocracy and the integration of the working class into society does have uni- 
versal applicability. It is a major assurance that the viable choices will be 
made by the mature economy. 

Josep P. GOLDBERG 
Washington, D.C. 


De Caboul à Pékin: rhythmes et perspectives d'expansion économique. By 
GILBERT ÉTIENNE. Geneva: E. Droz; Paris: Minard, 1959. Pp. 268, 20.— 
sw. fr. 

The author’s aims in this book are to describe the differences characterizing 
nine Asian economies (Afghanistan, Thailand, Cambodia, Malaya, Ceylon, 
Pakistan, Indonesia, India and China), and to compare and assess their ef- 
forts to maintain or raise levels of living in the past decade. “Level of living” 
is viewed mainly in terms of per capita food consumption. Consequently, both 
the data and discussion emphasize population and food production ratios, time 
series, and growth rates. Though reference is occasionally made to nonfood 
crops, as well as to industry, transport and services, the author often seems to 
look at the population-food relationship in terms of closed economies, and 
hence to overlook the relevance of specialization and international trade. If 
the rate of population growth exceeds that of domestic food production, it 
doesn’t necessarily follow that investment and technical assistance should be 
concentrated in agriculture. Though this inference may in fact be warranted 
in several of the countries Étienne visited and studied, the relevant considera- 
tions entail comparative costs and prospective terms of trade, not simply 
demographic trends. 

The descriptive material used by Étienne is accurately and conveniently 
arranged to facilitate a quick overview of each of the countries covered. There 
is, however, very little that is new in his account, and one can find more com- 
plete data in the U.N. Demographic and Statistical Yearbooks, and the an- 
nual Economic Survey of the Economic Commission for Asia and the Far 


466 THE AMERICAN ECONOMIC REVIEW 


East. Still, there are some surprises; for example, the natural rate of popula- 
tion increase in Malaya is 3.4 per cent and in Ceylon 2.8 per cent; and the 
Chinese have contrived various “anti-Malthusian” arguments for regulating 
population based mainly on improving the health and productivity of mothers, 
and increasing their annual working days! Readers interested in a readily in- 
telligible survey of some of the main facts and probiems concerning economic 
development in the Asian area will find the book worth a rapid reading. 

The first third of the book deals with Afghanistan, Thailand, Cambodia, 
Malaya, Ceylon, Pakistan and Indonesia. Etienne groups the first four to- 
gether because of their relatively favorable progress and prospects for reach- 
ing or maintaining a “tolerable” standard of living, which he defines as a daily 
per capita consumption of 2,000 calories and an annual per capita income of 
$100 dollars [sic]. Ceylon is discussed separately as “a more difficult case,” 
because of its high rate of population growth and its resource limitations. 
Pakistan and Indonesia, “where problems become more complex,” are also 
viewed rather pessimistically; Pakistan, because of soil depletion, resource 
limitations, and its geographic split; Indonesia, largely because of adminis- 
trative and political shortcomings. 

The remaining two-thirds of the book is devoted to a description and com- 
parison of the development plans and progress of India and Communist China. 
Up through the end of 1957, Etienne finds India’s growth slower than China’s, 
but not uniformly so. In machine-tool and textile production, for example, 
India’s percentage growth rates exceeded China’s, and in basic food produc- 
tion India’s percentage growth in per capita output slightly exceeded China’s. 
But with the “great leap” of 1958 and 1959, China apparently moved ahead 
by a substantial margin in all fields. Although Etienne doesn’t provide better 
data than have been available before, his interpretation of the official data and 
their significance seems well balanced. Without presuming the data to be en- 
tirely accurate, he stresses that the relevant issue isn’t whether they are off by 
10, 20, or 30 per cent, but rather how, regardless of the reasonable corrections 
that might be made, the growth that remains has been so large relative to In- 
dia’s. In seeking answers he stresses China’s success in mobilizing its masses 
for capital-creating uses, its concentration on raising agricultural yields rather 
than attempting to increase cultivated area, its decentralization of industry 
and its encouragement of sharply differing technologies in a given industry to 
take advantage of dispersed resources and varving labor costs and skills, Even 
though the disenchantment with backyard furnaces occurred after his book 
went to press, Etienne is probably right in suggesting that some of China’s 
methods of accelerating growth may be relevant in noncommunist countries 
as well. 

Etienne concludes on a hortatory note concerning the need for the non- 
communist countries in the Asian area to step up their own development ef- 
forts, to profit from China’s example in so far as it is relevant, and to obtain 
more external assistance from the West, though he doesn’t find ground for 
optimism on any of these counts. 

CHARLES WOLF, Jr. 

The Rann Corporation 
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The Welfare State in New Zealand. By J. B. Convurrre, London: Allen & 
Unwin, 1959; New York: Macmillan, distributor. Pp. 396. 35 s. 


J. B. Condliffe is one of New Zealand’s most visible exports. He left New 
Zealand about 30 years ago, after a period as professor of economics at Can- 
terbury University College (now the University of Canterbury) and has since 
served with distinction in the United States and in international economic 
organizations. 

His book, New Zealand in the Making published in 1930, has long been re- 
garded as the standard economic history of New Zealand, and it was with 
great pleasure that New Zealanders heard that he intended to revise this work 
and to extend it to cover the important economic and social events which have 
occurred during the past three decades. 

In the event, he has produced two new books—firstly, a revised edition of 
New Zealand in the Making, which concentrates primarily on the economic 
history of New Zealand up to 1935, and secondly, the book under review, 
which is mainly concerned with the story of the new period of social and eco- 
nomic experiment which began with the advent of a Labour Government in 
the mid-thirties. It is incumbent upon the reviewer to point out, however, 
that important aspects of the more recent period, such as the adaptation of the 
Maori people to economic and social change, and the growth of certain in- 
dustries, are covered in New Zealand in the Making, while important features 
of the earlier period, such as the earlier history of borrowing for development 
or of the regulation of wages by the state, are dealt with in the book under 
review. Thus, the reader who wants a reasonably complete picture of develop- 
ments in either period must necessarily consult both works. 

The Welfare State in New Zealand can be recommended as providing a 
very fair and comprehensive assessment of New Zealand’s economic and social 
history during the past twenty-five years. After the first two chapters which 
deal with the impact of depression and the “insulation” policies of the Labour 
Government which was in office between 1935 and 1949, the book takes the 
form, not of a connected historical narrative, but of a series of essays on the 
structure of the economy, borrowing for development, the economic functions 
of government, the regulation of wages, social welfare policies and New Zea- 
land’s role in the world. This method of approach may make it difficult for 
the overseas reader to obtain a clear picture of the background against which 
changes in policy have taken place, especially in the period after 1949. Never- 
theless, he will find a useful collection of information, not available in such 
convenient form elsewhere, on the subjects mentioned above, together with an 
objective assessment of the policies followed by successive governments dur- 
ing the period. 

It is, of course, difficult for the writer of a history book to satisfy all of his 
readers with the relative emphasis which he gives to various topics. In future 
editions, I would myself welcome a fuller analysis of the effects of the measures 
taken to try to stabilize the incomes of exporters, measures which are rather 
sketchily analyzed in Chapters 2 and 3. I find the treatment of state regula- 
tion of wages inadequate because it fails to discuss the important system of 
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varying minimum award rates of wages by General Orders of the’Court of 
Arbitration. And, in the last chapter, on New Zealand in the World, it is sur- 
prising that so much emphasis is placed on New Zealand’s relations with its 
island dependencies and with Asia, and so litile space given to trade relations 
with Britain, Continental Europe and the United States, to the preferences 
accorded to and received from the United Kingdom, and to New Zealand’s 
role in international economic organizations, particularly GATT. 

However, despite these limitations, it can confidently be said that there is 
no better book available on New Zealand’s recent economic and social history. 

F. W. HOLMES 
Victoria University of Wellington, New Zealand 


Portrait of a Modern Mixed Economy: New Zealand. By C. WESTSTRATE. 
Wellington: New Zealand University Press, 1959. Pp. x, 310. $4.75. 

The author calls his book a Portrait of the New Zealand economy, but its 
style and organization might better be described by the word Anatomy. Pro- 
fessor Weststrate, who came to the University of New Zealand from a chair at 
Leyden, defines his approach as “morphological, or rather characterological,” 
deriving from the work of Sombart and Eucken. What he does is to examine 
each of the main features of the economy and to ask an economist’s questions 
as to the effectiveness with which it functions. After analyzing the mixture of 
collective and individualistic elements to which its title refers, the book dis- 
cusses in turn the purposes of public policy, the continuing dependence on 
external trade, and the rate of economic growth. 

“Far from being a simple agrarian economy,” New Zealand “is a modern 
mixed economy with all its complexities. It shows communal control of eco- 
nomic life in many forms. It has an important public-enterprise sector,” most 
of which antedates the Labour Party and owes its origin more to opportunism 
than to dogma. “The corporate elements” in the economy “are numerous and 
some of them are influential.” By this term, which may startle his New Zea- 
land readers, Professor Weststrate refers to the marketing boards for primary 
products which exercise governmental authority but are largely operated by 
representatives of the organized producers. “Communal care of individual wel- 
fare . . . is well developed”; the “wings” of the welfare state have a wide span 
and give remarkably full cover. Finally, the system of compulsory arbitration 
represents “an unusual element of central direction.” 

Morphology without genetics makes hard reading. Many students will pre- 
fer to learn about the welfare programs in an account that traces their origins 
to two periods of national emergency and about the marketing boards in an 
account which places the battles over their formation in their social and po- 
litical setting. These they may find in J. B. Condliffe’s book on The Welfare 
State in New Zealand, and many will also feel the need of the background of 
development provided by the same author’s New Zealand in the Making. 


17, B. Condliffe, The Welfare State in New Zealand and New Zealand in the Making, 
London, 1959. The second of these volumes is a substantial revision of a book first pub- 


lished in 1936. 
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Professor Weststrate’s method gives no opportunity to examine the degree to 
which the special characteristics of New Zealand derive from its origins as a 
“new” country and from the circumstances under which the small man’s in- 
dustry of dairying came to overshadow the large man’s industry of wool- 
growing. 

On the other hand, students of comparative economic organization will find 
particular value in a book specifically planned to permit international com- 
parison. The author looks at the New Zealand scene with the eyes of a scholar 
whose principal training and experience have been obtained elséwhere. A 
native of the country would probably not have called attention to the almost 
complete absence of anti-trust legislation or related the marketing agencies to 
Portuguese and Dutch corporatism. Some of the specific comparisons are of 
considerable interest. According to the estimates presented, New Zealand is 
second to the United Kingdom both in the proportion of gross national in- 
come devoted to welfare measures, as compared with the Netherlands, Sweden 
and Australia, and in equality of income distribution, as compared with Swe- 
den, Denmark, the United States and the Netherlands. Economists will re- 
spect the persistence with which the author presses the question of the eco- 
nomic consequences of the measures examined, even though the answers are 
often admittedly inconclusive. They will appreciate also his demonstration 
that the purposes embodied in public action—such as economic development, 
full employment, stability of agrarian income, greater equality, and “some 
insulation from disturbances from overseas”—are not in all cases fully com- 
patible. Some at least of these incompatibilities are, as he suggests, character- 
istic not only of New Zealand but “more generally of the modern mixed econ- 
omy.” 

CARTER GOODRICH 

Columbia University 


New Forces in American Business: An Analysis of the Economic Outlook for 
the ’60s. By DEXTER M. KEEZER and Associates. New York: McGraw- 
Hill Book Co., 1959. Pp. 278. 


Will the American economy sustain through the next ten years the “re- 
markable record of both growth and stability” it has experienced since 1946? 
Mr. Keezer and his associates of the McGraw-Hill Department of Economics 
give a confident, affirmative answer. They foresee “relatively steady growth 
and prosperity”: over the next decade as a result of institutional] changes 
which make the economy basically different from what it was before the sec- 
ond world war. The argument behind this unequivocally stated forecast is 
clearly and forcefully outlined in this well-written book addressed to both 
businessmen and professional economists. The latter, however, will find the 
book more useful as something to recommend to laymen and undergraduates 
than as a source of new or deeper insights into the workings of an awesomely 
complex economy. 

The only major qualification to the prognosis is that although the general 
condition will be one of growth and prosperity over the decade, the actual 
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time-path will be somewhat irregular, and, say the authors with equanimity, 
short periods (“months”) of unemployment amounting to 6 or 7 per cent of 
the labor force are likely. Technological bottlenecks will be as important here 
as dips in general business conditions. For recessions of this magnitude the 
authors would rely on automatic stabilizers and the inherent recuperative pow- 
ers of the economy—and on generous unemployment compensation. More in 
the nature of assumptions than qualifications are the views expressed on the 
prospects of a major war (none expected), shortages of basic resources (none 
before 1970), the intrinsic social value of economic prosperity (beyond the 
scope of their book), and the “prospective capacity of corporate management 
to do its job” effectively (not a problem). Readers will vary in their judg- 
ments as to how these premises affect the authors’ conclusions. 

Unlike most optimistic forecasters, the authors take pains to state and 
answer the arguments of those who are fearful about the continued good 
health of the U.S. economy. Specifically, they reassure those who fear the 
following: (1) a depression brought about by a relaxing of international ten- 
sion (the rebuttal: rising, not falling, defense spending is much more likely) ; 
(2) runaway inflation caused by excessive wage demands of organized labor 
or greedy exercise of monopoly power by large firms (ample productive ca- 
pacity, increased competition, rising output per man-hour, public resistance 
and disapproval); (3) inflation, or maybe recession, induced by chronic agri- 
cultural surpluses (the probability that direct subsidies will replace supported 
prices in the one case, and the magnitude of the problem relative to the mag- 
nitude of a growing, prosperous economy in the other); (4) disaster due to 
irresponsible federal fiscal policies, either deficit-generated inflation (mone- 
tary and credit controls) or tax strangulation (greater efficiency in defense 
spending, public and official awareness of the need to reduce taxes, the grow- 
ing tax base); or (5) that the state of economic knowledge is inadequate for 
the job of keeping our complex, $500 billion economy on an even keel (no 
problem). 

But the authors reserve their big guns for the problem of maintaining over 
a long period a rate of investment sufficient to support full employment. They 
agree with those who maintain that adequate investment is the essential con- 
dition for achieving both short-run stability and sustained growth. But where- 
as many economists might then argue that a high level of investment leading 
to expanded productive capacity (and higher levels of production, income, and 
consumption) will eventually slacken and fall because the stock of capital 
will have outdistanced population and consumption and thus further invest- 
ment will become unprofitable, Keezer and his associates are confident that 
structural changes in the U.S. economy in the past decade or two have made it 
not only possible but likely that the levels and rates of change in private in- 
vestment (and hence in productive capacity), aggregate demand, and the 
supply of labor will be such that reasonably continuous prosperity will pre- 
vail for at least the next ten years. The analysis behind this conclusion con- 
siders these structural changes according to the familiar categories: private 
investment, consumer expenditures, government demand, and export demand. 
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In addition, the authors place great emphasis on the role of industrial re- 
search, “the key to growth and stability.” 

Three major forces are identified as promising to sustain the rate of growth 
of private investment: fewer hours of labor relative to population as the latter 
expands; a “formidable backlog” of overage and antiquated productive fa- 
cilities; and the greater importance of industrial research and the subsequent 
innovations. This ever-growing industrial capacity will be supported, the au- 
thors think, by a growing population, consumer commitments to high levels 
of spending relative to income, and the development to a fine degree of the 
“arts of marketing” which can be used “to increase the inclination to spend.” 

Although this reviewer agrees generally with the optimistic view of Keezer 
and his associates, he cannot help but feel that they have seriously underesti- 
mated the problem of purely technical maladjustments in, particularly, the in- 
vestment sector and overestimated the willingness of consumers to spend, year 
in and year out, at the necessary rates. Even granting the high state of the 
marketing arts to which they refer, one suspects that the heavy artillery of 
fiscal policy may well be needed in order to achieve the kind of stability and 
steady growth the authors optimistically predict. It is also possible that the 
increasingly glaring gap which they anticipate between the level and quality 
of private and social goods may act as an obstacle to the rate of growth they 
envisage so confidently. 

James E, HowELL 
Stanford University 


American Economic History. By Donatp L. KEMMERER and C. CLYDE Jones. 
New York: McGraw-Hill Book Co., 1959. Pp. xv, 680. $7.75. 


This new text has been designed primarily for use in lower-level courses. Its 
31 chapters are organized around a conventional framework of four eras end- 
ing in 1789, 1860, 1914, and 1959, respectively. In each of these periods, ex- 
cept the colonial, a chapter is devoted to each important phase of the economy 
such as transportation, agriculture, money and banking, labor, and so on. 
Besides maps, charts, pictures, and tables, the volume contains a valuable an- 
notated bibliography (pp. 612-45) and an index. Jones takes credit for the 
eight chapters on agriculture, transportation, and labor. 

Kemmerer and Jones seek to apply general economic principles to the treat- 
ment of history, and point with pride to their general theme: that since 1860 
this nation has been confronted with overproduction. Before 1930 the manu- 
facturers and railroads sought to meet the problem by controlling production 
or organizing the market in one way or another; and with the New Deal the 
federal government adopted the very same philosophy of production control. 
Other economic propositions which show up quite consistently are to the effect 
that tariffs are bad in proportion to their height; that hard money, particu- 
larly gold, is inherently superior to paper money because of the danger of 
paper inflation; and that it is better for a nation to finance itself by taxation, 
even in time of war. Although the authors carefully state both sides on con- 
troversial issues, the reader is left with a general impression that we need a 
return to the economics of the pre-Keynesian era. 
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In general Kemmerer and Jones appear to have their facts in good order; 
and they have done an excellent job in marshaling a countless number of items 
of information. Those with a statistical bent will like the liberal use of index 
numbers. In this connection I would advise a recasting of the account cover- 
ing commodity prices between 1800 and 1860 (p. 196). Kemmerer notes that 
although the currency situation during that period was quite unstable, “the 
price level did not vary markedly,” and he ascribes such price stability to the 
employment of bimetallism. The difficulty lies partly in the choice of terminal 
years and partly in the choice of index numbers. The figures he cites are iden- 
tified with the Snyder-Tucker general index, of which wholesale prices are a 
minor component, and which has an amplitude of variation only about 50 per 
cent as great as wholesale commodity price indices. New York wholesale prices 
rose about 100 per cent between 1790 and 1814, declined over 40 per cent 
between 1814 and 1821, recovered substantially until 1837, then dropped to 
a low point in 1843 some 60 per cent below the peak of the War of 1812. And 
the extent of inflation in the 1830’s was considerably greater in the West and 
South than it was on the Eastern seaboard. This is, of course, a minor degree 
of instability compared with the hyperinflation of the American Revolution, 
in the South during the Civil War, or in Germany and Russia after the first 
world war. Nevertheless, the American price experience in 1790-1860 was 
comparable with that in the North in 1860-1914, or in the nation as a whole 
between 1914 and 1959. 

Kemmerer gives a masterful account of events during the 1930’s and shows 
a better sense of proportion on “The Great Depression” than any other au- 
thors whose works have come to my attention. In his account of events leading 
up to the bank holiday, however, he gives little if any emphasis to the bank 
difficulties in Detroit in January 1933, which have always impressed me as a 
prime factor in generating the tornado which swept the nation later on. Will 
we ever know exactly what happened in Detroit at that time? For a long time 
the story was that this was no ordinary run on banks on the part of the gen- 
eral public but rather a question of huge withdrawals on the part of a very 
few depositors. 

In his treatment of the second world war Kemmerer devotes considerable 
space to military and diplomatic events (pp. 464-67) but leaves a curious void 
as far as mobilization of the economy for war is concerned. Production simply 
increased “miraculously,” and prices simply failed to rise as rapidly during the 
war as they did in the years immediately following. I wonder whether we ap- 
preciate how much the various wartime controls saved us in lives and re- 
sources, and whether we can afford to forget the experience. 

Space does not permit listing all the parts of this volume which are ex- 
tremely well written (such as the chapters cn agriculture) or all the items 
which require revision (such as the apparent confusion between Santo Do- 
mingo and Haiti on page 282). For the most part it is a solid book indeed and 
leaves the reader with a feeling that he has learned more than he expects from 
a college text. 

THOMAS SENIOR BERRY 

University of Richmond 
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State Income Differentials, 1919-1954. By Franx A. Hanna. Durham, N.C.: 
Duke University Press, 1959. Pp. xix, 268. $7.50. 

This is the final report of a study of differences in per capita state incomes 
carried on at Duke and financed in part by grants from the Rockefeller and 
Ford foundations. The chapters fall into three groups. One deals with relative 
changes in state incomes over time; the second with differences in the eco- 
nomic activity and income patterns of the various states. A final chapter dis- 
cusses demographic aspects of state differentials. Two significant appendices 
deal with problems of statistical analysis encountered in the report—regres- 
sion and standardization procedures. A third appendix reports new statistical 
data on per capita farm income and per capita components by states, 1929 to 
1954. All this is preceded by an introduction and summary, especially valuable 
for the reader who is more interested in the findings of the analysis than in 
the technical aspects of the methods by which the findings are derived. 

Chapters 2 and 3 deal with secular and cyclical changes in state income 
differentials, 1919-1921 and 1929-54. Most striking is the narrowing of inter- 
state income differences over the years, as measured by the coefficient of vari- 
ation. At the beginning of the period the state coefficients were in the range 
37-41 per cent. Since 1954, they have narrowed to 21-24 per cent. 

The chapter on cyclical behavior is one of the most interesting and sugges- 
tive parts of this report. The author discusses fully and clearly the difficulties 
of isolating cyclical and secular elements of income behavior during a period 
marked by the distortions of major depression, inflation, and war. He em- 
ploys sensitivity and time-factor indices for his analysis, He concludes from 
his comparison of these two indices that approximately two-thirds of the de- 
crease in interstate dispersion, 1932-34 to 1952-54, is associated with factors 
related to the sensitivity indexes and about one-third to elements associated 
with time. Since the chief obstacle to the isolation of cyclical patterns and 
secular trends in the data is the erratic behavior of farm income, sensitivity 
and time-factor indexes have been calculated separately for per capita farm 
and nonfarm incomes. Because of this difficulty and others of a more technical 
nature it is impracticable to summarize the findings of this chapter with the 
brevity required of a review. However, the interested reader will find a close 
study of Hanna’s analysis rewarding. 

Chapters 5 and 6 deal with differences in occupational and indusirial earn- 
ings by states. However, this reviewer finds Hanna’s statistical analysis ques- 
tionable and his conclusions puzzling. The statistical problem and the author’s 
approch to it may be described as follows: Average state per capita earnings 
by occupation are the end-result of a totality of area and interareal economic 
forces. Among these, three factors are surely important: the occupation pat- 
tern, the interoccupational distribution of skills, and the -hourly or weekly 
rate of pay. Given only the crude data, is it possible to isolate the effects of 
each of these three variables from the total average per capita earnings by 
statistical methods? The affirmative answer of this report is expressed in this 

quotation from the summary (p. 17): 
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A state which hes relatively more of its experienced labor force engaged 
in the higher-paid occupations would be expected to have a higher average 
earning. To obtain a measure of the state average earning that would be 
expected if occupation composition were the only difference among states, 
there has been computed for each state an earning figure which is based 
on the national rates for each occupation and the State’s occupational dis- 
tribution of its experienced labor force. Since identical occupational earn- 
ing rates have been used for every state—only the occupational composi- 
tion of the states has been allowed to vary—the computed earning figure 
is called the state’s rate-constant earning. The difference between two 
states’ rate-constant earnings provides a measure of the difference in their 
occupational compositions. 


The author then raises the question of “how much of the observed inter- 
state earning differential is explained by interstate differences in occupational 
composition” (p. 139). In attempting to answer the question he makes use 
of the coefficient of determination as a method of measurement. State rate- 
constant earnings are taken as the independent variable and state reported 
earnings as the dependent variable. After computing various coefficients for 
1949 state occupational earnings he states that: “The coefficient for all wage 
and salary workers indicates that the interstate variation in occupation com- 
position accounts for about 87 per cent of the interstate variation in reported 
earnings” (pp. 141-42). 

This statement is enough to startle any state planning officer or regional 
economist who might wish to use Hanna’s findings. The reader not deeply 
versed in methods of statistical analysis surely will feel that this figure is un- 
reasonably high; and he will be even more puzzled by the author’s statement 
on page 142 that the measure is “wholly statistical” and “contains no impli- 
cation concerning the existence or nonexistence of any causal relationship be- 
tween the two series”; as well as by the footnote which states that 10 per cent 
of the total variation is “explained by independent effects of composition,” 
while 77 per cent is explained by other effects correlated with composition. 

The technical objections to Hanna’s use of and interpretation of the results 
of the coefficient of determination already have been voiced by all three dis- 
cussants of Hanna’s original paper on this subject presented before the NBER 
Conference on Research on Income and Wealth held in June, 1955. (Regional 
Income, Studies in Income and Wealth, Vol. 21, Princeton 1957.) George H. 
Borts of Brown University objected particularly to the “overestimate of the 
independent influence of occupation mix on state income differentials.” In the 
reviewer’s opinion Hanna’s resort to the association of correlated effects with 
the independent effects of occupational variation is invalid. 

Hanna concludes the report with a chapter on demographic factors, He sees 
such factors as sometimes reflecting occupational and industrial income dif- 
ferentials, and sometimes acting independently to help explain the existence 
of these income differentials. Five are selected for special study. Three are age 
groupings; the other two are labor-force participation, and size of the em- 
ployed labor force. Analysis of the data shows that lower per capita incomes 
tend to be associated with larger percentages of state population in the, 
younger age groups, and with smaller percentages of population in the labor 
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force. However, the abstraction of such age and labor force participation fac- 
tors still leaves a substantial proportion of interstate differentials to be ex- 
plained by other factors, some of which may be demographic. Hanna suggests 
several such demographic factors, including time spent in schools, gainful em- 
ployment of women outside the home, etc. 

Finally in deference to the many students of metropolitan regions, Hanna 
examines the relation of city size to state income differentials. He concludes 
that other demographic factors are likely to be much more important than 
city size in explaining income differentials among states, and that city size is 
not a very useful framework for such analysis. 

This book adds to our knowledge of the behavior of state income differen- 
tials among the states since 1929, but its contribution is limited because of its 
emphasis upon statistical explanations of these differences, and because of the 
author’s failure to inquire into the fundamental economic and intsitutional fac- 
tors which underlie the data. 

Morris E. GARNSEY 

University of Colorado 


Obshchestvennyi produkt i ego struktura pri sotsializme. (Social Product and 
its Structure under Socialism.) By Ya. A. Kronrop. Moscow: Gospolitiz- 
dat, 1958. Pp. 554. Rbl. 11. 


This book, by a leading member of the Institute of Economics of the USSR 
Academy of Sciences, is a comprehensive treatise, from the Marxist stand- 
point, on the structure and dynamics of the national product. Primarily theo- 
retical rather than empirical, it is concerned chiefly with an elaboration of 
Marxist theory on this subject and its application to a socialist economic sys- 
tem such as that of the USSR. The structure and growth of Soviet national 
product, however, receive substantial, if secondary, attention. Although much 
statistical information is presented on the Soviet economy, little of it is new. 
The book is scholarly both in format and in tone. In contrast to most Soviet 
economic monographs, it has both a subject index and an index of authors 
cited. There are many footnote references to other works and to sources of sta- 
tistics used, although sources are not given for all figures cited. The author’s 
manipulations and adjustments of published data are in most cases fully ex- 
plained. Although Kronrod frequently asserts the superiority of Soviet so- 
cialism over capitalism and of Marxist over “bourgeois” political economy, his 
approach is expository rather than polemic, and “bourgeois” economists are 
cited without being denounced. 

The book’s “investigation of the laws of socialist expanded reproduction of 
social product and of the development of its economic proportions” consists 
of seven long chapters. In the first chapter, Kronrod analyzes the Marxist 
concept of “social product,” stressing the meaning of material production and 
the difference between social product, or total gross material production, and 
national income, or total net material production. In the next chapter, he ex- 
amines various aspects of national wealth and various ways of classifying 
economic activity. Chapter 3 is concerned with an explanation and justification 

e of the “law” of preferential development (i.e., more rapid growth) of the 
means of production compared with the means of consumption. Chapter 4 
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deals with the characteristics of industrial and agricultural production and 
their role in the social product. In Chapter 5 thé concepts of constant capital, 
variable capital, and surplus value used by Marx in his analysis of capitalist 
production are adapted to the conditions of a socialist society and designated, 
respectively, the “fund for replacement of fixed and working capital,” the 
“fund of production for oneself,” and the “fund of surplus product.” The sum 
of the latter two constitutes net production or national income, which is de- 
voted in part to consumption (personal and collective) and in part to accu- 
mulation. Chapter 6 analyzes the two components of the replacement fund, 
while Chapter 7 deals with the accumulation and consumption “funds.” 

Most Western students of socialism and of the Soviet economy are likely to 
find Kronrod’s very detailed elaboration of Marxist doctrine—which builds 
on and extends his earlier work? as well as that of other Soviet writers, such as 
Notkin and Kolganov—of less interest than his remarks on various aspects of 
Soviet economic development and economic policy. 

In his explanation of the need for higher rates of growth of production of 
producers’ than of consumers’ goods, Kronrod distinguishes six major reasons 
for this policy in the USSR: mechanization and automation in industry; in- 
troduction of new technology; concentration of production in larger, more 
specialized plants; investment in production, transportation, and housing and 
other ancillary facilities in connection with the development of Siberia and 
Central Asia; development of agriculture through mechanization, electrifica- 
tion, and provision of chemical fertilizers; and production of equipment for 
consumers’ goods industries. 

Kronrod is critical of Soviet price policy, pointing out that the shares of the 
different sectors in aggregate social product are inaccurately represented be- 
cause of the pricing of producers’ goods “below their value.” (However, he 
says, because of “a compensatory deviation of prices above their value” in the 
case of consumers’ goods, the total value of the social product is nevertheless 
correctly stated.) Among other undesirable consequences of the underpricing 
of producers’ goods are the understatement of materials costs relative to labor 
costs, “artificial losses” for some producers, and the inability to compare the 
“effectiveness” of investment in different branches of industry and sectors of 
the economy. 

Kronrod also criticizes Soviet policy on amortization allowances as being 
unsuited to conditions of rapid technological progress because these allow- 
ances are based on original rather than reproduction cost and on expected 
physical life, without recognition of the likelihood of obsolescence. 

In his discussion of capital-output ratios, Kronrod cites with respect the 
work of Goldsmith, Kuznets, Domar, and others. He concludes that the capi- 
tal-output ratio in the USSR is declining, primarily because recent technologi- 
cal progress has reduced capital requirements per unit of output and second- 
arily because of increasing efficiency in the use of the capital stock. 

Morris BORNSTEIN 

University of Michigan 


1 For example, Sotsialisticheskoe vosproizvodstva (Socialist Reproduction), Moscow 1955. 
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Economic Systems; Planning and Reform; Cooperation 


Instrumente und Probleme westlicher und sowjetischer Wirtschajtslenkung. 
By Günter Heprxamp. Giessen: Wilhelm Schmitz, 1958. Pp. 187. DM 
14.80. 

In this study the author compares the problems and objectives of economic 
policy-making and implementation in the West with the formulation and 
execution of the Soviet national plan. 

The work, which is well organized, consists of two main parts. Part I pre- 
sents a brief, yet critical, survey of Western social accounting and of the his- 
tory, development, and present form of the Soviet national plan. The second 
part deals with the actual problems of carrying out economic policy in the 
countries of the West and economic planning in Russia. 

It is, of course, the second part which is by far the more interesting. In it, 
Hedtkamp draws attention to the failure, thus far, of Russian economists to 
develop a comprehensive theory of central planning. He attempts, therefore, 
to reconstruct, so to speak, from the existing practical instruments and given 
preconditions the planning methods actually in use in Russia today. Thus, 
Hedtkamp finds that “contrary to the Soviet thesis, . . . the production pro- 
gram is more and more determined by private consumption” as average in- 
come rises. Consequently he discerns a tendency for more subtle, “indirect” 
policy measures to replace the fiat of the economic planners. This would amount 
to some narrowing of the differences between Soviet economic planning and 
traditional Western policy methods. It would also lend new importance to 
Russian fiscal and monetary policies. 

Hedtkamp’s work is based on sufficiently recent material to be able to take 
account of Khrushchev’s decentralization policy, first announced before the 
Supreme Soviet in 1957. His documentation is impressive: it has obviously 
been assembled with great thoroughness and includes material published in 
Germany, Russia, France, and England, and by the United Nations in New 
York. What one looks for in vain, however, is references to the U.S. literature 
in this field. Most probably, this omission is not a deliberate one; it seems 
more likely that it was dictated by the relative accessibility of sources for re- 
search, The U.S. scholar who will, in any case, be familiar with the work that 
has been done in this country will for that reason find the bibliography no less 
useful. 

A word of caution to the prospective U.S. reader of Hedtkamp’s book. The 
language is difficult and interspersed with neologisms which the reader may 
not be able to find in his dictionary; and the style does not make for particu- 
larly easy reading. But then, when it comes to economists who are not masters 
of literary expression, Hedtkamp is in good company. 

The summaries in French and English at the end of the book would be 
more useful if only the translations were a little better. As it is, it seems un- 
likely that anyone who has difficulties reading the summary in his own lan- 
guage will take the trouble to attempt reading the entire book in a foreign 
language. 
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But these are minor criticisms. The book is competently written, interesting, 
and well worth reading. 
Otto W. MORGENSTERN 
University of San Francisco 


Systèmes et structures économiques. By ANDRÉ MARCHAL. Paris: Presses Uni- 
versitaires de France, 1959. Pp. vili, 716. 22.00 NF. 

The volume under review is published in Collection “Thémis” which spe- 
cializes in providing textbooks for students working for degrees or certificates 
under the revised and extended program in the social sciences initiated by the 
Decree of March 27, 1954. André Marchal, professor in the Faculté de Droit 
et des Sciences Economiques, University of Paris, has been in charge of the 
course on Economic Systems and Structures since its inauguration in 1954- 
1955. It was at first an elective one-semester course for third-year students, 
but became eventually a yearly course obligatory for all fourth-year students 
in economics. Systèmes et structure économiques is the by-product of Mar- 
chal’s teaching and is addressed primarily to his students. 

The study is divided into four main parts: A general introduction (pp. 1- 
109) which deals with the notions of structure and system and questions of 
methodology; Part I (pp. 111-378), Systems and Combinations of Structures; 
Part IT (pp. 379-597), Dynamics of Systems and Plasticity of Structures; and 
Conclusions (pp. 598-691), The Acceptance (prise en considération) of Struc- 
tures and Systems by Contemporary Economic Theory and Policy. Each of 
the four main divisions is subdivided into titles (¢étres), chapters, sections, 
paragraphs and smaller entities designated by letters and Roman numerals— 
an elaborate and forbidding scheme of organization. 

Marchal deplores the estrangement between economic history and economic 
theory and believes that their integration is attainable by using the notions 
of structures, systems, and “types of organization,” especially as developed in 
the writings of Johan Akerman and Walter Eucken. The author has a great 
deal to say about structures and systems which he examines in their static and 
dynamic aspects. A structure, in the latter sense, is defined as “elements of an 
economic entity [ensemble] which during a specified period appear as rela- 
tively stable while compared with others”; and “when the various structures 
which make the entity under consideration are mutually ‘coherent’—coherence 
emanating [naissant] from the internal forces which unite the structures and 
also from the common internal and external obstacles to which they oppose a 
concerted or spontaneously synchronized reaction—we are in presence of a 
‘system,’ while the absence of coherence revealed by observation shows that 
one is faced not with a ‘system’... but with a ‘regime.’ ” These and similar 
concepts and definitions may well appear somewhat labored and arbitrary and 
are not easy to grasp or use effectively. 

Marchal’s theoretical generalizations are the weaker part of his study. He 
quotes numerous European writers on economics and sociology whose names 
mean little to Anglo-Saxon readers. His reasons for selecting American au- 
thorities are not always obvious. He devotes, for instance, several pages to a 
summary of the classification of countries according to the state of their bal- ? 
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ance of payments offered by Boggs (neither his first and middle names, Theo- 
dore Harding, nor his initials are given) in a volume, International Trade 
Balance, published in 1922 (in Marchal’s bibliography the date of publication 
is listed as 1929), that is, at a time when the study of the balance of pay- 
ments as a major public issue was still in its infancy. In the section on busi- 
ness cycles no reference is made to the works of Wesley C. Mitchell and the 
publications of the National Bureau of Economic Research. 

The descriptive part of the book presents much interesting and valuable 
material on capitalism, corporativism, and collectivism, and their evolution. 
The section on the contemporary French economy is particularly enlightening 
and useful. Inevitably Marchal is concerned chiefly with change. His conserva- 
tive-minded readers, however, will find comfort in Montesquieu’s dictum which 
the author quotes: “Such is the nature of things that wrong-doing [abus] is 
quite often preferable to redress [correction], or at least that the good [le 
bien] which exists is always preferable to the better [au mieux] which does 
not.” 

MICHAEL T, FLoRINSKY 

Columbia University 


Business Fluctuations 


American Business Cycles 1865-1897. By Renpics Fers. Chapel Hill: Uni- 
versity of North Carolina Press, 1959. Pp. vii, 244. $6.00. 

Professor Fels has presented us with a theoretically informed and—within 
the limits set by the published quantitative data—a carefully documented 
analytic history of United States business cycles during the last third of the 
nineteenth century. The successive business cycles during 1865-97 are ex- 
amined as historical individuals in Chapters 6-11. In Chapter 5 the author 
deals with the entire period as an historical unit and weighs the evidence con- 
cerning the competing “real” and “monetary” explanations offered in the lit- 
erature for the coexistence of secularly falling prices and a series of unusually 
severe business depressions. Similarly, in Chapter 12 he treats the submerged 
business cycle of 1894-97 as part of “The Depression of the Nineties” (1893- 
97) and enquires into the causes of the latter. The first four chapters of the 
work are devoted to methodological issues and the elaboration of a theoreti- 
cal framework for the historical investigations; and a final chapter summa- 
rizes the conclusions of the entire study. 

The author has approached his topic as a specialist in business cycles, con- 
cerned with the light which nineteenth-century experience may cast on the 
nature of business cycles. Now, a principal feature of the historical approach 
is that it treats each cycle as a unique individual, and among other things 
this means giving explicit attention to exogenous factors. On this score, Fels 
concludes that external events were important but mattered less than internal 
forces (p. 221). This judgment is heavily qualified for the “depression of the 
nineties,” however, when the silver problem was “the real villain of the piece 

e ... without which the contraction of 1896 would have been mild and the con- 
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traction of 1893-94 little worse than 1882-85” (p. 218). If this interpretation 
of the 1890's is correct, it reduces from three to two (1870’s and 1930’s) the 
number of observed depressions since the Civil War which could have been 
both deep and prolonged because of the operation of internal forces alone. 
Moreover, though the contraction of 1873-79 was prolonged and was marked 
by severe price deflation, it was “singularly mild” in terms of output, and the 
extent of unemployment was grossly exaggerated in some contemporary re- 
ports (pp. 107-08). These are significant findings for anyone who is interested 
in the frequency and causes of catastrophic depressions and the likelihood of 
their recurrence. 

Historical studies may also be used to test cycle theories. This endeavor 
occupies much of Fels’ attention. He uses Schumpeter (innovations and the 
process of adaption to them), Gordon (creation and exploitation of investment 
opportunities), and Hicks (multiplier-accelerator models) as representative 
examples of important theoretical schools. The respective theories are re- 
garded as essentially complementary, but there is nonetheless an attempt to 
judge which is the most consistently rewarding as an explanatory hypothesis 
for the business cycles of the period. The first, second and third prizes are 
awarded in the order listed above. The issues are complex, and I have far too 
little space to do justice to Fels’ views on these matters. I can do little more 
than suggest some reservations to be kept in mind by the reader when he is 
assessing Fels’ conclusions. 

The low score for Hicks’ theory is partly because it is a poor construct for 
empirical interpretation or testing and partly because it is really several the- 
ories. As Fels observes, the distinctive feature of Hicks’ theory “. . . is stress 
on the acceleration principle. It is exceedingly difficult to get convincing evi- 
dence on the acceleration principle, so that the negative results in this instance 
are not decisive” (p. 224). The theory was found wanting, not because it was 
necessarily inconsistent with experience but because its basic mechanism did 
not provide a useful tool for empirical research of the historical variety. On 
the question of consistency with experience, moreover, Hicks’ theory is eclec- 
tic and has enough variants to fit almost any case. For example, monetary 
ceilings were encountered in 1873, 1890, and 1893 even if real ceilings were 
not, and Hicks has allowed for this possibility. Furthermore, Hicks believes 
that catastrophic depression is the result of profound monetary instability and 
would not occur from the real accelerator mechanism alone. In short, whether 
Hicks’ theory is even broadly consistent with experience depends considerably 
on which of its variants one has in mind. 

Fels believes that a modified Schumpeterian thecry provides the best single 
explanation of the cycles of the period 1865-97. Gordon’s theory includes in- 
novation as one source of investment opportunities, but Schumpeter places it 
in the center of the stage and also analyzes the “competing-down” process by 
which the new displaces the old. Even more attractive to Fels, one suspects, is 
the unity given to the separate Juglars of the period by the hypothesis that 
they belong to a single Kondratieff recession—that of the railroad era. But as 
Fels himself shows in his chapter on the “long-wave depression,” that same 
unity can be imparted as readily by an hypothesis of inadequate growth rates 
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of autonomous Investment opportunities, the money supply, or both. And Fels 
has introduced no evidence that the distinctive feature of Schumpeterian re- 
cession—the competing-down process as the fruits of past innovations and the 
investment opportunities they induced elsewhere are harvested—really applies 
to a thirty-year period even in response to a major innovation like railroad 
transportation. Isard’s schema of a twenty-year transport-building cycle 
makes use of the same central idea and has more statistical support, but 
twenty-year cycles are neglected in Fels’ work. 

The author has little to say about the extent to which his “basically Schum- 
peterian” explanation of the post-Civil War nineteenth century business cycles 
applies to the present-day economy, and rightly so. It was Schumpeter’s own 
opinion “that the darkest hues of cyclical depressions and most of the facts 
that make of business cycles a bogey for all classes are not essential to busi- 
ness cycles per se but are due to adventitious circumstances.” Even if it were 
granted that the disturbances introduced by innovations are still the first 
cause of business cycles, one would have to ask to what extent monetary and 
financial reforms, modern conceptions of contracyclical policy, and other 
structural changes may have mitigated those “secondary consequences” which 
were responsible for the darkest hues of depression. More generally, it is cer- 
tain that the structure of the economy has changed since the nineteenth cen- 
tury and even since the 1920’s—both in a qualitative sense and in terms of 
the values of some of its basic response parameters—and the vital question is 
how much these changes may have affected cyclical behavior. Fels has not 
tried to answer this question, but he has provided a scholarly treatment of his 
period which will be useful to those who would undertake the task. 

Bert G. HICKMAN 

The Brookings Institution 


Money, Credit and Banking; Monetary Policy; Consumer Finance; 
Mortgage Credit 


Voprosy valiutnogo kursa rublia. (Problems of the Ruble Exchange Rate.) 
By I. Aizenserc. Moscow: Gosfinizdat, 1958. Pp. 158. 

This is the first Soviet book in at least three decades to deal exclusively with 
the ruble exchange rate. It is also the only book on Soviet foreign trade since 
before the war to treat the subject in other than purely descriptive, adminis- 
trative, or “verbalization of tables” terms and which makes some attempt to 
grapple with economic problems. Not that this book is without faults—it is 
repetitious and the analysis leaves much to be desired from a Western point 
of view. 

The book begins with a useful history of the development of the present 
system of exchange control. While foreign trade came largely under state con- 
trol immediately after the revolution, until 1926 the ruble (chervonetz) was 
a partially convertible currency supported by the State Bank in Western 
foreign exchange markets. Beginning in 1926, partly as a result of a large 
trade deficit the previous year, convertibility was ended, the Bank was given 
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the exclusive right to hold precious metals and foreign currencies and, with 
a few exceptions, the export and import of rubles were forbidden. At this 
point, domestic prices became essentially insulated from foreign trade in- 
fluences and the exchange rate from balance-of-payments influences. Minor 
regulations promulgated from 1926 through 1931 completed this process. 

An important reason for the controls instituted in 1926 was the fact that 
the ruble was overvalued. The new controls then, of course, facilitated (in a 
domestically inflationary situation) the development of further overvaluation. 
The existence of overvaluation is admitted and discussed at length by the 
author who says that a 32 per cent devaluation (in 1928) would have made 
Soviet exports profitable again (p. 74). But devaluation was not yet in the 
cards, and the overvaluation increased between 1928 and 1936 as world 
prices fell and Soviet internal prices rose (p. 136). These trends led to a 
change in the exchange rate of the ruble in 1936 to eliminate the (p. 135) 
“. .. gap between the level of internal prices of Soviet imports and exports 
and the prices of these goods on foreign markets. . . .” This is the most 
candid discussion by a Soviet economist of ruble overvaluation which I have 
seen. Aizenberg does refuse, however, to admit that the change in the value 
of the ruble in 1936 can be likened to a “‘bourgeois devaluation.” Bourgeois 
devaluations, he argues, (1) involve a fall in the standard of living of the 
workers; (2) lead to a rise in internal prices; and (3) have an impact on the 
structure of foreign trade (but see below) and balance of payments. Leaving 
aside the pejoratives, Aizenberg is simply (and correctly) saying, in effect, 
that under Soviet conditions the foreign exchange ruble is purely an account- 
ing unit and, as such, changes in its rate have no impact on major economic 
variables, The reason given for the devaluation is the same as that usually 
offered for the elimination of subsidies: preservation of managerial incentives. 
This is the one economic variable which is affected by an overvalued currency. 
With an overvalued currency, exports are sold by foreign trade organizations 
at a large loss relative to domestic cost, thereby necessitating regular subsidies; 
and imports are bought at a large profit. Under these circumstances, it is 
difficult to keep managers of foreign trade organizations striving for efficiency 
and profits. Hence the need for devaluation. 

Aizenberg does not deal quite so candidly with the 32 per cent revaluation 
of 1950, He argues that revaluation was required by the fall in Soviet internal 
prices from 1947 to 1950 (p. 145). In fact, only consumers’ goods prices fell 
in this period and these goods were not a large part of foreign trade turnover. 
Despite an 18 per cent drop in 1950, for the whole period 1947-50 producers’ 
goods prices roughly doubled. It can be demonstrated that at the time of the 
revaluation, Soviet internal prices of both consumers’ and producers’ goods 
were higher than world prices and that the revaluation increased the degree 
of overvaluation.* If anything, devaluation was in order in 1950. 

In his final summing up, Aizenberg argues that two ruble exchange rates 
are presently necessary: one for tourists and embassy representatives which 
equates consumers’ goods prices with those of other nations; the other for 


1 My own estimate is that internal producers’ gocds prices were 40 per cent higher than 
export unit values in 1950, before revaluation and after the internal 1950 price cut. 
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producers’ goods and raw materials. (This is, in fact, the case.) He admits, 
contrary to an earlier opinion cited above, that an appropriate exchange rate 
has considerable significance in planning the volume and structure of foreign 
trade turnover in the USSR and in defining the “economic effectiveness” of 
exports and imports of different commodities. My feeling is that this admission 
is unnecessary, or at least overstated. If Soviet internal prices were “rational” 
and only the exchange rate were out of line, it would be a relatively simple 
matter for the planners to appropriately discount the overvaluation of the 
exchange rate. It is the general irrationality of relative prices which primarily 
complicates the rational planning of Soviet foreign trade. 

Most of the book is concerned in one way or another with the above issues. 
There is also discussion of other matters, however, such as the balance of 
payments and the interrelationship between Soviet prices and the value of gold. 
Finally, Aizenberg presents some percentage figures which enable us to calcu- 
late firm figures of 3.9 and 4.5 million fine ounces, respectively, for Soviet 
gold production in 1934 and 1935. 

FRANKLYN D. HOLZMAN 

University of Washington 


International Economics 


Essays in World Economics. By J. R. Hıcxs. Oxford, Eng.: Clarendon Press, 
1959. Pp. 274. $4.20. 

It comes as something of a surprise to one who has been observing the 
American economy carefully for the past decade or so to learn that the United 
States and Canada were characterized during this period by “the combination 
of rising wages with stable prices.” To John R. Hicks, whose opinion we have 
come to respect in so many areas, this situation was “in itself a thing that is 
extremely pleasing.” 

Our confidence in his judgment does get something of a blow from his 
statement that this stability was not the result of keeping the average level 
of prices stable “while particular prices would be changing, some rising, some 
falling, in such a way as to keep demands and supplies in a moving equi- 
librium.” What is more, it is not probably true that our idyllic situation was 
due to the “choice . .. and the exercise of its powers by the monetary au- 
thority, with such perfect skill that it got its objective exactly right.” 

What actually was happening in the North American economies was a 
steady rise in productivity and a wage drift, The rise in wages did not com- 
municate itself to higher prices. In fact, says Hicks in his essay entitled “A 
World Inflation?”, a rise in wages under these conditions “does not in itself 
push costs up, but it does (in large measure) prevent them from falling.” 
In due time, of course, when the wages in some, at least, of the industries 
which have not shared in the productivity gains are brought into line “prices 
must rise.” But this İs yet to come. 

This extraordinary estimate of North American experience deserves at least 
a respectful hearing. Part of our own confusion on the subject of inflation— 
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and if you can think of a better word than confusion, please supply it here— 
may be traced to the obvious fact that there was political fat in the fire. 
Although it shouldn’t have mattered to the analysis, the position the observer 
took with respect to the nature of the dangers of inflation determined how 
he viewed the facts. It is possible that there never really was an inflation 
during this period at all. That this estimate knocks all the arguments over 
demand-pull and cost-push and monetary policy into a cocked hat is some- 
thing of a shame, to be sure, but here is a chance to see ourselves as others 
see us. 

The United States and Canada belong, according to Hicks, in category A, 
“countries with a moderate price rise.” In category B, where the United 
Kingdom is to be found, are those nations which have known a mild postwar 
inflation. To explain their situation, Hicks unlimbers the best of his artillery 
of analysis. 

Demand-pull, he feels, does not give a complete picture of the British situ- 
ation, though both for Britain and Germany demand has been excessive in 
the 1950’s “whether that excess demand has arisen from the profitability of 
exports or from some other cause.” Rather it is to the labor market that we 
must look to see the complete picture. In the modern economy, this market 
is crucial to an understanding of the adjustment process. 

The cost-push of labor, however, can not be interpreted properly without 
a clearer view of the cost-of-living reaction, which is in turn traceable—in 
significant degree—to the cost of imported consumer goods. Working in this 
way, the cost-of-living mechanism “tends to move internal prices into line 
with external prices, but it does not, in itself, push them above.” 

“The general characteristic” of the B countries’ experience “is that there 
has been a rise in their prices, relatively to those in the A countries; and yet 
they have been able to maintain their exchange rates.” This, to be sure, is 
inflation, but by no means “scandalous”; for this inflation is “really a special 
problem of post-war recovery spun out into the years of apparent normality.” 

All this reasoning is not only cast in terms of the European context—more 
particularly British—but also in the context of what Hicks calls the labor 
standard, which, in his view, has since the 1930’s replaced the gold standard. 
In his essay “Economic Foundations of Wage Policy” he tries to make it 
quite clear that he regards “the Labour Standard as an unquestionable benefit” 
but there are “a number of defects” among which is the fact that “while the 
Gold Standard was an international standard, the Labour Standard is na- 
tional.” Thus, it follows that the value of money in terms of wages undergoes 
“no deliberate determination. It is a mere by-product of the wage fixing 
process.” 

But in this wage-fixing process, unlike the view taken of it by many au- 
thorities, it is not the cost of living—at least operating internally—which 
need cause any rise in wages. These rises are traceable directly to rises in 
productivity. Nor can we, except temporarily, seek a determining cause in 
the structure of wage differentials though these may play some part in scarcity 
of labor here and there. Nor finally can we find the recent wage rises to be 
traceable to profits. In short, “the continual rise in money wages since 1945 
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is not a necessary consequence of Full Employment (or of the Labour Stand- 
ard).” 

The external influences, proceeding as they do from changing rates of 
productivity particularly in North America, however, are vital to an under- 
standing of the world inflationary process. The rate of economic growth has 
been so much faster in the United States and the dollar area in general than 
in the nondollar area that we have tended to overlook the fact that a growing 
bias is being built into the imports and exports of the dollar area. 

The key is the slowdown in the rate of growth of agricultural productivity 
—or what is the same thing from an international point of view the failure to 
pass on the results of such improvements because of the operation of farm 
price-support policies—which has made the dollar area less able to export 
its traditional wheat, cotton, and so on. This has tended to force wage-goods 
costs up in the nondollar area and transmit inflation to the B countries. 

It is to be observed however that those nations most closely tied to the 
dollar countries—e.g., Latin America—have suffered the most inflation in the 
postwar period. Part of this “must no doubt be attributed to the unfortunate 
system of multiple exchange rates” but to a greater extent the blame must be 

‘ found in the peculiarities of the dollar market. Put directly, terms of trade 
within this market have been turning sharply against agriculture and primary 
products in general both within and outside the United States—see the falling 
parity index as an evidence of this—but overseas producers have not had 
available the largess of a Congress willing to stockpile agricultural surpluses 
to fall back on. On the other hand, they had been led by a series of very good 
years right after the war to make spending plans in anticipations of more 
normal times, “Such anticipations were asking to be cheated .. . and though 
the crisis was not caused by a fall in export earnings, its consequences were 
only too likely to be the same as those which had traditionally occurred in 
that event.” 

Thus in calm and extremely finely spun analysis, Hicks presents a case 
which emerges as one of the most powerful condemnations of our national 
economic policies that has yet appeared. He would be the first to deny that 
this was the purpose of this volume on world economics, but I think he would 
insist, as he says in another connection in this volume, “the analysis which 
emerges does not sound to me so unrealistic. It sounds to me like ringing 
true.” 

CHARLES J. STOKES 

Atlantic Union College 


International Financial Transactions and Business Cycles. By OSKAR MORGEN- 
STERN. National Bureau of Economic Research Study. Princeton: Prince- 
ton University Press, 1959. Pp. xxvi, 591. $12.00. 

There are some books that cannot be reviewed adequately after one reading, 
however careful. Professor Morgenstern’s International Financial Transactions 
and Business Cycles is obviously in this category. The wealth of material, 
the new insights into the international financial system, particularly as it 

ə operated in the forty years before the first world war, and the many questions 
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raised are all worthy of repeated study. It will surely be years before students 
and practitioners in international finance catch up with the full implications 
of this book; though it would be most unfortunate if the views which have 
been and still are current on the behavior of interest rates, long-term as well 
as short-term, the interrelations between interest rates in major money and 
capital markets, the impact on international financial operations of exchange 
rate variations and their relation to interest rate developments were not to be 
reconsidered in the light of Morgenstern’s penetrating analysis. Interest rates 
and exchange rates and their interdependence are the relatively narrow focal 
point of his investigation, reflecting the importance he attaches to monetary 
phenomena in the international aspects of business cycles but also reflecting the 
importance he attaches to careful investigation. A broader focal point would 
necessitate a less rigorous analysis. 

The progress recently made by the Western European countries in estab- 
lishing currency convertibility means that the questions posed by Morgenstern 
have great current importance for policy formation. An international financial 
system has again been established in which major money markets, particularly 
London and New York, are also major foreign exchange markets where all 
the forces affecting the world demand and supply of various currencies are 
felt. Demand and supply in these markets is still importantly affected by 
governmental restrictions on trade and financial transactions; but to a rather 
startling degree and in a manner unexpected even to some who have followed 
these matters very closely during recent years, the international financial 
system now encompasses and reflects the actions of individuals and firms 
rather than of governments, Freedom to move funds, together with the general 
conviction that this freedom will continue and that the exchange rates (or 
par values agreed upon with the Internatioral Monetary Fund) will remain 
stable within narrow limits, means that we are again in a world where interest 
rate differentials, variations in income-earning possibilities in various coun- 
tries, small relative changes in exchange rates, subtle changes in expectations 
in these fields, are of prime importance. 

Morgenstern’s analysis sets forth how these factors operated before 1914 
and between the two world wars and attempts to give some explanation for 
the differences between the observed behavior and what might have been 
theoretically expected. He does not deal with the conditions following the 
second world war. When the book was published, it might have been regarded 
as essentially of historical interest with important theoretical implications. 
The change in international financial relations in recent years makes it 
germane to any analysis of present and future developments and policies 
affecting the existing international monetary system. 

The international monetary system into which we are now moving, with 
its emphasis on freedom from current restrictions and its internationally 
agreed par values, made feasible by international collaboration, is centered 
in the International Monetary Fund. This system draws much of its inspira- 
tion from the experience with the international gold standard. It is an attempt 
to get the benefits of that system in a way compatible with the purposes set 
forth in Article I of the Fund Agreement, including the expansion and * 
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balanced growth of world trade, the maintenance of high levels of employment 
and income, and the development of the productive resources of all members. 
This is something new, and yet it contains much that is old and tested. A 
correct reading of the history of past international financial systems will 
greatly enhance the likelihood of proper policies being pursued in the future. 
Morgenstern has made a major contribution to this, particularly because he 
has stressed the presentation of facts in an orderly and responsible manner 
so that it is always clear what are the pitfalls in various possible interpreta- 
tions of the data. His method of analysis and presentation is such that othets 
can look for parallels or differences from current and future developments in 
international financial relations and thus help shed light on these matters. 
Once the relevancy of his material for present conditions is appreciated, it 
will obviously be useful to compile similar data on the present period. 

A summary of the contents of this book, such as Morgenstern has himself 
attempted in the final chapter, cannot be an adequate substitute for a careful 
reading of the book, even for those whose main interests lie outside the 
details of Morgenstern’s analysis. Much of the value of the book, and I 
suspect eventually its greatest influence, comes from the massive data which 
have been collected, the careful, even meticulous, scrutiny of these data, the 
method of analysis, the suggestions, implicit and explicit, for new studies, 
both current and historical. None of these things can be adequately sum- 
marized, but a few of the many interesting points and conclusions may be 
listed. 

Noteworthy is the erratic behavior of financial operations in the period 
between the two world wars. Cyclical developments in the United States, the 
United Kingdom, France and Germany during that period affected financial 
developments and policies in a manner defying generalization sufficiently 
precise for policy formulation. A study of the interwar period is interesting 
in order to know what not to do today (e.g., the maintenance of appreciably 
over-valued exchange rates, the belief prevalent in the 1930’s that currency 
manipulation can accelerate lasting growth or offset wrong domestic policies or 
inadequate savings and resources, the repeated attempts in the major coun- 
tries to conduct interest rate policies as though other countries did not exist, 
the frequent but rather misleading assumption for policy formations that the 
“closed economy” is anything but a convenient simplification). On the other 
hand, the author’s detailed account of the pre-1914 period sheds light on 
what we might have to do to maintain the aborning international financial 
system, e.g., the importance of not underestimating the important significance 
of relatively smal] differences when judging the need for interest rate changes 
or considering appropriate timing and the need to watch carefully the inter- 
acting autonomous and international influences affecting money and capital 
markets, while recognizing how difficult it is to evaluate them accurately. 

Another interesting conclusion of Morgenstern’s book is that financial 
markets interact more intensively in times of stress and great activity than 
in relatively quiet periods. The degree of “dependence” of one market on 
another changes from time to time (and by no means always in the same 
direction). A most interesting measurement device, the “effort” series, has 
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been devised to measure this sensitivity on the basis of empirical data, and 
Chapter 6 which explains this series merits specially close study. The data 
clearly reflect how difficult it is not only to predict what market reactions 
will be to financial changes but also how difficult it is even to know and 
understand what is actually happening. The psychological factors involved 
are complex and of constantly varying strength. 

Morgenstern points out in painstaking detail how the actual operations of 
the gold standard differed from the usual theoretical expositions of it. For 
example, arbitrage among free foreign exchange markets is shown to have been 
quite imperfect—much more than would be reasonable to expect—and ex- 
change rates repeatedly violated the gold parities. His analysis helps to put 
us on guard against the possible error of misjudging the impact of exchange 
rate developments today. For example, it seems that the flow of funds in 
1959 among the United Kingdom, the United States and Germany did not 
correspond completely to the existing patterns of exchange rates, spot exchange 
rates and forward exchange rates. This is no surprise to many who engage 
in these transactions in the commercial banks or central banks, but the 
reasons back of this situation are still only vaguely understood outside of 
these circles. 

Morgenstern emphasizes that a theory of the gold standard based on the 
assumptions that its operation was fully automatic, and that certain financial 
interreactions among the principal money markets were predictable and com- 
plete is inaccurate because the interaction between money markets via ex- 
change rates and interest rates was not nearly as precise and rigid as postu- 
lated, even though the gold standard was a monetary system with the greatest 
amount of freedom for the automatic forces of the various markets. In coun- 
tries where the gold standard operated, attention was always paid to domestic 
as well as to the international repercussions of financial policy. They did not 
always respond quickly or fully to changes abroad; there was a wider margin 
within which purely national objectives could be pursued, as well as a greater 
concern for these objectives. The popular strictures against the gold standard 
are thus in fact frequently against what pecple said the gold standard was, 
rather than against what it actually was—an error also to be found in some of 
the comments made on the international financial system that is now being de- 
veloped. 

Moreover, the proponents of the gold standard frequently concentrated too 
much on the theoretical essence of the systern and neglected its practical op- 
erations. The misunderstanding of the gold standard, as the author sees it, is 
a product of poor analysis of available data, particularly, the failure to submit 
the acceptable theory to factual investigation, and inadequate data on gold 
movements, foreign trade, interest rates, and other matters (he rather terri- 
fies the policy-maker who has to operate with such data as are available). He 
thinks that the theory of games of strategy may help to give a better under- 
standing of financial operations and cyclical behavior. The need for better and 
more data, a more careful scrutiny of available data, and willingness to look 
for a new theoretical framework are the burden of Morgenstern’s book. 
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The book merits close and repeated study. Both scholars and policy-makers 
may well go astray if they neglect it. Students will find in it both the inspira- 
tion and building blocks for further useful research. Such research may im- 
prove the statistical and analytical bases for a more sophisticated understand- 
ing and therefore enhance the likelihood of a successful management of our 
new international monetary system. 

Irvine S. FRIEDMAN 

International Monetary Fund 

Washington, D.C. 


The European Common Market & Its Meaning to the United States. A State- 
ment by the Committee for Economic Development, Research and Policy 
Committee. New York: McGraw-Hill, 1959. Pp. 152. $4.75. 


For some years the Committee for Economic Development has been en- 
livening the literature of economic policy with well-argued and well-written 
statements on a wide range of issues. Some of these papers contain detailed 
programs susceptible of fairly direct translation into legislation or adminis- 
trative action. Others emphasize the broad features of a problem and stress 
the general direction of U.S. policy. Because it is one of the latter type, the 
statement on the European Common Market remains interesting and relevant 
even though conditions have changed considerably since it was published in 
May 1959. Then the negotiations for a free trade area had broken down but 
the Outer Seven had not yet organized thcir “little free trade area.” When the 
report was written, United States policy toward the linking of the Common 
Market with the rest of the Western European economy was notable chiefly 
for its reticence. Since then the American initiatives of December 1959 have 
led to the creation of a committee in which the United States and Canada sit 
with representatives of the two European groups to discuss problems of trade. 
But at the moment this review is written (Februzzy 1960) it is still unclear 
what the next steps in Europe will be, now far the United States will go and 
even what direction American policy will take. On these matters the CED re- 
port has something to say. 

Those familiar with committee-born documents will detect some of the 
marks of the draftsman reconciling divergent views, such as the seesaw of 
pros and cons, the caudal proviso to conclusions, and the occasional slight haze 
that conceals precise lines but not large shapes. On the central policy issues, 
however, the report is explicit enough. It expresses confidence that the Euro- 
pean Economic Community will “increase the efficiency and raise the income 
of its area.” Whether repercussoins in the rest of the world will lead to more 
liberalization or toward further fragmentation “depends upon decisions still to 
be made. . . .” The report stresses the advantages of widening the area of freer 
trade within Europe. It suggests a number of ways of doing this and, without 
coming down flatly for one, expresses a preference for the retention of “many 
of the key trade liberalizing features of the Free Trade Area idea.” The report 
rejects the view that the Six will be politically weakened by such a step. The 
United States, it argues, should accept the wider area of discrimination be- 
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cause such an arrangement would strengthen forces making for a lower level 
of preference. These arguments are still as pertinent to policy as they were 
when the report was published. 

The same is true of one of the strongest and most striking features of the 
CED report, its emphasis on U.S. policy. In part, this is a matter of tariff 
bargaining to hold down the level of the Community’s outside tariff and of 
insuring that regional economic agreements conform to GATT. But the main 
emphasis of the CED conclusion is more general. On the one hand, the future 
character of the Common Market and a possible Free Trade Area will de- 
pend to an important degree on the kind of world economy into which they fit. 
On the other hand, what Europe and the United States do is of tremendous im- 
portance to the economy of the rest of the world. To offer the underdeveloped 
countries opportunities in a liberal and thriving free world economy is at once 
to assure them of protection against possible damage from the consolidation 
of a major part of the European economy and to reduce the pressures on them 
making for protectionism, whether national or regional. 

The CED volume also includes a report by the Comité Européen pour le 
Progrès Economique et Social (CEPES), a group of French, German, and 
Italian businessmen. After discussing the relation between economic coopera- 
tion and political solidarity, this report devoies a chapter to disparities in in- 
come and productivity within the European Economic Community and the 
problems of internal development it faces. The CEPES report suggests that a 
reorganized OEEC might provide the mears of negotiating a settlement be- 
tween the Six and the other countries of Europe. It raises the possibility of 
using tariff quotas as a means of cushioning adjustments during the process of 
trade liberalization. 

A summary of the Common Market Treaty and of the relevant passages in 
GATT, a substantial statistical appendix, and a number of interesting charts 
and maps make this volume a substantial introduction to Common Market 
problems as well as an interesting contribution to a continuing debate. 

WILLIAM DIEBOLD, JR. 

Council on Foreign Relations 


Economic Integration: Theoretical Assumptions and Consequences of Euro- 
pean Integration. By Rotr F. SANNWALD and JACQUES STOHLER, Trans- 
lated by Herman F. Karreman. Princeton: Princeton University Press, 
1959. Pp. xvi, 260. $5.00, 

The major emphasis of this book, as its title indicates, is upon a rigorous . 
theoretical exploration of the assumptions, consequences and implications of 
preferential regional trading areas. A secondary emphasis, in terms of the 
amount of space devoted to it, involves an argument justifying the establish- 
ment of such regional trading arrangements. The authors make little distinc- 
tion between the Common Market approach and the Free Trade Area, imply- 
ing that their economic consequences are indistinguishable over time. 

While the authors admit global free trade to be preferable to regional free 
trade, they aver that the former is not feasible in the current world and, there- e 


BOOK REVIEWS 491 


fore, irrelevant for analytical purposes. Concurrent with the process of inter- 
national disintegration since 1914, national integration has occurred in the 
developed economies. In fact, national integration has been considered a de- 
sideratum for economic development. Institutional integration through supra- 
national agencies is a logical extension of this national integration beyond 
national boundaries and necessarily involves intergovernmental coordination 
rather than reliance upon a market and price economy. The authors are in 
disagreement, therefore, with the functional approach to global integration 
advocated by Röpke and others and embodied in the most-favored-nation 
principles of the Organization for European Economic Cooperation. The re- 
gional integration should be gradual and irreversible. 

The chief merit of the book lies in the theoretical analysis which has been 
distilled from the vast body of existing literature in this field. Those who are 
not already thoroughly conversant with this material will find this book one that 
can be read with profit. The discussion is concise, straightforward, and free of 
pedantry. 

The authors rely heavily upon the extensive work of J. E. Meade and ac- 
cept his concept of maximization of welfare through the optimization of trade 
and the maximization of production as an underlying premise. In turn they 
analyze the following theoretical issues concerning the economics of a customs 
union: trade-creating and trade-diverting effects; internal and external equilib- 
rium problems; common currency; harmonization of social costs; fiscal policy 
and unique tax problems; and factor mobility. In brief, some of their conclu- 
sions are: a customs union need not be trade-diverting but rather, under cer- 
tain circumstances, may be trade-creating; in the absence of a common cur- 
rency which is desirable in the long run, variable exchange rates by both sur- 
plus countries and deficit countries within the customs union are necessary to 
bring about external equilibrium through price changes; there is no valid 
reason for permanent harmonization of social costs by the participating coun- 
tries. The authors buttress their theoretical analysis with occasional references 
to the empirical evidence available from the experiences of the European Coal 
and Steel Community and Benelux. And, lastly, they demonstrate that they 
are not oblivious to the serious political obstacles implicit in the surrender of 
sovereignty by national governments. 

The book underscores clearly that this is a complex question indeed, and 
that not enough empirical evidence exists to provide determinate solutions to 
the questions posed. The economist is forced to state alternative assumptions 
and, therefore, alternative consequences. He is forced also to consider the politi- 
cal context within which a customs union must evolve. This is why, perhaps 
wisely, the 1957 Treaty of Rome has left many of the provisions for operational 
procedure vaguely defined. 

There has been a two-year delay in bringing out this book’s English transla- 
tion, and in the interim rapidly moving developments have superseded some 
of its material. But this time lag in no way diminishes the worth of the excel- 
lent theoretical analysis. 

Tuomas J. Leary 

Northeastern University 
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Il mercato comune europeo. By ORLANDO D’Atauro. Pavia: Prem. Tip. Suc- 
cessori Frat. Fusi, 1959. Pp. 167. 

Much of the literary output dealing with the European Common Market 
has thus far amounted to little more than either a repetition of the economic 
principles involved (with views of Jacob Viner and J. E. Meade often easily 
discernible) or to a restatement of what should be done to achieve the pur- 
poses of the Market (with minimum indication, however, of kow to achieve 
them). Either approach has invited sweeping generalizations, 

Professor D’Alauro’s book does not quite break with the aforementioned 
tradition. While it gives evidence of greater realism than found elsewhere, it 
does not go far enough in its analysis of specific questions and problems. The 
interested reader can hardly avoid asking: where are the facts with regard to 
which the expounded free trade principles acquire their full interpretative 
meaning? Can some empirical evidence be produced to demonstrate the an- 
ticipated boon of economic integration? 

Although the present volume is devoted to three additional topics (the 
problem of currency convertibility, national accounting models, and input- 
output analysis) this review is confined to the principal section in which the 
Common Market is discussed. 

D’Alauro subscribes more or less to the liberalism—and idealism—of the 
Treaty, seldom questioning, other than implicitly, the economic theory, policy 
objectives and instrumentalities of the European Economic Community. The 
author deviates, however, from the conventional thought of the integrationists 
in one noteworthy respect when he stresses that, in international cooperation, 
monopoly and cartels sometimes have a positive role to play. Consequently, 
business combinations should not be rejected simply because they are the- 
oretically objectionable—a pragmatic view which has been held by many 
Continental economists and businessmen. D’Alauro states further that during 
the (12-15 year) transition period, producers’ (collusive) agreements may be 
instrumental in promoting Western Europeen integration because they may 
facilitate rational geographic redistribution of productive activities. Cartel- 
type organizations may help to avoid the more serious difficulties which are 
bound to accompany the adjustment processes of both entire industries and 
individual enterprises. In line with what has in the postwar years been called 
“reasonable liberalism,” the author contends that in most countries the com- 
plex problems of the transition period will require substantial political-eco- 
nomic intervention by the State. 

D’Alauro also appears to be convinced that these broadly defined forms of 
State participation should be coordinated internationally (among the Com- 
mon Market nations}. To some extent, he is carried away by the idea that the 
more one member country resembles another—in terms of economic and fi- 
nancial regulations, and of institutional arrangements in general—the greater 
the promise of a successful Common Market. His discussion invites the ques- 
tion whether trade takes place between countries which are equally constituted 
economically (if this were possible, and in Western Europe, conceivable) or 
between countries which differ as to factor endowment, prices, protective 
measures, interest rates, fiscal burdens, etc. While harmonization of many ° 
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policies will doubtless become indispensable for any success of economic in- 
tegration, the latter’s primary objective is the freeing of goods and factor 
movements with only incidental concern, in the main, for the development of 
uniformity of economic and financial policies. 

Of the policies whose coordination in the Common Market area is desirable, 
D’Alauro considers monetary policies of strategic importance for both eco- 
nomic stability in each country and international balance-of-payments adjust- 
ment. Significantly, he doubts that monetary cohesion of the area can be at- 
tained without some political unification, 

The author foresees many problems for each member nation during the 
transition period. They are connected, for instance, with (1) geographic re- 
distribution of production, in which case there is the danger that some regions 
(e.g., the Rhine basin) may benefit at the expense of other nations (particu- 
larly in Southern Europe); (2) adjustments to be made by individual enter- 
prises; (3) changes in the competitive position of some nations; (4) industrial 
concentration resulting from standardization and a new pattern of specializa- 
tion; (5) harmonization of production conditions (in view of prevailing factor 
price discrepancies) ; and (6) agricultural integration. 

D’Alauro maintains that if the six nations’ productive systems were more 
complementary and less competitive, the objectives of economic integration 
would be more certain of achievement. (Perhaps this conclusion was drawn 
from the abortive Franco-Italian Customs Union which was under considera- 
tion a decade ago.) While many will agree with him as to the urgent need of 
“the Six” for investment capital from other nations, few will share his view 
that the notorious failure of agricultural integration schemes can be solved by 
eliminating protection of agricultural products and by discarding the already 
well-established—and in many instances beneficial—government intervention. 
D’Alauro is quite right in recognizing that the Common Market cannot be ex- 
clusive and that cooperation with (at least) all other OEEC nations is as in- 
dispensable for all the member nations now as it was prior to 1958. But he 
does not say how the Market would induce some overhauling of the existing 
Western European trade pattern—with or without the creation of the Free 
Trade Area. 

Discussions of the Common Market are usually focused on reduction of 
tariff barriers and on questions pertaining to them. Inadequate attention has 
been paid to the problem of long-term investment, which our author does little 
more than identify. If the Market is to bring about accelerated economic 
growth, most of the six nations will unquestionably need more capital. Where 
is it to come from? Only a small fraction of the requirement (still undeter- 
mined with any meaningful accuracy) is likely to be raised from domestic 
sources. For various reasons, some obvious, but some dubious, the idea of 
Western European economic integration has been fostered with the United 
States serving as an example of a market of continental dimensions. There is 
little evidence, however, that the integrationists have analyzed the region’s 
potentialities and set targets in complete awareness of the much more plenti- 
ful resources which have been at America’s disposal. If comparisons were made 
in other respects than the size of population, number of consumers, steel pro- 
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duction, etc., some sobering results, and what really counts, the crux of the 
Western European integration problem would be arrived at. 

An aspect of the problem which bears repeating is the fact—often disre- 
garded on this side of the Atlantic, but undisguised on the Continent—that 
Europe still is “a tangle of interests with some Franco-German understanding 
at the summit level.” Europe is still a continent divided against itself, in which 
the Common Market is to be developed not only as a customs union but also 
as a political merger. 

D’Alauro’s contribution to the study of the European Economic Community 
is likely to have more weight as an Italian interpretation of the basic provi- 
sions of the Treaty of Rome than as an attempt to satisfy the growing need 
for a realistic appraisal of the Common Market’s prospective impact on its 
member nations and world commerce. 

KAREL HOoLBIK 

Boston University y 


The Schuman Plan—a Study in Economic Cooperation 1950-1959, By Wir- 
LIAM Dregoip, Jr. New York: Praeger, for the Council on Foreign Re- 
lations, 1959. Pp. xvii, 750. $6.50. 

Despite its short history, the European Coal and Stee] Community has quite 
possibly been the subject of more scholarly articles and dissertations than any 
other international treaty or institution. However, Dr. Diebold’s book is, to 
my knowledge, the first to offer a complete, systematic treatment. Anyone 
who has tried to plow his way through the mass of official and unofficial litera- 
ture on this subject will appreciate the service the author has performed for 
future research workers in this field. Diebold has followed the evolution of the 
Community from its inception, sorting out the facts and analyzing them with 
sympathetic, yet critical, interest. The resuit is an authoritative and well- 
balanced survey which will undoubtedly become a standard reference work. 

Part I deals with the historical background of the Schuman Plan and the 
circumstances and negotiations which led to the treaty establishing the Com- 
munity. Part II examines the Community’s actions to remove tariffs and quan- 
titative restrictions, subsidies, and discrimination in freight rates; the way it 
faced its problems in the field of cartels, concentrations, and price policies; its 
work in guiding investments and in providing assistance for the modernization 
and reconversion of plants and the retraining.and resettlement of workers. 
There is a particularly lucid discussion of the complicated issue which arose 
at an early stage regarding the treatment of turnover taxes in intracommunity 
trade—an issue which, for once, was settled neatly and expeditiously by ref- 
erence to expert opinion (the Tinbergen Committee) rather than by a test of 
strength or a compromise. Part III describes the Community’s relations with 
the outside world, with particular reference to the United States, and its com- 
mitments vis-à-vis GATT. 

As Diebold points out, his book is written primarily from the public record; 
it is not an “inside story.” As a result, it only touches on problems which thus 
far have largely remained the subject of internal discussion within the High 
Authority, such as compensation schemes designed to protect marginal coal 
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mines; price collusion in steel; the High Authority’s efforts to induce greater 
price flexibility and to remove special advantages or handicaps resulting from 
differences in the structure (as distinct from the average level) of taxes, social 
security systems, transport charges, etc. These problems are only hinted at in 
the High Authority’s annual reports and the full story remains to be written. 

The most interesting part of the book is the final section which attempts a 
broad evaluation of the Community’s achievements and prospects. Here Die- 
bold examines the Community’s impact on the coal and steel markets, and the 
“distortions” and tensions created by partial integration. It is here that one 
might have wished for more rigorous economic reasoning and a more pene- 
trating statistical analysis. The wealth of new data on cost factors, productiv- 
ity, prices and interregional trade flows compiled by the Statistical Division of 
the High Authority should now make it possible, for example, to obtain 
greater insight into the changing relative competitive positions of the different 
producing areas. To what extent have the effects of integration fallen short of 
what would be expected in a truly unified market in which trade flows freely 
in response to economic incentives? What practical consequences have resulted 
from the fact that partial integration will give a different answer to the ques- 
tion’ of relative economic advantage than total integration? Do the facts tend 
to corroborate Scitovsky’s expectation that the main effect of integration is to 
reduce, through increased competition, the range of costs among different 
plants, within the same country as well as between countries? The author 
readily admits the need for this kind of close investigation to advance our 
understanding of what the Community has done and is likely to do. In his 
analysis, based on cruder indicators, he is careful and circumspect, and his 
judgment is invariably sound. 

Diebold is not taken in by the mystique of the integration movement. He is 
fully aware of the fact that as of today, the European coal and steel markets 
are neither unified nor very competitive. He explains the reasons for the con- 
tinuing price discrepancies, which are far in excess of what would be expected 
as a result of transportation costs and sales taxes, and some of the factors 
which impede the adjustment of prices to fluctuations in demand. He rightly 
focuses on the continuing interference by the national governments as the 
main obstacle to the achievement of a unified market, and also points to the 
persistence of “traditional commercial relations” and restrictive business prac- 
tices among enterprises. He does not expect these impediments to disappear 
quickly, but he concludes that the Community is solidly entrenched and, most 
likely, here to stay. 

Writing at the beginning of 1959, he saw that the recession, by intensifying 
competition, was bringing about a greater interpenetration of markets and a 
gradual convergence of prices; but that it threatened, at the same time, to set 
in motion all the usual protectionist reflexes, particularly in Europe’s ailing 
coal industry. The book went to press before the resulting strains reached 
their climax in May 1959 when the Council of Ministers refused to concur 
with the High Authority’s proposal to invoke Article 58 to deal with the “man- 
ifest crisis” in the coal industry by imposing production quotas on individual 
enterprises. As the French Minister of Industry Jeanneney, then president of 
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the Council of Ministers, explained at a press conference, this was not a mat- 
ter which governments could leave to the High Authority, as it was not the 
High Authority which could call out troops to quell disturbances if mines were 
closed. The problem, which tested the solidarity of the member countries, was 
ultimately dealt with by a combination of expedients including certain infor- 
mal restrictions on intracommunity trade which would seem to be inconsistent 
with the spirit, if not the letter, of the treaty. At the time, the crisis led many 
observers to predict the impending disappearance of the Community as a su- 
pranational institution; but in the historical perspective, it is now evident that 
this incident (which, with foresight, could have been avoided) has changed 
little in the character of the Community—where control has always been 
shared among the High Authority, the governments, and the industries con- 
cerned—or in the basically favorable outlook which is the theme of the last 
chapter of this book. 
Frep H. SANDERSON 
Paris, France 


Canada in the World Economy. By Joun A. Stover. Cambridge: Harvard 
University Press, 1959. Pp. xiii, 364. $7.50. 

Mr. Stovel has provided a detailed statistical and analytical survey of 
Canada’s balance of payments since confederation. Almost inevitably, how- 
ever, the focus of his attention is on the tumultuous decade and a half which 
preceded the first world war. It will be recalled that it was this period which 
Jacob Viner selected for study in his Harvard doctoral thesis, published in 
1924 under the title Canada’s Balance of International Indebtedness, 1900- 
1913; and Stovel’s book, also based on a Harvard doctoral thesis (of 1949), 
is a large-scale critical review of Viner’s analysis and of the literature in- 
spired by it. 

Viner’s main purpose was to test the Thornton-Mill-Taussig view of the 
mechanism by which disturbances to the pattern of international transactions 
of a country are accommodated. In particular, he sought to “verify” the hy- 
pothesis that, under the gold standard, the attempt to transfer capital from 
one country to another gives rise to the following sequence of events: a rise in 
the price of bills drawn on the borrowing country; a flow of gold from the 
lending to the borrowing country, the rate of exchange being at the lending 
country’s gold export point; an increase in prices in the borrowing country, a 
decrease in the lending country, with the changes being most marked in do- 
mestic prices and least marked in import prices; changes in exports and im- 
ports, the borrowing country acquiring a passive balance on current account 
and the lending country acquiring an active balance; after the passive balance 
of the borrowing country had become exactly equal to the rate of borrowing, 
the return of the exchange rate to parity, the cessation of gold movements, and 
the stabilization of relative prices at their new levels. The Canadian experi- 
ence 1900-1913 was thought by Viner to provide a satisfactory test case since 
the inflow of capital was not only on a large scale (in some years it was nearly 
one-quarter of national income), but it was held to be the most significant 
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disturbing factor impinging on the Canadian economy. Canadian institutional 
arrangements demanded one minor modification of the classical theory: the 
New York balances held by the Canadian trading banks took the place of gold 
reserves. 

Viner’s analysis of the Canadian episode has long been recognized as a 
brave and important pioneering work. But reservations concerning the success 
of his “verification” of the classical theory were entertained right from the 
start. The objections have been most cogently expressed perhaps in two recent 
articles by Meijer and Ingram and in an unpublished doctoral dissertation of 
Jacques Parizeau. (G. M. Meier, “Economic Development and the Transfer 
Mechanism: Canada, 1895-1913,” Canadian Jour. Econ. and Pol. Sci., Feb. 
1953, 19, 1-19; J. C. Ingram, “Growth in Capacity and Canada’s Balance of 
Payments,” Am. Econ. Rev., Mar. 1957, 47, 93-104; and Jacques Parizeau, 
The Terms of Trade of Canada (1869 to 1952), thesis submitted to the Uni- 
versity of London, June 1955, esp. pp. 68-87, 227-232.) Parizeau’s criticisms 
relate mainly to the unreliability, incompleteness and inappropriateness of the 
annual time series deployed by Viner—especially of his import and domestic 
price series. Meier’s and Ingram’s criticisms are of wider scope. They relate 
partly to the incompleteness of the theory to be tested. Bastable, Nicholson 
and Wicksell had already drawn attention to the shifts in purchasing power 
associated with a capital movement. Since the shift conceivably could bring 
about the transfer without any gold or price movements, it is difficult to un- 
derstand how the classical theory could ever be verified. At best, a test could 
be provided of the proposition that the shifts of purchasing power were, in the 
period studied, of negligible importance. Finally, objections were raised by 
Meier and Ingram to Viner’s view of the fundamental dynamic of the Cana- 
dian economy during the period studied. 

Space does not permit a detailed recounting of these objections. It is enough 
to note that several features of the period 1900-1913 could not have been pre- 
dicted on the basis of the classical theory and of Viner’s view that the import 
of capital was the dominant disturbing factor impinging on the Canadian 
economy. Foremost among the unpredictable elements of the situation was 
the fairly steady increase in exports throughout the period. Next was the 
steady drift upwards of interest rates, Finally, the order in time of develop- 
ments was, in some years, in flat contradiction of what might have been ex- 
pected in the light of the classical theory: borrowing did not always precede 
the real transfer, and prices had been rising in Canada since 1896, long before 
the inflow of capital became substantial. 

It is always possible, of course, to account for exceptions in terms of “spe- 
cial” circumstances analogous to the deus ex machina of the ancient theatre. 
Thus, in Viner’s view, “the increase in the value of the total exports was due 
almost wholly to the entrance into the exports trade of the products of newly- 
exploited natural resources, where special factors kept down the costs of pro- 
duction” (Viner, op. cit., p. 274). But evidently one must prefer a theory 
which can accommodate not only those features of the period which the classi- 
cal theory is able to account for, but also most of the “exceptional” circum- 
stances. 
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Such an alternative exists. In its essentials, indeed, it existed at the time of 
Viner’s writing in the lengthy exhibit prepared for the Board of Inquiry into 
the Cost of Living by R. H. Coats, who later became Dominion Statistician 
[Board of Inquiry into the Cost of Living, Report II (Ottawa 1915)]. The 
importation of capital took place against the background of a boom generated 
locally by the expansion of the wheat economy, by the rapid growth of pop- 
ulation, by industrialization behind the “National Policy” tariff wall, and by 
steady urbanization. The boom began in the mid-’nineties, it predated by sev- 
eral years the first substantial inflow of capital, and it provided the profit- 
incentive for the inflow itself. It also gave rise to a steady increase in prices 
and interest rates. As a result of the high rate of investment, productive ca- 
pacity grew rapidly throughout the period; the enlarged capacity combined 
with falling costs of transportation to produce a steady increase of exports. 
But exports failed to grow fast enough to completely finance the import re- 
quirements of the boom; hence the need for a net inflow of capital. The capi- 
tal import was effected by the relative expansion of purchasing power in Can- 
ada, and by the greater rate of price increase in Canada than in England. I 
doubt whether, in view of the poverty of the (annual) time series, it will ever 
be possible to determine with any precision the quantitative role of the several 
factors involved in this theory. 

Stovel’s own analysis of the period conforms quite closely to that sum- 
marized above. It is a pity that Stovel’s book has been so long in appearing, 
for in the interim many of his best points have been made by Meier, Ingram 
and Parizeau (to none of whom, incidentally, is reference made). Nevertheless 
the book is a useful addition to the published literature on the adjustment 
mechanism. In the first place, it provides a convenient and accurate summary 
of the debate inspired by Viner’s thesis. Second, it supplements Viner, Meier 
and Ingram in providing a careful analysis of the relation between the Cana- 
dian terms of trade and rate of capital import during the period 1895-1913. 
(Stovel—and Parizeau—reach the not-unexpected conclusion that the relation 
is not nearly as close as the classical theory would lead one to expect.) Finally, 
it contains a useful appendix on the sources of Canadian balance-of-payments 
statistics. (On price series, however, Parizeau’s first chapter is more satisfac- 
tory. The appendix to that chapter contains a balanced and detailed appraisal 
of each of the numerous import and export price series which have been con- 
structed for the period since confederation.) - 

Stovel’s use of the available time series is at all times quite informal. In- 
deed he explicitly eschews formal econometric methods. Further, he himself 
emphasizes the paucity of the price series. It is surprising, then, to find him 
confidently asserting (pp. 137, 293), in oppositicn to some even more vigorous 
assertions of Viner, that variations of import prices played an insignificant 
role in the process of adjustment. My own feeling is that the role of prices in 
accommodating the capital inflow during this period is likely to remain an 


unresolved mystery. 
Murray C, Kemp 


Massachusetts Institute of Technology 
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Business Finance; Investment and Security Markets; Insurance 


Struktur und Funktionsweise des Kapitalmarkies in der Bundesrepublik 
Deutschland. By WERNER DANNEMANN. Tubingen: J. C. B. Mohr (Paul 
Siebeck), 1959. Pp, 209. DM 16.00. 


The book is a companion to E. Brehmer’s previously published study on the 
West German money market, both having been done at the University of Kiel 
under the supervision of Erich Schneider. In traditional German manner, the 
author (who is now with the Bundesbank in Frankfurt) begins with a dis- 
cussion of all previous definitions of what constitutes the capital market in 
contrast to the money market and he comes close to concluding that there 
really is very little difference, as in both markets highly liquid debts are ex- 
changed for less liquid ones, and vice versa. 

The second part deals with the interesting experiments of the Bundesbank 
and the Treasury in guiding the German capital market during the decade of 
1949-58. From 1949-52 new security issues had to be approved and interest 
rates were set by a capital market committee with the purpose of channeling 
the yet meager flow of savings into uses that might yield relatively low returns 
but that were considered socially of greatest urgency, especially housing. In- 
dustry meanwhile was left to rely on depreciation charges and retained earn- 
ings. From 1952-54 the government exercised control of the flow of savings 
into investments through a more indirect method, by extending tax exemptions 
to all bonds issued for housing and related municipal works. This measure 
divided the capital market into two parts, the tax-exempt one with a top yield 
of 5 per cent, while industrial bonds had to be offered to yield 7-8 per cent 
and even somewhat higher in order to compete for their share of the supply of 
savings. With the end of 1954 began the period of a free capital market. Be- 
cause it was now held that internal financing of business investment, which 
had been subsidized through very liberal depreciation allowances, had achieved 
its purpose (of keeping the business demand for savings from competing with 
social demands) and might even have begun to result in faulty investment, 
the corporate income tax was split; the rate was set at 45 per cent for re- 
tained profits and only 30 per cent for profits paid out as dividends. 

The results of these measures appear to have been a fall in the rate of inter- 
est between 1957 and 1959 from 8 to 5-534 per cent for industrial issues, and 
a sharp advance in the prices of shares during this period, with dividends dis- 
bursed greatly exceeding the issuance of new shares. 

Following the methods developed by the Bundesbank in its annual calcula- 
tions of capital formation in West Germany, the author then analyzes the sup- 
ply of and demand for funds for the years 1950-56. The analysis reveals for 
these years, as well as for 1957-59, a steady rehabilitation of the private capi- 
tal market in West Germany. (Capital formation has shifted from being pri- 
marily dependent on retained earnings to the channeling of savings by private 
households into industrial securities. In the government sector investments 
have held to a steady percentage of total investments but in the foreign sector, 
there has been a radical change from capital imports to exports.) 


500 THE AMERICAN ECONOMIC REVIEW 


The following comments of the author are not borne out by United States 
experience and may therefore also turn out to be misleading in regard to West 
German conditions as they approach closer to ours: 

It is categorically stated that the growth of the government’s social 
security arrangements has restricted the desire for and the ability to pay 
for private insurance and pension schemes (p. 102). 

It is held that the reluctance of Germans to invest in stocks is based 
on the feeling that equities are too speculative. It appears to this writer 
that this reluctance could be overcome if the par value of stocks would be 
reduced—the market price of most German shares is in excess of $1000— 
if dividends were to be paid more than once a year and if the banks were 
not to charge a fee for retaining customers’ shares for safekeeping and col- 
lecting the dividends. Most of all, the financial reports of German com- 
panies understate earnings, and therefore surplus accounts, to such an ex- 
tent that only insiders can form a true opinion. Management’s right to 
keep stockholders in the dark had been greatly strengthened under the 
Nazis since the “leader” principle made managements even more autocratic 
than they always had been. Some reforms, such as the requirement that 
sales figures be published, went into effect on January 1, 1960, but a more 
radical adjustment to United States standards of financial reporting is 
still under discussion (p. 102). 

The author expressed the opinion, widely held in Germany, that the prices 
of stocks are determined by the annual supply of cash dividends paid vs. the 
supply of new shares offered, a compartmentalization of the capital market 
which does not appear justified if a new class of stock buyers should become 
attracted to equities, Furthermore, he holds that stock prices are determined 
by dividend yields rather than by growth prospects. Both statements may have 
had some historical justification in Germany as long as equity holdings were 
restricted to relatively few “industrial” families, but it will no longer apply 
when equity-ownership becomes as popular as it is now in the United States. 

RosBert M. WEIDENHAMMER 

University of Pittsburgh 


Industrial Organization; Government and Business; Industry Studies 


Merger Movements in American Industry, 1895-1956. By RaLPH L. NELSON. 
Princeton: Princeton University Press, for the National Bureau of Eco- 
nomic Research, 1959. Pp. xxi, 176. $5.00. 

As a welcome addition to the writings of Bain, Markham, and Stigler on 
merger movements, Professor Ralph Nelson presents a new series of data on 
mergers in American industry for the period 1895-1920. Had he done no more 
than present this excellent new series, students of industrial organization would 
be deeply indebted to him. He, however, also suggestively examines some lead- 
ing hypotheses, and analyzes the relationship of merger activity to business 
cycles. 

His quarterly series, covering 1895-1920, are broken down into two-digit 
SIC categories. They list merger activity in a variety of ways: number of 
consolidations, firm disappearances by consolidation and by acquisition, au- 
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thorized or estimated capitalizations of mergers. Thus they describe merger 
activity in both relative and absolute terms. For his analysis of merger activ- 
ity and business cycles through 1956, Nelson relies on the Thorp and Federal 
Trade Commission data (1920-1956), 

In Burns’ data on production trends in the United States Nelson finds no 
empirical support for Watkins’ “retardation thesis.” On the contrary, he sug- 
gests that merger activity is prevalent in periods of accelerating growth rather 
than in periods of retardation. 

It is with his test (and rejection) of Bain’s transportation thesis that I 
would quarrel, however. He argues that the following conditions must have 
held if the thesis is valid: (a) the railroad network must have expanded and 
transportation costs must have decreased in the period preceding the merger 
movement; (b) a substantial proportion of the mergers must be accounted for 
by industries with high per-mile transportation costs relative to price of the 
product; (c) these industries must have had widely dispersed producing cen- 
ters if the reductions in transportation costs could result in the expansion of 
market areas; for “if most producers were concentrated in small geographical 
areas there would be no exclusive local markets for reduced transportation 
costs to destroy. .. . Thus, on the purely technical grounds of cost minimiza- 
tion, we should expect to find higher geographical concentration in industries 
with high per-mile transportation costs than in those with lower costs” (pp. 
84-85). But do not Nelson’s own measurements permit one to cast doubt on 
this relationship? His simple, unweighted indices of geographic concentration 
are .510 and .477 for high and low transportation-cost industries—not an im- 
pressive difference. Again, on the basis of his reasoning, would not one expect 
the manufacture of bricks, asphalt, ice cream, and similar local-market prod- 
ucts to be highly concentrated? 

Furthermore, there is little reference to the qualitative changes in railroad 
transportation in the latter part of the nineteenth century, e.g., integration of 
the rail network. And some of the quantitative measurements are unsatisfac- 
tory: in measuring real costs of rail freight, Nelson deflates revenue-ton-miles 
by the BLS Wholesale Price Index, and derives annual rates of change from 
data for the initial and terminal years of the 1882-1900 and 1900-1916 pe- 
riods. (Nelson uses the latter period as a basis for comparison because ade- 
quate data for the years before 1882 are not available.) But the choice of 
1916 as a terminal year (reflecting the beginning of war-induced inflation) is 
unfortunate because it substantially distorts the measurement of changes in 
costs. Had the more representative year 1914 been used as a terminal year, 
the estimate of the average annual change in price levels would have been 
almost 50 per cent less, and the estimated real costs of freight transportation 
would have decreased about 2.6 times faster in the pre-1900 period than in 
the 1900-1914 period. Thus, not only is Nelson’s argument open to question, 
but his choice and interpretation of data also do not warrant rejection of the 
transportation thesis. 

In a few obiter dicta Nelson casts some doubt on such other explanations of 
merger movements as: economies of scale, the canalizing effect of judicial in- 
terpretation of the Sherman Act, and the role of promoters in forming com- 
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binations. One hopes that further investigation of these explanations will be 
taken up by other students of merger movements. 

A careful and thorough analysis of the cyclical behavior of merger activity 
emphasizes the close relationship between mergers and capital-market condi- 
tions in peak periods; but there Nelson’s investigation ends, leaving the issue 
of financial versus technological and economic factors unresolved, though most 
suggestively illuminated. 

Economists owe Nelson 2 debt of gratitude for bringing a breath of fresh 
air into an area smogged ir. with conflicting and obfuscating generalizations. 
His book demonstrates once again the value of an empiricism that does more 
than keep score through time. 

Joun S. Dypo 

Vassar College 


Imperfect Collusion in the Cement Industry. By SawuEL M. Lorscuer. Cam- 
bridge: Harvard University Press, 1959. Pp. ix, 331. $7.00. 

This is an important addition to basing-pcint literature. Professor Loescher 
of Indiana University regards geographical formula pricing in the cement in- 
dustry not as the product af autonomous evolution but as a device developed 
and improved to create a defensive monopoly, not so much intended to raise 
prices as to stabilize them. The motivation was the industry’s susceptibility to 
price-cutting due to high overhead costs, economies of scale, ease of entry, 
excess capacity, and unstable and inelastic demand. 

Price stability was to be achieved by minimizing oligopolistic uncertainty 
“so that all sellers would know (author’s italics) the competition to be met 
and could exercise the kind of self-restraint in pricing policy posited by 
simple oligopoly theory” (p. 84). This was to be accomplished by the use of 
identical delivered prices cn a multiple basing-point system. Freight allow- 
ances were standardized by a common freight-rate book. All sales were made 
on the basis of rail charges and no buyers could get delivery at the mill and 
provide their own transportation. No special treatment was to be given to 
large purchasers. 

Adherence to this rigid price structure was enforced by the possibility of 
using a punitive base whereby those wishing to enforce the formula might 
lower their prices depending upon the offender’s base, thus forcing him to 
lower his price on the bulk of his sales, There also developed a number of 
supplementary trade practices such as the protection of dealer territories and 
the dissemination of individual company statistics. 

-Loescher sees this systematic use of the delivered-price formula as some- 
thing which developed step by step, finally achieving a self-defining, self- 
enforcing operation which required no conferences or consultations to fulfill 
the limited objective of price stabilization. The objections which he sees to 
such a price structure are its inflexibility which tends to encourage excess 
capacity, excessive cross-hauling, inordinate selling costs, and the various 
distortions in emphasis which are created by limitation to nonprice competi- 
tion. Loescher considers that substitute structural materials have provided an 
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upper limit to cement prices. Prices have not necessarily been too high in 
boom times but they have not fallen as they should have in weaker periods. 

Loescher strongly condemns the basing-point system formula as it has 
operated in the cement industry. He suggests that the Federal Trade Com- 
mission’s order (1948) was decidedly inadequate, becoming effective only 
when there is an industry plan or agreement and not affecting acts independ- 
ently taken. Loescher would go considerably further to create more uncer- 
tainty, suspicion, and even distrust among the oligopolists. This requires not 
only the destruction of any rigidly controlling and therefore predictable 
pricing system, but positive action to create competition. Buyers should be 
assured that they may truck away from the mill. Large contractors should be 
able to buy directly. Identical bids should constitute inherent collusion, an 
unfair method of competition, and an improper price discrimination. If these 
did not succeed in promoting unsystematic pricing and a fairly flexible price 
level, he would have the Commission “voice the positive injunction ‘com- 
pete!’ ” (p. 299), but this comes at the end of the book and the ways, means, 
and standards are not specified in any detail. 

Since cement prices are at the heart of his analysis, one should look at 
the record. After the beginning of the first world war, they skyrocketed until 
1920 and then fell gradually, with only one slight upturn, to 1932. After 
1934 they were extraordinarily stable until the second world war. All this 
can be fitted into Loescher’s picture—the long period of falling prices en- 
couraging the “defensive monopoly” through which price stability all through 
the depression was achieved, although the prices of most nonagricultural 
commodities were rising after the 1933 low. 

However, since 1942 cement prices have risen every year to reach new 
high levels. Loescher himself comments that since he regards formula pricing 
of the basing-point variety as primarily a reserve tool to be used to support 
prices in periods of weakness, he cannot judge the effectiveness of the FTC’s 
Cement Order because of the prolonged postwar cement boom. However, 
almost immediately after he completed his writing (January 1957), weakness 
appeared but prices rose nearly 5 per cent in 1956, another 4 per cent in 1957, 
2 per cent in 1958, and nearly 1 per cent in 1959. It of course should be 
noted that the failure of prices to reflect the 1957 recession was a general 
characteristic of nonagricultural prices. Loescher suggests that the industry 
“appears to have been administering a moderate price policy (possibly much 
too moderate) throughout most of the postwar boom, preferring to ration 
short supplies rather than allow price, even approximately, to clear the 
market” (p. 289). This suggests numerous questions as to how this was 
done; but these are current questions, and judgment on the FTC order in 
Loescher’s terms will have to be delayed. 

One wishes that the record had required Loescher to give more considera- 
tion to the relationship of formula pricing to upward price movements. Per- 
haps in the end one might come out with the propositions that the dominating 
factor in the situation is the oligopoly rather than the formula, that oligopolies 
will tend to act in certain ways, that certainty may make the end result of any 
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action more predictable but there still are choices open, and the final result 
may not be very different whether the choice is made in a more certain 
atmosphere or under a considerable degree of gamesmanship. 
WILLARD L. THORP 
Amherst College 


Tin Cans and Tin Plate: A Study of Competition in Two Related Markets. 
By James W. McKie. Harvard University Series on Competition in 
American Industry, 5. Cambridge: Harvard University Press, 1959. 
Pp. xiii, 321. $7.50. 

The tin can industry, in which two firms of nearly equal size sell 80 per 
cent of the product, buys tin plate from the oligopolistic steel industry and 
sells its output principally to a monopolistically competitive canning industry 
in which there are some firms of considerable size and influence. Thus the 
theme of the study is bilateral market power in a vertical chain of markets. 
The author’s ultimate purpose, which is more explicitly stated and followed 
than in most industry studies, is to determine whether the structure of the 
can industry uniquely determires a level of economic performance that is 
adequate by general standards of public pclicy—essentially the purely com- 
petitive norm plus progressiveness. If so, the industry is to be adjudged work- 
ably competitive. The main sources of data are the records of the antitrust 
cases of the 1940’s and interviews with company officials, who were no doubt 
the more willing to talk because of loss of the suits. No new research methods 
are developed, and it is difficult to single out any specific advance in theory, 
but the author has done a very careful and competent job of interpreting for 
economists this segment of the industrial framework. 

By general economic reasoning rather than statistical investigation the au- 
thor establishes with reasonable plausibility that: demand is inelastic with 
respect to both price and income; short-run marginal costs are relatively 
constant nearly to peak capacity; and there exists no sharply defined optimum 
size of plant in the can industry. It was not these general characteristics, 
which are found in many industries, but two special conditions that shaped 
the policies of can manufacturers. The demand for cans in the packing of 
fruits and vegetables, over half of the total, is strongly seasonal and is, 
furthermore, highly unpredictable with respect to both quantity and precise 
timing. High costs of storage and of transportation rule out production in 
the off-season and offsetting on a nationwide basis, so the solution chosen 
is a regional network of plants that can be pushed to satisfy peak demands. 
A second peculiarity is that the final operation of can-making, sealing on the 
top, is performed in the canning establishments, on closing machines developed 
by the can manufacturers. 

To avoid uncertainty canners preferred to contract for a season’s unspecified 
requirements at a price fixed for the season, and were willing in exchange 
to accept long-term contracts. They also wished to lease closing machinery 
and receive the maximum amount of service. The can manufacturers took 
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advantage of this situation and, by excessively long can contracts and ma- 
chinery leases at well below cost, were adjudged to have created a tying 
arrangement that artificially blocked the entry and growth of competitors. 
The decree of 1950 imposed, with a time limit in some cases, rather drastic 
remedies that were unfavorably regarded by small canners and, in the spirit 
of the Robinson-Patman Act, denied some genuine economies to large canners. 
There is some evidence that the can market has loosened up, but entry has 
not occurred and profits have not fallen. It is possible that the long-run effect 
may be simply to eliminate the competitive waste of duopoly and raise 
profits. 

The author’s main conclusion is that, with the added safeguards of the 
decree, the tin can industry, an 80 per cent duopoly, is workably competitive. 
This may cause some to remark that economists have come a long way since 
Marshall and, indeed, have little farther to go. The author has, I believe, 
satisfactorily established his conclusion, but certain special circumstances 
need to be emphasized. Collusively high prices are forestalled by: (1) 
American Can Company’s early experience that high prices encourage entry; 
(2) the threat of large canners to integrate backward; (3) the virtual cer- 
tainty that the gains would have to be shared with the steel industry in the 
bargaining over the price of tin plate. Buyers are informed, so there is little 
advertising. The requirements of the product are well defined and product 
competition has taken the form of technologically better ways of meeting 
those requirements. Yet the technology is such that the intensive research of 
the large companies into product and process has gained them only temporary 
advantages. There is some cross-hauling and service rivalry may be excessive, 
but the record with respect to nonprice competition is excellent. The special 
conditions of the industry have thus checked collusive actions and channeled 
rivalry into economically acceptable activities, 

My main criticism is that the author focuses too myopically on his par- 
ticular segment of industry and appears to lack perspective. An early chapter 
summarizing the relevant theory is largely ignored thereafter, and few com- 
parisons are made with other industries. There are now a sufficient number 
of excellent industry studies so that cross-comparisons can be an effective 
start toward fruitful theoretical generalizations. 

Danret C. VANDERMEULEN 


Claremont Graduate School 


The Economics of Competition in the Transportation Industries, By JOHN R. 
MEYER, Merton J. Peck, JOHN Stenason, and CHARLES ZWICK. 
Cambridge: Harvard University Press, 1959. Pp. xvi, 359. $7.50. 

This book makes an important contribution to a timely subject: the eco- 
nomic plight of the railroad industry and the advisability of relaxing its 
economic regulation. With this aim the study undertakes: (1) to measure 
the cost of alternative means of transportation, (2) to determine the structure 
of their respective markets, (3) to assess the effects of current regulation, 
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and (4) to propose policy measures designed to advance efficiency in the 
transportation industries. 

To many students the most interesting part will be Chapters 2 to 5 where 
the authors place definite values on the fixed cost (sometimes called “threshold 
cost”) and the marginal cost (sometimes approximated by average variable 
cost) in terms of cents/ton-mile or cents/passenger-seat-mile of transportation. 
For instance, the latter turns out to be: 1.3 c. by railroad day coach, 2.7-3 c. 
by parlor car, 5-6 c. by Pullman, 1.25 c. by intercity bus, 2.7-3.5 c. by 
piston-engined airplane, tourist class for distances over 500 miles, and 
1.8-3.2 c. by first-class jet for distances over 1000 miles. It also emerges 
that trucks, and in particular diesel trucks, pay somewhat less than their 
share of road taxes; and passenger cars, in particular on urban roads, make 
up the difference. These chapters deal with the economic difficulties en- 
countered in pinning down tkese cost figures. Detailed questions and statistical 
procedures are treated in appendices. 

On the basis of their cost findings the authors derive some broad principles 
of an efficient division of labor in the transport industries (Ch. 6) with results 
reminiscent of a von Thiinen model: high terminal cost discourages short- 
haul traffic by railroad and plane; higher variable cost, long hauls by truck 
(other than piggy back) and passenger train. From this description the 
objectives of a rational transportation policy begin to emerge: to discourage 
short-haul or low-density traffic by train anc convert long distance trucking 
to piggy back operation on freight cars. The authors see no future in railroad 
passenger transportation. As Commissioner Howard Hosmer has put it: 
“in a decade or so this time-honored vehicle [the railroad passenger coach] 
may take its place in the transportation museum along with the stage coach, 
the sidewheeler and the steam locomotive.” 

The question of what is standing in the way of achieving this optimal 
division of transportation activities is not treated in a separate chapter but 
is answered passim: the regulation of rates and of entry by public agencies 
and by cartels in the form of rate-making bureaus. The doctrine of rate- 
making by “value of service” is examined as an instrument of discriminatory 
pricing designed to recoup fixed cost in a (constant or) decreasing marginal- 
cost industry. 

This leads to the next question of whether free competition can be relied 
on to remove the great inefficiencies that have resulted from excessive regula- 
tion—and in particular from the discriminatory freight tariff—and whether 
it can be relied on to produce the ideal division of labor and meet all demand 
that would pay its cost. In Chapter 8 the authors find that trucking has in- 
deed all the prerequisites o? a competitive industry—small units and num- 
erous firms—and that, in all but the overland haul of bulk commodities where 
monopoly appears to be a real possibility, the elasticities of substitution among 
firms and forms of transportation are such as to render competition effective. 
The policy conclusions stated passim and in the last chapter are in essence 
that there should be a considerable relaxation of regulation, particularly of 
entry into and exit from transportation industries, but no outright removal 
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of rate regulation, especially not of maximum and even minimum rates on 
bulk transportation. 

This is an interesting and useful work. While it contains no great surprises, 
it serves to convert more or less vague guesses into more precise estimates 
of cost relationships. It also constitutes an important step toward a theory 
of transportation organized along the lines of the general theory of price. 
This remains true even though the authors, addressing themselves to a public 
of nonprofessionals, have chosen to advance their arguments in a style which 
is often repetitive and laboriously elementary to the detriment of theoretical 
clarity and precision. ; 

While it is all too easy to criticize the techniques that apparently seemed 
necessary to get results in a fairly short time, many readers will feel uncertain 
about the true meaning of the statistical cost estimates in view of the obvious 
question not discussed by the authors: How serious is the bias introduced 
into the least-squares estimates by leaving other relationships out of the 
model, in particular those that have determined the size of track and the 
various other capital items—the “size variables” in the authors’ measure- 
ments? For obviously these size variables are not independent variables. A 
different point may be made about highway cost: the authors do not consider 
congestion and resulting times losses, and this deprives their discussion of 
rail commutation versus passenger car transport of much of its relevance. 

Apart from these technical questions I have only one point of general 
criticism: In their policy recommendations the authors appear to be overly 
cautious. If one agrees with their statement that “reform is most urgently 
needed ... in the thinking of management and union groups... . Many of 
the preceding suggestions could be carried out by properly vigorous, imagina- 
tive, and knowledgeable managements within the framework of present regula- 
tory practices” (pp. 271-72), one is led to add that precisely this type of 
management or management behavior would be attracted into railroading 
only when all or all but traces of the present system of regulation with its 
stifling effects on initiative had been removed. The case for free competition 
seems to emerge much more strongly from the analysis of this book than the 
authors are willing to admit. In any case transportation could be made sub- 
ject to the antitrust laws to prevent an unlikely repetition of the early rail- 
road wars. A great industry as deseperately sick as the railroads can be 
cured only by drastic means. The partial measures suggested by the authors 
might actually tend to reduce railroad earnings on high-value commodity 
shipments while preventing them from raising revenue on long-distance bulk 
hauls. No matter where one stands on these policy questions one can, I 
think, agree with the concluding statement: 


Transport regulation began in a day and age when the North American 
continent was first beginning to see the development of a modern indus- 
trial economy characterized by large oligopolistic corporations . . . whose 
operations were restrained by only a minimum of competitive checks. ... 
Since those early beginnings industrial concentration has grown markedly, 
farmers and other small producers have become powerfully organized, 


508 THE AMERICAN ECONOMIC REVIEW 


government has developed new techniques and agencies to deal with the 
problems created by increased concentration of economic power. At the 
same time, technological advance has created new and very effective com- 
petitors to rail transportation. While all this has been going on, regulatory 
policies in transportation have changed but little. The resulting economic 
absurdities cry out that some action should ai long last be taken. 


MARTIN BECKMANN 
Brown University 


Industrial Organization. By Joe S. Barn. New York: John Wiley & Sons, 
1959. Pp. xviii, 643. $9.25; text ed., $7.75. 

This is the most comprehensive book yet to appear in “the area of economics 
usually designated as Industrial Organization,” which has been carried for- 
ward by many scholars since it was pioneered in the 1930’s by E. S. Mason 
but by none more productively than Joe S. Bain. 

Its heart is an eight-chapter empirical and analytical study of the American 
economy, mainly although not exclusively, the manufacturing sector. Atten- 
tion is focused on the individual industry, but Bain does not present a series 
of industry studies. “Although the industry-study approach has a demonstrated 
entertainment value, it is seriously deficient in that it encourages a casuistic 
process of ‘generalizing from a single instance’; correspondingly is prone to 
engender confusion between accidental associations and fundamental tend- 
encies toward association; nearly always deals with too many parameters 
and variables for effective analytical handling; and provides no straight or 
passable road toward scientific generalizations” (Preface, pp. viii-ix). 

Using a cross-sectional approach, therefore, he successively examines market 
(1) structure, (2) conduct—a category which Bain develops intensively, and 
(3) performance, and seeks interrelationships among them. Performance is 
what we ultimately want, but for well-known reasons direct government regula- 
tion of performance should be minimal. However, public policy might operate 
through structure and conduct if they in fact determine performance. This 
policy problem—as well as scientific curiosity—underlies the central inquiry 
of the industrial organizaticn field: Is performance determined by structure 
(or by structure and conduct, if conduct can be independently observed, 
which Bain generally doubts) ? 

No review can adequately indicate the amount of evidence Bain assembles 
(drawing heavily, but not exclusively, on a sample of some 20 manufacturing 
industries), the care and objectivity with which he weighs it (e.g., in, the 
subtle analysis of “excess capacity,” pp. 358-62, and of profits, pp. 363-87), 
and the caution with which he draws conclusions. In brief summary, however, 
he finds the structural conditions for workable competition to be the follow- 
ing: (1) “high” or “very kigh” seller concentration “generally seems to be 
conducive to poor performance in the crucial matter of price-cost relations 
or profits, without evidently bestowing offsetting advantages in other dimen- 
sions of market performance” (p. 423). He discovers a distinct “break” at 
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the point where the largest eight sellers supply more than two-thirds to three- 
fourths of the output of an industry; moderately concentrated oligopolies 
appear to perform about as well as relatively atomistic industries. (2) High 
barriers to entry are also adverse, compared with moderate and low. (When 
accompanied by high barriers to entry, high concentration is even worse 
than when it occurs alone.) (3) Extreme product differentiation increases 
concentration and raises entry barriers much more than do economies of scale. 
Also, it results in wastefully high selling costs. Therefore it does not make 
competition more “workable” than it otherwise would be. Moreover, it seems 
to be hard to correct by public policy, because it is usually associated with 
products consumers cannot readily evaluate because they are infrequently 
purchased, complex in design and function, etc. (But soap, cigarettes, and 
possibly whiskey are puzzling.) 

Bain’s policy recommendations, tough-minded but judicious, follow natu- 
rally from his empirical and analytical investigation. They range over a wide 
field, but space confines us to one of them. He distrusts direct government 
regulation of performance, and except for some predatory and exclusionary 
practices, it is not possible te Sud an operational set of conduct prerequisites 
for workable competition. Consequently, he proposes to amend the Sherman 
Act “to state that structural situations (involving high concentration and 
impeded entry) which might be expected to have and demonstrably do have 
monopolistic performance tendencies are generally illegal, without particular 
reference to the lines of market conduct through which the undesirable struc- 
ture has been created, maintained, and exploited” (p. 608). He would change 
the usual remedy to dissolution or dismemberment if there would be no serious 
side effects and lesser remedies would not clearly suffice. Where undesirable 
structures originate in product differentiation associated, as noted above, with 
relatively immutable consumer characteristics, this will not be easy. 

How would the book serve as a textbook? In his preface, Bain comments, 
“T realize that the book is not written to fit numerous existing course outlines 
in the general field, but would of course be pleased if some such outlines 
were rewritten to fit the book.” This is good advice, especially because it 
would assure that discussion of public policy would occur only after a thorough 
economic analysis. Although the reasons for avoiding a “collection of industry 
studies” approach are impressive, some acquaintance with these would seem 
necessary to convey the historical, personal and accidental factors that affect 
every market and to offset the necessarily static bias of cross-sectional treat- 
ment. Unfortunately, the length of this book would prevent the use of much 
supplementary material. In general, for undergraduates the length and the 
often tedious style (especially in early chapters) are severe handicaps. For 
graduate students, footnote citations to other works should have been pro- 
vided, or a larger number of “supplementary readings.” As a general treatise, 
however, this is undoubtedly the most thorough in its field. It has real sub- 
stance, Its spirit is thoroughly scientific. 

Howard H. Hines 

Iowa State University 
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Land Economics; Agricultural Economics; Economic 
Geography; Housing 


The Great Farm Problem. By Wittiam H. Peterson. Chicago: Henry 
Regnery Co., 1959. Pp. xix, 235. $5.00. 

This readable little book presents an illuminating discussion of the “po- 
liticonomics” of American agriculture in historical perspective. The costly 
impasse into which the “farm program” has led is damaging the national 
economy and our international relations. The book is therefore timely. Though 
written in journalistic style for ordinary citizens, it should not be lightly 
ignored by economists. Its content is predominantly true and significant, and 
most of its shortcomings are readily discernible. Some of the language is too 
strong, but its blunt speaking is mostly warranted. If its brief proposals seem 
at once too bold and too weak, it is pertinent to observe that many minds 
through many years have failed to produce a solution of “the farm problem” 
that is at once economically workable and politically acceptable. 

The prologue (“The Vanishing Farmer of Grant Wood”) rightly stresses 
the transformation of American farming in recent decades, under “the inex- 
orable march of technology and economics in a still capitalistic society” 
(later elaborated on pp. 147-53). The author’s broad “Argument” is briefly 
presented in Chapter 1; his “Analysis” in a long Chapter 7; his “Summary 
and Conclusions” in a 4-page Chapter 8. Finally, there is a brief “Epilogue” 
(“Nature’s Laws and Man’s Laws”). 

Chapters 2-4 present the highlights of agropolitics and agrarian movements 
from 1600 to 1917. These provide a historical background for later farm 
legislation but deliberately give little attention to the evolution of American 
agriculture in this long period. The selected details bring out the “agrarian 
proclivity for inflation” (pp. 36-37), public land disposals at bargain prices 
or free (pp. 39, 50), cheap transport usually involving losses “to the public 
treasuries” (p. 49), cheap credit (p. 88), and allegedly “the farmer’s penchant 
for intervention from colonial days to the present” (p. 13). One may question 
this and some other generalizations, e.g., that the Civil War was “created 
by intervention—the North with tariff intervention, the South with slave 
intervention” (p. 52). 

Chapters 6-7 sketch the evolution of activist farm programs from the first 
world war to 1959, under powerful and persistent political pressures, Here 
is a broadly reliable summary of a sorry history, which deserves a wide read- 
ing. Insufficient emphasis, however, is laid on the important fact that the 
central objectives have been to protect and raise farmers’ income and status, 
by political measures, above what a free economy would yield them. Some 
partial or temporary successes are largely overlooked, and even of the more 
controversial elements of the farm program it is an exaggeration to say: “A 
generation of ‘farm policy’ adds up to hopeless tinkering, fantastic losses, and 
planned chaos...” (p. 217). Few will endorse the author’s implication that 
the creation and development of the U. S. Department of Agriculture, state 
agricultural colleges and experiment stations, the agricultural extension and 
farm credit systems, the Rural Electrification Administration (p. 145), and 
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various forms of federal regulation (Ch. 4) were all unwise policy moves— 
whatever the criticisms to which they are properly subject. 

Peterson’s viewpoint is that of an uncompromising “liberal” of the Von 
Mises school, for whom “statism” is the cardinal economic sin. He finds “the 
great farm problem” simply political intervention (pp. 8-13). He is basically 
hostile to any and all kinds of government intervention, and he evinces re- 
markable faith in the adequacy of a wholly free market. Few economists share 
this undiscriminating hostility and faith, yet the disgraceful record of failure 
in much agricultural intervention understandably tempts some to say: “Away 
with it all!” 

The failures, broadly construed, include the Federal Farm Board experi- 
ments, the Agricultural Adjustment Administration’s more comprehensive 
ones, various attempts to restrict farm production through acreage allot- 
ments, marketing quotas, and “Soil Banks,” and the Commodity Credit 
Corporation’s surplus-concentration and disposal programs. Technological 
advances and government stimuli keep generating surpluses faster than they 
can be disposed of by all sorts of means. Yet political resistance to effective 
program revisions continues so powerful that the CCC “investment” in 
surplus farm products threatens to rise from $9 billion in mid-1960 to $12 
billion in 1963. It is outrageous that our hard-pressed federal budget should 
be burdened with several billion dollars a year—equal to some 40 per cent of 
farm income from farming—to swell cash incomes and enhance farm land 
values to benefit mainly the larger farmers while restricting their freedom of 
action. 

In his preface the author promised to spell out a simple “remedy for our 
farm ills” (p. xii). There is none, of course. His one-page “positive program 
. .. to be gradually effectuated” (p. 213) by no means fulfills his promise. 
Its three main points are: (1) the progressive abandonment of all price sup- 
ports and guarantees, all acreage and marketing controls; (2) the gradual 
sale of government holdings of farm products back to the farmers; and (3) 
“the progressive abandonment of statism ... in every phase of American 
industry.” This bold “remedy” is obviously weak politically; but it is hard 
to conceive that, if adopted with or without tempering supplements, it could 
cure all the “farm ills” that have given rise to the measures condemned. 

JosepH S. Davis 

Stanford University 


Related Disciplines 


Higher Education for Business. By ROBERT AARON GORDON and JAMES EDWIN 
Howe.t. New York: Columbia University Press, 1959. Pp. xi, 491. 
$3.50. 

The Education of American Businessmen. By FRANK C. Prerson and others. 
New York: McGraw-Hill Book Co., 1959. Pp. xvii, 740. $7.50. 

That two leading foundations (Ford and Carnegie) should simultaneously 
commission major studies on collegiate education for business may have been 
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purely coincidental. Yet the coincidence suggests that influential educational 
leaders have suspected the need for reform of business education. Both studies 
have confirmed this suspicion. 

The staffs of the two foundations were dcubtless aware that an appraisal 
of business education and the prescriptions that would flow from this ap- 
praisal would depend in part upon the kind of person selected to direct such 
a study. Both foundations chose distinguished economists of broad interests 
who have voz been closely identified with business schools. (The Carnegie 
study was directed by Professor Pierson of Swarthmore and the Ford study 
by Professor Gordon of California.) It is hardly surprising therefore that the 
approach and the conclusions in the two volumes are similar. The total impact 
might have been stronger if the similarity of conclusions had resulted from 
two studies made by persons from very different perspectives. It is intriguing 
to consider how the conclusions might have varied had the studies been 
directed by accountants, psychologists, industrial engineers, marketing spe- 
cialists, or educationists—all of whom have some claim to competence in the 
field of business education. 

In both studies, the question of whether there is a legitimate place in the 
university for the undergraduate business school was considered. The answer 
was scarcely a ringing testimonial in its behalf. Yet in a sense the most 
significant conclusion of both volumes is that the undergraduate business 
school does (or could) have a useful function, and that it should survive. 
This finding, however, by no means implies approval of things as they are. 

The criticisms of current business education are sweeping and devastating, 
and they apply to both graduate and undergraduate business education. The 
Gordon-Howell report refers (pp. 5-9) to “low level and narrow vocational 
character,” standards that are “embarrassingly low,” “not providing the kind 
of education tomorrow’s businessmen will need,” undefined objectives, “the 
rut” in which business schools have “plodded.” The Pierson report speaks 
(pp. ix-xvi) of vague definition of subject matter, low academic standards, 
slack admission requirements, inflation of subject matter, excessive specializa- 
tion, and “sorely deficient” general quality. Both reports concede that there 
are notable examples of schools to which these criticisms do not apply, but 
that the exceptions are rare. Both point out, however, that there are stirrings 
in business education and that with leadership improvement is feasible. 

Business education is a subject of great moment because of the enormous 
and growing enrollments involved. Business accounts for a major fraction of 
all higher education. The Pierson report ably describes the development of 
the field (Ch. 3) and the Gordon-Howell repor: presents an excellent statistical 
analysis of its growth (Ch. 2). 

A basic problem is that business education, according to overwhelming 
evidence, attracts students of relatively low average quality. Both reports 
recommend an upgrading of student quality. This might be done in several 
ways: by abandoning some kinds of work that might be transferred to junior 
colleges and noncollegiate institutions; by raising the intellectual rigor of 
business school courses and thus discouraging weak students; and by im- 
posing selective admissions requirements. It is pointed out, however, that 
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there is as yet no proven method of selecting students who have the capacity 
for future success in business careers. 

The issues concerning the low quality of students in business schools are 
among the most difficult. At present these schools are apparently a major 
haven for many students who are admitted to the university but do not have 
the ability to compete in most other areas. If the authors’ recommendations 
for greater rigor were followed, many of these students would have no place 
left for them in the university (except possibly the school of education) and 
so would be denied the benefit of college education and the honor of college 
degrees. These reports, therefore, are basically dealing with the question of 
what persons have a right to be in the university or what minimal level of 
intellectual rigor should be demanded there. They suggest that the business 
school should be at least as demanding as the liberal arts college, and pre- 
ferably more so. I personally take issue with the occasional suggestion in the 
Gordon-Howell report that those students unqualified for a rigorous business 
program might better be shifted to the arts college (e.g., pp. 330, 338). The 
authors also state, however (p. 141): “It is partly because of the less gifted 
student that we have argued for reform rather than the abolition of the 
undergraduate program.” 

The objectives of the business school are inescapably unclear because busi- 
ness itself is changing, because much of the skill and knowledge needed for 
business success cannot be taught in college but must be learned through 
experience, because the demands on a businessman vary as he proceeds 
through his career, because the activities we subsume under “business” are 
many and varied, and because the businessman is concerned both with his 
organization and with the environment in which the organization functions. 
The authors of both reports, therefore, are inclined to discount preparation 
for the first job, to emphasize skills that are applicable to many situations, 
general educaton, solid analytical content, social responsibility, sound work 
habits, and basic tools such as writing, speaking, mathematics, They believe 
that there are many possible kinds of education relevant for future business- 
men and that the business school provides only one (or a few) of these. Along 
this line, the Gordon-Howell report strongly recommends (p. 125) a sequence 
of a limited number of business courses for students majoring in arts, engi- 
neering, or other fields and who may seek business careers. The words 
“analysis” and “analytical ability” appear prominently in both reports. Both 
recommend fewer courses in business, particularly fewer descriptive courses. 
It would not be far from accurate to describe the authors’ attitude toward 
many present business courses, with respect to both content and method, as 
contemptuous. 

A major problem of the undergraduate business school is that it is trying 
to provide both general education and professional education in the span of 
four years with the result that neither is accomplished satisfactorily. The 
reports recommend that the weight be shifted toward general education. The 
Pierson report suggests 50 to 55 per cent of the student’s work be in areas 
outside business and economics (p. 195). The Gordon-Howell report suggests 

e that this percentage should be “not less than half” (p. 133). Both reports 
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emphasize that all is not well in the arts college and that changes are needed 
there too if the nonbusiness portion of the student’s education is to serve its 
purpose. The Pierson report has a very illuminating section (Ch. 8) on the 
kinds of nonbusiness courses that would meet the need. Pierson writes 
(p. xii): “. .. any steps that are taken to shift the work of business students 
from the business specialties to greater emphasis on general background 
subjects need to be coupled with a revitalization of the liberal arts studies 
as well. Merely to require these students to take a variety of courses in non- 
business areas taught in a perfunctory manner by instructors whose main 
interests lie elsewhere will not meet the situation and in fact may cause 
much harm.” This observation led me to the thought that if Pierson, Gordon 
and Howell had prepared reports on liberal arts schools, they might have 
offered criticisms nearly as damaging as those they have leveled against busi- 
ness schools, 

Both reports include sections on business research (which they consider 
to be in a parlous state) and on the preparation of faculty for teaching the 
kind of program they envision. Research and teacher preparation are con- 
sidered to be key elements in achieving needed reforms, Both reports contain ` 
excellent chapters on adult education of businessmen including the sizeable 
programs sponsored by business firms. Both discuss education in small col- 
leges having no separate business schools. The Pierson report has several 
excellent chapters on the various special fields of business contributed by 
specialists in these areas, and also a splendid contribution by G. L. Bach 
on “Managerial Decision Making as an Organizing Concept.” 

I can offer nothing but praise for these two reports. They are judicious, 
restrained, and statesmanlike. They offer realistic and practicable suggestions. 
They recognize that there are varying local situations and that not all institu- 
tions can or should try to do the same things. They point out that the field is in 
flux and that there are abundant opportunities for experimentation. Yet they 
never flinch from the basic proposition that radical reform is clearly indicated. 

These reports have significance far beyond business education. They are 
relevant to all higher education, not only in the professions but also in the 
liberal arts. They show thet there are many routes to good education, and 
that merely because a given program is designed in part for practical career 
objectives, it need not be narrow, stultifying, or illiberal. Indeed, they might 
have emphasized that it is no sin (as sometimes suggested by purists) to 
capitalize on the motivation provided by a career interest to stimulate stu- 
dents. The tragedy of business education is that the built-in career motivation 
has not been exploited in the interests of excellence. 

Howard R. BOWEN 

Grinnell College 
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di Pol. Econ., Dec. 1959, pp. 1875-95. 

Bertranp, R. Le rôle de la protection douanière dans une politique de développement. 
(With English summary.) Écon. Appliquée, July-Sept. 1959, pp. 291-306. 

BEAGwaT, J. N. Protection, real wages and real incomes. Econ. Jour., Dec. 1959, pp. 733- 
48. 

Byérxovist, H. Devalveringens problem. Ekon. Samfundets Tids., Aug. 1959, pp. 229-42. 

Bossa, F. La concorrenza nel Mercato Comune. Mondo Aperto, Dec. 1959, pp. 445-73. 

Brapspaw, M. T. ann Lecuter, M. Contraction of United States merchandise trade 
surplus. Surv. Curr. Bus., Dec. 1959, pp. 11-18. 

Crem, A. R. Trade and convertible currencies in free world’s economic welfare, Am. Jour. 
Econ. Soc., Jan. 1960, pp. 179-92. 

Cursaorm, M. Shipping costs and the terms of trade: Australia and New Zealand. Ap- 
plied Stat., Nov. 1959, pp. 196-201. 

Farst, T. Die Wettbewerbsbestimmungen fiir Unternehmen in der Europäischen Wirt- 
schaftsgemeinschaft und in einer europäischen Freihandelszone. Aussenwirtschaft, Dec. 
1959, pp. 297-311. 

Fiscaer, W. The German Zollverein. A case study in customs union. Kyklos, 1960, 13 
(1), pp. 65-89. 

Greens, L. M. The investment company—useful medium for American private investment 
abroad. Jour. Finance, Dec. 1959, pp. 493-503. 

HANDLER, D. Central American integration progresses. For, Commerce Weekly, Nov. 1959, 
pp. 20-21, 27. 

Horror, M. W. The economic and financial recovery of Europe and its effect on the 
United States. De Economist, Jan. 1960, pp. 1-12. 

Housstaux, J. Quelques expériences récentes de quasi-intégration. Rev. Econ., Nov. 1959, 
pp. 838-68. 

Incram, J. C. The Canadian exchange rate, 1950-57. So. Econ. Jour., Jan. 1960, pp. 207-18. 

LAATTO, E. Terms of trade och ekonomisk tillväxt. Ekon. Samfundets Tids., Aug. 1959, 
pp. 289-304. 


Micwaety, M. Relative-prices and income-absorption approaches to devaluation: a partial 
reconciliation. Am. Econ. Rev., Mar. 1960, pp. 144-46. 


Mrvazawa, K. Foreign trade multiplier, input-output analysis and the consumption func- 
tion. Quart. Jour. Econ., Feb. 1960, pp. 53-64. 


Moorr, F. T. The World Bank and its economic missions, Rev. Econ. Stat., Feb. 1960, 
pp. 81-93. 

Moortay, S. K. A note on adjusting Frisch’s Transaction Matrix. Arthaniti, Nov. 1959, 
pp. 49-55. 

Mortimer, B. China’s challenge in cotton textiles. Nat. and Grindlays Rev., Jan. 1960, 7-15. 

Mouwpett, R. A. The pure theory of international trade. Am. Econ. Rev., Mar. 1960, 
pp. 67-110. 

Narpvzzi, N. E’configurabile oggi un nuovo ordine monetario internazionale? Riv. di 
Pol. Econ., Dec. 1959, pp. 1938-58. 
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Orsen, E. Frie varebevaegelser og økonomisk politik. Ekon. Samfundets Tids., Aug. 1959, 
pp. 252-63. 

Pearce, I. F. A further note on factor-commodity price relationships. Econ. Jour., Dec. 
1959, pp. 725-32. 

Pryor, F. L. Forms of economic co-operation in the European Communist bloc. Soviet 
Stud., Oct. 1959, pp. 173-94. 

Ramos PERERA, A. A convertibilidade das moedas e a política económica internacional, 
Rev. de Econ. (Portugal), Mar-June 1959, pp. 5-36. 

SANTARELLI, A. Il problema della dimensionalità ed il Mercato Comune Europeo. (With 
English summary.) Risparmio, Nov. 1959, pp. 1716-33. 

SCHINDLER, D, Neutralitatsrechtliche Aspekte eines Beitrittes der Schweiz: zur EWG. 
Wirtschaft und Recht, 1959, 11 (4), pp. 217-28. 

Scort, M. FG. What should be done about the Sterling Area? Bull. Oxford Univ. Inst. 
Stat., Nov. 1959, pp. 213-52. 

SpratevicH, A. Transazioni finanziarie internazionali e cicli economici. (With English 
summary.) L'industria, 1959 3, pp. 314-26. 

Sépersten, B. Utrikeshandel och ekonomisk utveckling. Ekon. Samfundets Tids., Aug. 
1959, pp. 276-88. 

STEFANI, G. Per una teoria tributaria dell’integrazione economica internazionale. Riv. di Pol. 
Econ., Jan. 1960, pp. 37-84. 

Srern, R. M. A century of food exports. Kyklos, 1960, 13 (1), pp. 44-64. 

Tucci, G. La concorrenza qualitativa nel commercio internazionale. (With English sum- 
mary.) Risparmio, Aug. 1959, pp. 1203-33. 

Wionczex, M. S. El financiamiento de la integración económica de América Latina, El 
Trimestre Econ., Jan.-Mar. 1960, pp. 15-33. 

Private foreign investment. Fed. Bar Jour., Oct. 1959, pp. 308-88. 

The problem of convertibility and international liquidity. Rev. Econ. Conditions in Italy, 
Jan. 1960, pp. 5-20. 

Symposium on the Sterling Area. Articles on Australia, New Zealand, India, Iraq, Irish 
Republic, Ghana, Nigeria, Federation of Rhodesia and Nyasaland, Union of South 
Africa, West Indies, by R. I. Downing, J. O. N. Perkins and others. Bull. Oxford Univ. 
Inst. Stat., Nov. 1959, pp. 253-372. 


Business Finance; Investment and Security Markets; Insurance 


BopenHorn, D. On the problem of capital budgeting. Jour. Finance, Dec. 1959, pp. 473-92, 

RozENTAL, A. A. Variable-return bonds—the French experience. Jour. Finance, Dec. 1959, 
pp. 520-30. 

Capital markets in 1959, Fed, Res. Bul., Jan. 1960, pp. 1-7. 


Business Organization; Managerial Economics; Marketing; Accounting 


Betz, C., S. Elementary economics and depreciation accounting. Am. Econ. Rev., Mar. 
1960, pp. 154-58. 


‘Brink, E. E. Percezione subliminale nella pubblicità, (With English summary.) Riv. 
Internaz. di Sci. Econ. e Com., Sept. 1959, pp. 818-30. 


Fretp, J. E. Inventory valuation anc the short-run cost function, Accounting Rev., Jan. 
1960, pp. 104-10. 


Furraata, T. The concept and system of business management. Kyoto Univ. Econ. Rev., 
Apr. 1959, pp. 32-56. 

Kénter, H. Rechtsform und Unternehmensverfassung. Zeitschr. f. die ges. Staatswiss., 
1959, 115 (4), pp. 716-46. 


Marnews, R. Inflation and company finance. Accounting Rev., Jan. 1960, pp. 8-18. 
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McGarraz, R. E. Feedback—consumer to factory. Mech. Engineering, Jan. 1960, pp. 41- 
43. 

Ravenscrort, E. A. Return on investment: fit the method to your need. Harvard Bus. 
Rey., Mar.-Apr. 1960, pp. 97-109. 

ScuæLe, D. Unternehmungsforschung. Schmollers Jahrb., 1959, 79 (6), pp. 63-96. 

Scuusa, K. F. Make-or-buy decisions—cost and non-cost considerations. N.A.A. Bull., 
Mar, 1960, pp. 53-66. 

Witxins, L. T. Operational research and administrative problems. O & M Bull, Dec. 
1959, pp. 250-60. 


Industrial Organization; Government and Business; Industry Studies 


Brarpstzy, P. T. Restrictions against rail entry into other transportation fields. Law and 
Contemp. Prob., Autumn 1959, pp. 643-52. 

Carrtére, F. D’une forme récente de concentration commerciale. Rev. Econ., Jan. 1960, 
pp. 46-68. 

Cuerrntavsku, V. An attempt to define the efficiency of capital investments in the iron 
and steel industry. Prob. Econ., Nov. 1959, pp. 18-22. 

CuisHoirm, M. Economies of scale in road goods transport? Off-farm milk collection in 
England and Wales. Oxford Econ. Papers, Oct. 1959, pp. 282-90, 

Eris, F. R., Haztewoop, A. D., Kxowres, K. G. J. C. anb Wiysten, C. B. Innovation 
and automation: a discussion based on case studies. Bull. Oxford Univ. Inst. Stat., Aug. 
1959, pp. 131-208. 

Fevevx, M. anp FarrovcH, M. Productivity in European railways. Europ. Prod., Feb. 
1960, pp. 15-24. 

Fucus, V. R. Changes in the location of U.S. manufacturing since 1929, Jour. Reg. Sci., 
Spring 1959, pp. 1-18. 

Gipine, J. G. anb McKiınxyon, A. B, The federal income tax and regulated transportation. 
Law and Contemp. Prob., Autumn 1959, pp. 670-76. 

Hansen, V. R. The current federal policy on antitrust matters. Antitrust Bull, July-Aug. 
1959, pp. 541-56. 

Herman, E. S. Board of Governors v. Transamerica: victory out of defeat. Antitrust Bull., 
July-Aug. 1959, pp. 521-40. 

Hoserirz, B. F. Small industry in underdeveloped countries, Jour. Econ. Hist., Dec. 1959, 
pp. 600-18. 

Hower, P. L. The rate of return in air transport. Law end Contemp. Prob., Autumn 
1959, pp. 677-701. 

Isard, W. AnD Scxoorer, E, W. Industrial complex analysis agglomeration economies and 
regional development. Jour. Reg. Sci., Spring 1959, pp. 19-34. 

Lannon, C. E. Technological progress in transportation on the Mississippi River system. 
Jour. Bus., Jan. 1960, pp. 43-62. 

Lzénarp, P. Fluctuations cycliques dans les transports maritimes. Rev, Econ., Jan, 1960, 
pp. 17-45. 

Livy, M. L’énergie nucléaire dans les pays sous-développés. Prospective, 1959, 4, pp. 79-90, 

Ma, R. The age structure of quoted public companies. Applied Stat., Nov. 1959, pp. 158- 
67. 

Macxiz, D. I. Governmental responsibilities in the field of local burdens on railroad 
transportation facilities. Law and Contemp. Prob., Autumn 1959, pp. 653-69, 

Marx, D., Jr. Group or conference rate-making and national transportation policy in 
the United States. Law and Contemp. Prob., Autumn 1959, pp. 586-604. 

Metron, L. J., JR. Transport coordination and regulatory philosophy. Law and Contemp. 
Prob., Autumn 1959, pp. 622-42. 
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Muwnsy, D. L. Investing in coal. Oxford Econ. Papers, Oct. 1959, pp. 242-68. 


Nexson, J. C. Policy issues and economic effects on public aids to domestic transport. 
Law and Contemp. Prob., Autumn 1359, pp. 531-56. 


Riscuin, M. A note on trends in industrial concentration in the United States, 1948-1956. 
Antitrust Bull., July-Aug, 1959, pp. 513-20. 


Roserrs, M. J. The regulation of transport price competition. Law and Contemp. Prob., 
Autumn 1959, pp. 557-85. 


Seaver, E. R. AND SCHMELTZER, E. The role of conferences and the dual-rate system in 
ocean foreign trade. Law and Contemp. Prob., Autumn 1959, pp. 605-21. 


Sreser, H, Kritische Würdigung des Entwurfes zu einem schweizerischen Kartellgesetz. 
Wirtschaft und Recht, 1959, 12 (4), pp. 244-58. 


Svoars, N. L. Regulation of returns to transportation agencies. Law and Contemp. Prob., 
Autumn 1959, pp. 702-32. 


Sévertunp, E. F. The Swedish iron industry, 1932-1939. Scan. Econ. Hist. Rev., 1959, 7 
(1), pp. 41-66. ` 


Soto, R. The new look in the constitutional structure of public regulation. Antitrust Bull., 
July~Aug. 1959, pp. 503-12. 


SuBBARAMAIAH, S. Operation of public enterprises: an estimate. Asian Econ. Rev., Nov. 
1959, pp. 21-30, 


Trorst, M. Di alcuni caratteri e aspecti dell’economia dei trasporti. Giorn. d. Econ., July- 
Aug. 1959, pp. 406-25. 


. Produttività e trasporti. Riv. di Pol. Econ., Dec. 1959, pp. 1919-37. 





Land Economics; Agricultural Economics; Economic Geography; Housing 
Breno, W. Rural industrialization for agricultural development. Jour. Farm Econ., Dec. 
1959, pp, 1322-44. 


Cocurane, W. W. Farm technology, foreign surplus disposal and domestic supply control. 
Jour. Farm Econ., Dec. 1959, pp. 885-99. 


Comen, S. B. anp Appresaum, W. Evaluating store sites and determining store rents, Econ. 
Geog., Jan. 1960, pp. 1-35. 


Crist, R. E. Land for the fellahin, X. Am. Jour. Econ. Soc., Jan. 1960, pp. 207-16. 


Frores, E. La significación de los cambios del uso de Ja tierra en el desarrollo económico de 
México. El Trimestre Econ., Jan.-Mar. 1960, pp. 1-14. 


Kyos, S. Sider ved den norske sjokolade- og sukkervareavgiften. Økonomi, Dec. 1959, pp. 
- 3-70. 
Lonspace, R. E. anp THomeson, J. H. A map of the USSR’s manufacturing. Econ. Geog., 
Jan. 1960, pp. 36-52, 


Srern, R. M. Agricultural surplus disposal as a means of financing economic development. 
Econ. Internaz., Nov. 1959, pp, 643-59. 


Urrerstrim, G. Migratory labour end the herring fisheries of Western Sweden in the 
18th century. Scan. Econ. Hist. Rev., 1959, 7 (1), pp. 3-40. 


Vécutinc, F. Das Uberschussproblem in der italienischen Landwirtschaft und der Euro- 
paische Gemeinschaftsmarkt. Jahrb. f. Nationalok. und Stat., Dec. 1959, pp. 372-401. 


Wicxizer, V. D. The smallholder in tropical export crop production. Food Reasearch Inst. 
Stud., Feb. 1960, pp. 49-99. 


Worxine, H. Price effects of futures trading. Food Research Inst. Stud., Feb. 1960, pp. 
3-31. 


Labor Economics 
Aaron, B. The Labor-Management Reporting and Disclosure Act of 1959. Harvard Law 
Rev., Mar. 1960, pp. 851-907. 


Brown, E. C. The local union in Soviet industry: its relations with members, party, and 
management. Indus. Lab, Rel. Rev., Jan. 1960, pp. 192-215. 
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Catperon, C. D. From compulsory arbitration to collective bargaining in the Philippines. 
Internat. Lab. Rev., Jan. 1960, pp. 1-24. 

CHAIGNEAU, Y. Evolution de Pemploi aux Etats-Unis. Rev. Econ., Jan. 1960, pp. 107-29. 

Dicxs-Mrmeavux, L. A, anp Dow, J. C. R. The determinants of wage inflation: United 
Kingdom, 1946-56. Jour. Royal Stat. Soc., 1959, 122 (2), pp. 145-84. 


Jones, D. L. Self-determination vs. stability of labor relations. Mich. Law Rev., Jan. 1960, 
pp. 313-46, 


Kisrince, M. D. The effort bargain in industrial society. Jour. Bus., Jan. 1960, pp. 10-20. 

Kummer, K. Works councils in Austria. Internat. Lab. Rev., Feb. 1960, pp. 110-24, 

Lipsey, R. G. The relation between unemployment and the rate of change of money wage 
rates in the United Kingdom, 1862-1957: a further analysis. Economica, Feb. 1960, pp. 
1-31. 

Macx, J. A. Trade unions and the State. Scot. Jour. Pol. Econ., Feb, 1960, pp. 47-64. 

Martin, R. M. Legal enforcement of union security in Australia. Indus. Lab, Rel. Rev., 
Jan. 1960, pp. 227-44. 

Myrrs, C. A. Lessons from abroad for American management. Jour. Bus., Jan. 1960, pp. 
1-9. 

ODBER, A. J. Local unemployment and the 1958 act. Scot. Jour. Pol. Econ., Nov. 1959, pp. 
211-28. 

Roserrs, B, C. Industrial relations in an affluent society. Lloyds Bank Rev., Jan. 1960, pp. 
29-40, 

Ropertson, D. J. The determinants of wage structure. Scot. Jour. Pol. Econ., Feb. 1960, 

pp. 1-13. 

SCHWEITZER, A. Labor in organized capitalism. Schweiz. Zeitschr. f. Volkswirtschaft und 
Stat., Dec. 1959, pp. 478-99, : 

Syxers, J. Employment and unemployment in regions and in the development areas, Scot. 
Jour. Pol. Econ., Nov. 1959, pp. 193-210. 

TAKAMIYA, S. Characteristics of management in Japanese enterprise, Annals Hitotusubashi 
Acad., Dec. 1959, pp. 181-93. 

Yanowircs, M., Trends in Soviet occupational wage differentials. Indus. Lab. Rel. Rev., 
Jan. 1960, pp. 166-91. 

Steel negotiation documents, Mo. Lab. Rev., Dec. 1959, pp. 1329-47. 

Wages in Viet-Nam. Internat. Lab. Rev., Dec. 1959, pp. 465-88. 

Women’s wages, Internat. Lab. Rev., Feb. 1960, pp. 95-109. 


Population; Welfare Programs; Standards of Living 


Brewster, J. M. The impact of technical advance and migation on agricultural society 
and policy, Jour. Farm Econ., Dec. 1959, pp. 1169-84. 


Krauss, J. T. Some neglected factors in the English industrial revolution. Jour. Econ. Hist., 
Dec. 1959, pp. 528-40, 

Lamare, H. H. anb Crorzty, J. A., Jr. City families as givers. Mo. Lab. Rev., Dec. 1959, 
pp. 1303-11. 

Newson, P. Migration, real income and information. Jour. Reg. Sci., Spring 1959, pp. 
43-74, 

Senc, Y. P. The population growth of Singapore. Malayan Econ. Rev., Oct. 1959, pp. 
56-69. 

Taruser, C. Economic and social implications of internal migration in the United States. 
Jour. Farm Econ., Dec. 1959, pp. 1141-54, 


Related Disciplines 
Lirwak, E. Occupational mobility and family cohesion. Am. Soc, Rev., Feb. 1960, pp. 9-20. 


NOTES 


A nominating committee consisting of George W. Stocking, chairman, Vincent W. Bladen, 
Everett E. Hagen, Charles J. Hitch, Frank C. Pierson and Edwin Young has submitted 
the following slate of nominees for 1961 officers of the American Economic Association: 


President: 
Paul A. Samuelson 


First Vice President: 
Edward S. Mason 


Vice President: 
Solomon Fabricant 
Milton Friedman 
Walter W. Heller 
Richard A, Lester 


Executive Commiitee 


Kenneth J. Arrow 
Abram Bergson 

Ewan Clague 

Charles P. Kindleberger 


Representative, Social Science Research Council 
George H. Hildebrand 


Tue Norman S. BUCHANAN PRIZE 


Friends of Norman S. Buchanan have established a fund at the University of California, 
Berkeley, to provide a biennial award of $250 for an outstanding doctoral dissertation, 


New PUBLICATION 


The Food Research Institute, Stanford University, has begun publication of a journal 
that contains articles reflecting the current research interests of its staff members. The first 
issue of Food Research Institute Studies was published in February 1960. There will be 
three issues a year, in February, May and September, with an annual subscription price of 
$7.00, ‘All communications should be addressed to Food Research Institute, Stanford Uni- 
versity, Stanford, California. 


Announcements 


Section K—Social and Economic Sciences—of the American Association for the Advance- 
ment of Science will hold sessions for contributed papers at the annual meeting of the 
AAAS. in New York, December 26-31, 1960. Association members interested in present- 
ing a paper based on recent research at these sessions should forward titles and abstracts not 
later than September 1 to Donald P. Ray, Secretary of A.A.A.S. Section K, National 
Institute of Social and Behavioral Science, George Washington University, Washington 6, 
D.C, 


The Maxwell Graduate School of Syracuse University, in cooperation with the Dan- 
forth Foundation, will present the second faculty seminar dealing with problems of metro- 
politan areas during the period August 28-September 7, 1960. This ten-day seminar will 
focus on identification of substantive problems of urban regions and on the research meth- 
ods available for the analysis of these problems. The 1959 seminar was considered very 
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successful as an interdisciplinary approach to the complexity of the metropolis, and this 
year’s plan is built upon that experience. Jesse V. Burkhead of the Maxwell School, Norton 
E. Long of Northwestern’s Transportation Center, and Otis D. Duncan of the Population 
Center, University of Chicago, among others, will serve as discussion leaders. 


The Inter-University Committee again has limited funds available for grants to colleges 
and universities in support of postdoctoral faculty specialists on the Soviet Union or East 
Central Europe, for short-term, study-related visits in those areas, Countries within the 
scope of the program are: the Soviet Union, the Communist-controlled countries im- 
mediately continguous upon it, and Albania, Bulgaria and Yugoslavia. Altthough awards 
have already been made to candidates selected from applications received up to April 20, 
additional awards can be made throughout the year if funds remain available. Applications 
should be sent to the Inter-University Committee on Travel Grants, 409 West 117 St., 
New York 27, N.Y. 


The 1960 Directory of College Graduates Available for Business Personnel, issued an- 
nually by Alpha Kappa Psi, national business fraternity, will be mailed to business firms 
interested in employing college graduates with majors in business fields, economics and 
statistics. The selected list presents photographs and brief factual summaries of qualified 
graduates of leading universities and colleges who will be available for employment in 1960. 
Capies of the directory may be obtained from Alpha Kappa Psi Fraternity, 111 East 38th 
Street, Indianapolis 5, Indiana. 


Deaths 
Oskar N. Anderson, University of Munich, February 12, 1960. 
Julius B. Bearnson, emeritus University of Utah, October 17, 1959. 
John D. Black, emeritus Harvard University, April 12, 1960. 
Margaret L. Brew, Cornell University, November 21, 1959. 
Alzada Comstock, emeritus Mount Holyoke College, January 15, 1960. 
Howard R. DeLancy, October 1959, 
Howard W. Green, July 8, 1959. 
Rupert A. Hawk, Grinnell College, October 27, 1959. 
Julian L. Holley, Johns Hopkins University, February 1959. 
George R. Keith, January 10, 1960. 
Svend Laursen, February 1960. 
James E. LeRossignol, emeritus University of Nebraska, December 2, 1959. 
Erik Lindahl, University of Uppsala, January 1960. 
Archibald M. Mclsaac, Syracuse University, January 12, 1960. 
Carl V. Noll, Hunter College, February 26, 1960. 
Vladimir G. Simkhovitch, emeritus Columbia University, December 9, 1959. 


Retiremenis 
John W. Dietz, University of Florida, June 1960. 
Otto H. Ehrlich, New York University. 
Russell H. Moore, Ohio State University, March 1, 1960. 
Bervard Nichols, University of Pittsburgh, June 1960. 
Edward L. Smith, Hunter College, February 1, 1960. 
H. L. Wilson, University of Miami, Florida. 


Visiting Foreign Scholars 
Douglas C. Hague, Sheffield University: visiting professor Duke University, 1960-61. 


Margaret Hall, Somerville College, Oxford University: visiting professor of economics, 
Massachusetts Institute of Technology, spring 1961. 
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Terence W. Hutchison, University of Birmingham, England: visiting professor of eco- 
nomics, University of Michigan, summer session, 1960. 


Alexander M. Kerr, University of Western Australia: visiting lecturer, The University of 
Texas, second semester, 1959-60. 


Robin Marris, Kings College, Cambridge University: visiting professor of economics, 
Northwestern University, fall quarter, 1960-61. 


L. O’Nuallain, University College, Galway, Ireland: visiting scholar, University of Michi- 
gan. 


Don Patinkin, Hebrew University, Jerusalem: visiting professor of economics, North- 
western University, fall 1960. 


Michael Postan, Cambridge Universizy : visiting professor of economics, Massachusetts In- 
stitute of Technology, fall 1960. 


Emil Rado, University College, Legon, Ghana: visiting assistant professor, Williams 
College, 1960-61. 


Mary Robertson, University of Nottingham: Duke University, summer 1960, 


Hugh Rose, Exeter University, Exeter, England: visiting associate professor, North- 
western University, 1960-61. 


Omar Wahby, University of Cairo, Egypt: research associate, department of economics, 
Iowa State University (Ames). 


Promotions 


Francis Bator: associate professor cf economics, Massachusetts Institute of Technology. 
Edwin W. Bishop: assistant professor of economics, Georgetown University. 

August C. Bolino: associate professor, Saint Louis University. 

George H. Borts: professor of economics, Brown University. 


J. W. Brandon: professor of accounting, School of Business Administration, University 
of Miami. 


Michael J. Brennan: associate professor of economics, Brown University. 

Albert Buckberg: assistant professor of economics, Iowa State University (Ames). 
Deane C, Carson: associate professor of economics, Brown University. 

Paul G. Clark: professor of economics, Williams College. 


A. E, Crotty: assistant professor of accounting, School of Business Administration, Uni- 
versity of Miami. 


John C. Dawson: associate professor of economics, Grinnell College. 
Lev E. Dobriansky : professor of economics, Georgetown University. 


Randall A. Hoffmann: assistant professor, department of economics, Iowa State Univer- 
sity (Ames). 


Holland Hunter: professor of economics, Haverford College. 

Boris Ischboldin al Bakri: professor of economics, Saint Louis University. 
Jacob J. Kaufman: professor of economics, Pennsylvania State University. 
Kenyon A. Knopf: professor of economics, Grinnell College. 

Dorothy Lampen: prafessor of economics, Hunter College. 


John F. Lubin: associate professor of industry, Wharton School, University of Penn- 
sylvania. 


Edwin Mansfield: associate professor of economics, Carnegie Institute of Technology. 
Will E. Mason: professor of economics, Pennsylvania State University. 

Joseph P. McKenna: professor of economics, Saint Louis University. 

Arthur C. Meyers, Jr.: professor of economics, Saint Louis University. 
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-G. L. Moss: associate professor of accounting, School of Business Administration, Univer- 
sity of Miami. 

Carl A. Nordstrom: assistant professor of economics, Brooklyn College, 

Nilan Norris: associate professor of economics, Hunter College. 

Richard W. Poole: assistant professor of economics, Oklahoma State University. 

K. L. Roberts: assistant professor of accounting, School of Business Administration, Uni- 
versity of Miami. ; 

Gunther H. Ruff: associate professor of economics, Georgetown University. 

Tadeusz Siedlik: associate professor of business and economics, University of Maine. 

Jerome L. Stein: associate professor of economics, Brown University. 

Lawrence L. Werboff: associate professor of economics, Pennsylvania State University. 

Melvin I. White: professor of economics, Brooklyn College. 

J. W. Wilcox: associate professor of economics, School of Business Administration, Uni- 
versity of Miami. 

Ronald P. Willett: assistant professor of marketing, School of Business, Indiana Univer- 
sity. 

Viola Wyckoff: associate professor of economics, New York University. 

Shih-Cheng Yu: associate professor of business and economics, University of Maine. 


W. H. Zukowska: assistant professor of accounting, School of Business Administration, 
University of Miami. 


Administrative Appointments 


John R. Coleman: head of department of economics and promoted to professor of 
economics, Carnegie Institute of Technology. 

Richard M. Cyert: head of department of industrial management, and promoted to pro- 
fessor of economics and industrial administration, Carnegie Institute of Technology. 

Melvin A. Eggers: chairman, department of economics, Syracuse University. 

David Felix: director, Wayne State University Center for Economic Studies, 

William E. Gordon: chairman, department of economics and business administration, 
Park College, Parkville, Missouri. 

Everett D. Hawkins: has resumed chairmanship, department of economics, Mount Holy- 
oke College, after spending a year and a half in Indonesia. 

Samuel P. Hayes, University of Michigan: chief, social science department, UNESCO 
Secretariat. 

John L. Johnson: assistant dean, general education division, Ferris Institute, Big Rapids, 
Michigan. 

Ernest Kohn: acting chief, division of research and statistics, New York State Banking 
Department. 


Harold C. Krogh, University of Kansas: director of research, Society of Chartered Prop- 
erty and Casualty Underwriters. 


Glenn Miller: assistant director, Center for Research in Business, School of Business, 
University of Kansas, 


John P. Miller: director, social science division, Yale University. 
Hollis W. Peter: director, Foundation for Research on Human Behavior. 
B. U. Ratchford, Duke University: Vice-President, Federal Reserve Bank of Richmond. 
Michael Schiff: area chairman, accounting, statistics and taxation departments, Graduate 
School of Business Administration, New York University. i 
James H. Stauss: dean, Grinnell College. 
5 M. G. Taylor, University of Toronto: principal and vice president, University of Al- 
erta. 
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Cyril A. Zebot: acting chairman, department of economics, Georgetown University. 


Appointments 


William H. L. Anderson: assistant professor of economics, University of Michigan. 
Jules Backman: research professor of economics, New York University. 

Robert R. Barnes: instructor in finance, Wharton School, University of Pennsylvania. 
Thomas B. Birkenhead: instructor in economics, Brooklyn College. 


Jacob G. Birnberg: instructor in accounting, Graduate School of Business, University 
of Chicago, effective October 1960. 


Robert J. Connor: assistant professor of production management, Graduate School of 
Business, University of Chicago, effective October 1960. > 


Carl T. Devine: visiting professor of accounting, Graduate School of Business, University 
of Chicago, effective October 1960. 


T. A. Finegan : assistant professor of economics, Princeton University. 

Franklin Fisher: assistant professor of economics, Massachusetts Institute of Technology. 
Robert W. Fogel: assistant professor of economics, University of Rochester. 

Samuel Frumer: faculty lecturer in accounting, School of Business, Indiana University. 
H. G. Georgiadis: assistant professor of economics, Princeton University. 

Robert W. Gillespie: assistant professor, University of Illinois. 


Jack K. Greenberg: instructor in industry, School of Business Administration, University 
of Pittsburgh. 

Daniel C. Hamilton: associate professor of business economics, Graduate School of Busi- 
ness, University of Chicago. 

John C. Harsanyi, Australian National University, Canberra: professor of economics, 
Wayne State University. 


James B. Herendeen: research associate, department of economics, Iowa State University 
(Ames). 


George H. Hildebrand, University of California at Los Angeles: professor of economics 
and industrial and labor relations, Cornell University. 


William R. Hughes, Harvard University: assistant professor of economics, Wesleyan 
University, effective 1960-61. 


Erich Isaac: assistant professor of economics, The City College, New York, effective 
fall 1960. 


J. Hugh Jackson, dean emeritus, Graduate School of Business, Stanford University: 
visiting professor, University of Minnesota, spring quarter 1960. 

Charles L. Jamison: visiting professor, University of Minnesota, spring quarter 1960. 

Richard I. Leighton: instructor in economics, Duke University. 


Paul W. MacAvoy: assistant professor of business economics, Graduate School of Busi- 
ness, University of Chicago, effective October 1960. 


Alvin Marty, Northwestern University: assistant professor of economics, The City Col- 
lege, New York, fall 1960. 


D. McFarland: assistant professor of economics, Princeton University. 


Ronald I. McKinnon, University of Minnesota: assistant professor of economics, Syracuse 
University. 


Janet K. Messing: instructor in economics, Hunter College. 
Robert Miki: assistant professor of economics, Williams College. 
Glenn H. Miller, Jr.: instructor in economics, University of Kansas, September 1960. 


Franco Modigliani, Carnegie Institute of Technology: professor of economics, North- 
western University, effective September 1960. 
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Marc Nerlove, University of Minnesota: professor of economics, Stanford University. 

M. Olson, Jr.: assistant professor of economics, Princeton University. 

D. Orr: assistant professor of economics, Amherst College. 

David L. Paden: visiting assistant professor of transportation, School of Business, Uni- 
versity of Southern California. 

Edith T. Penrose, Johns Hopkins University: reader in economics in London School 
of Economics and School of Oriental and African Studies, University of London, effective 
October 1960. 

R. C. Pratt: assistant professor of political economy, University of Toronto. 

Wiliam G. Rhoads: assistant professor of economics and assistant director of Graduate 
Training Program in Development Economics, Williams College. 

Roderick H. Riley, formerly executive director, Joint Economic Committee of Congress: 
economic advisor, U. S. Information Agency. 

Charles E. Rockwood: instructor in economics, Florida State University. 

Karl Roskamp, Brandeis University: assistant professor of economics, Wayne State 
University. 

Norman Schneider, University of California, Berkeley: assistant professor of economics, 
Williams College. 

T. Y. Shen, Federal Reserve Bank of Boston: assistant professor of economics, Wayne 
State University. 

Howard J. Sherman: assistant professor of economics, Wayne State University. 

Samuel B. Stewart, former Tax Commissioner, State of Oregon: member of Brookings 
Institution Korean Tax Advisory Group in Seoul. 

Balder von Hohenbalken: research associate, department of economics, Iowa State Uni- 
versity (Ames). 

Larkin B. Warner, Indiana University: assistant professor of economics, Oklahoma 
State University, 

James E. Young: assistant professor of economics, University of Arizona. 


Leaves for Special Appointments and Assignments 

Rockwood Q, P. Chin, Berea College: lecturer, University of California, Santa Barbara, 
spring term 1960. 

Lorne D. Cook, Pomona College: Brookings research professor, 1960-61. 

John M. Culbertson, University of Wisconsin: visiting associate professor of economics, 
University of Michigan, second semester 1959-60. 

John H. Cumberland, University of Maryland: consultant on economic development, 
Organisation for European Economic Cooperation, European Productivity Agency, in 
Paris, 1959-60. 


Richard A. Easterlin, Wharton School, University of Pennsylvania: visiting professor, 
Stanford University, 1960-61. 


Wendell C. Gordon, University of Texas: lecturer in international economic theory, Uni- 
versity of Buenos Aires, Argentina, first semester, 1959-60. 


William D. Grampp, University of Ilinois: visiting professor of economics, The City 
College, New York, 1960-61. 


George E. Lent, Amos Tuck School, Dartmouth College: visiting professor of finance, 
School of Industrial Management, Massachusetts Institute of Technology, spring 1960. 


John H. McMichael, Wharton School, University of Pennsylvania: with International 
Cooperation Administration, in Costa Rica, spring term 1959-60. 


Roy E. Moor, Williams College: Brookings National Research professorship, 1960-61, 


Walter C. Neale, University of Texas: Fulbright senior visiting lecturer in economic de- 
velopment, Panjab University, Chandigarh, India. 
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Alpheus W. Smith, New York State School of Industrial and Labor Relations, Cornell 
University : visiting lecturer, University of Hawaii, February-June 1960. 


Leslie L. Waters, University of Indiana: Visiting Rose Morgan professor, University of 
Kansas, spring semester 1960. 


Resignations 
‘Alvin L. Marty: Northwestern University. 
Ray H. McClary : School of Business, Indiana University. 
Charles F. Meehling : department of economics, Brooklyn College. 
Richard K. Stuart: University of Maine. 


Miscellaneous 
Eduard Heimann: has lectured in twelve German universities; received a “Festschrift” 
Zur Ordnung von Wirtschaft und Gesellschaft (Tübingen, 1959). 


Jorge Mendez Munevar: elected member of the National Planning Council 1959- 61, by 
the Colombian Congress. 


VACANCIES AND APPLICATIONS 


The Association is glad to render service tc applicants who wish to make 
known their availability for positions in the field of economics and to 
administrative officers of colleges and universities and to others who ate 
seeking to fill vacancies. 


The officers of the Association take no responsibility for making a selec- 
tion among the applicants or following up the results. The Secretary’s 
Office will merely afford a central point fer clearing inquiries; and the 
Review will publish in this section brief description of vacancies announced 
and of applications submitted (with necessary editorial changes). Since 
the Association has no other way of knowing whether or not this section is 
performing a real service, the Secretary would appreciate receiving notifi- 
cation of appointments made as a result of these announcements. It is 
optional with those submitting such announcements to publish name and 
address or to use a key number. Deadlines for the four issues of the 
Review are February 1, May 1, August 1, and November 1. 


Communications should be addressed to: The Secretary, American 
Economic Association, Northwestern University, Evanston, Illinois. 


Vacancies 


Economist: The Office of Area Development, U.S. Department of Commerce, has posi- 
tions for several economists in the fields of economic and regional development, 
industrial location, and statistics. Salaries $4,980 -0 $8,330, depending on qualifica- 
tions and experience. Master’s degree required. Write to Victor Roterus, Director, 
Office of Area Development, U.S. Department of Commerce, Washington 25, D.C. 
Please submit Civil Service Form 57 (available from local post offices). 


Economist, Central Intelligence Agency: Openings in the United States government 
are -available for qualified economists interested in economic research concerning 
foreign areas. Positions involve the measurement of eggregative economic performance 
as well as detailed research on major industries and on agriculture, transportation, 
communications, and international trade. Prefer applicants with an advanced degree 
or substantial amount of graduate work in economics. Salary scales and other benefits 
comparable to civil service. Starting salary depends on experience and training. A 
minimum of 5 years U.S. citizenship is required. For application form and interview 
arrangements, write to: Office of Personnel, Central Intelligence Agency, 2430 E 
Street, N.W., Washington 25, D.C. Please give personal data and résumé of educa- 
tion and experience. 


Economist: Unusual opportunity for regional eccnomist in new agency. Write to: 
State Planning Office, State Capito], Santa Fe, New Mexico. 


Chair of Economics: Salary £8.2760 per annum. Cost-of-living allowance approxi- 
mately £8,180 per annum at present. Outfit allowance £8.50. Family allowances: 
Wife £8.60 p.a„ 1st child £8.90 p.a., 2nd and 3rd child £8.30 p.a. each (£S.1 = 
£1.0.6 sterling), Passages for appointee and family on appointment, termination and 
annual leave. Superannuation Scheme. Appointment on contract for five years with 
possibility of renewal. Unfurnished accommodation provided at 714% of salary. 
Applications (10 copies) detailing qualifications and experience and naming 3 ref- 
erees should be sent to: Registrar, University of Khartoum, c/o Inter-University 
Council for Higher Education Overseas, 29 Woburn Square, London, W.C. 1, Eng- 
land (from whom further particulars may be obtained). 


Senior economist: Needed for supervisory position in economics research division of 
major oil company. Qualifications: Ph.D. in economics; 3-5 years of experience in 
economic research, government, or teaching. Familiarity with national income ac- 
counts, business regulatory problems, and applications of economic theory to business 
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VOLUME L SEPTEMBER 1960 NUMBER FOUR 


THE FIRST TWO DECADES OF THE AMERICAN 
ECONOMIC ASSOCIATION 


By A. W. Coarts* 


As this month marks the 75th anniversary of the formation of the 
American Economic Association it is an appropriate moment to recall 
the state of American economics in 1885 and to reassess the changing 
character and fortunes of the organization in its formative years. Earlier 
accounts have emphasized the theoretical and policy issues that divided 
‘the so-called “old” and “new” schools of economics [15] [16] [17] 
[18] [9, Ch. 9] and have unduly neglected other, less obtrusive, as- 
pects of the story. The following pages are designed to supplement the 
published record and to place the Association’s early history in a wider 
intellectual and social context. 


I. The Inauguration 


The American Economic Association was officially inaugurated on 
September 9, 1885 in the Bethesda Parish building at Saratoga Springs, 
New York, following discussions among a miscellaneous group of 
scholars, ministers and social reformers who were attending the second 
meeting of the American Historical Association. The initiator of this 
venture, Richard T. Ely, a vigorous young member of The Johns Hop- 
kins University faculty, was following the lead of his senior colleague 
in the history department of that institution, Herbert Baxter Adams, 
who was the founder and secretary of the older association. The dra- 
matis personae and the location reveal the character of the enterprise,’ 
for there was at that time no independent academic discipline of eco- 

* The author is lecturer in economic and social history at the University of Nottingham, 
England. This paper incorporates research initially undertaken for a Johns Hopkins Ph.D. 
og (1953) and continued in 1958-59 with the aid of a Rockefeller Foundation fellow- 
skip. 

* Apart from the religious element in the setting, Saratoga Springs was the regular meet- 


ing place of the American Social Science Association, under whose auspices the AEA was 
created [5, p. 548]. 
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nomics with a recognized corps of practitioners; and religious inspira- 
tion and reformist zeal were to play a major role in the organization’s 
early history. The personal link between Ely and Adams symbolizes 
the connection between the rising tide of economic thought and the 
contemporary movement towards genuine “university” education in 
America. Both men had embraced the Germanic conception of higher 
education and scholarship which formed the intellectual core of this 
movement; and they had received encouragement and advice from 
D. C. Gilman, the distinguished first president of Johns Hopkins, so 
that the two associations illustrate the exuberant activity of the institu- 
tion at the head of the “academic procession.” 

Just as the process of adapting the German university to American 
needs and conditions required the cooperation of established scholars, 
administrators and trustees, so the process of launching a professional 
association of economists would have failed if Ely had relied exclu- 
sively on the support of the young men who had recently completed 
their studies in Germany. The idea of an economic association was 
undoubtedly German in origin; but an earlier attempt to form an asso- 
ciation in 1883-84 had failed because it had been modeled too closely 
on the Verein fir Sozialpolitik and because its sponsors had placed too 
much emphasis on the role of the state in economic affairs [17, pp. 
133-35, 296-99]. The program of this abortive Society for the Study 
of National Economy had met with a chilly reception not only because 
its provisions entailed too specific and radical a break with the past 
but also, one suspects, because its progenitors, E. J. James and 
S. N. Patten, represented the University of Pennsylvania, an institution 
that was out of touch with the contemporary “university” movement 
and had long been regarded with suspicion as the home of protectionism 
and the center of opposition to orthodox political economy.” 

Ely had formulated a plan for an association of “. . . economists who 
repudiate laissez-faire as a scientific doctrine .. .” as early as 1884, 
but he deferred his proposal until it was clear that the James-Patten 
scheme had failed [14, F. A. Walker to Ely, Apr 30 1884] [15, 
p. 552]. When he drafted his platform for the American Economic 
Association in the following year, Ely toned down his references to the 
role of government in economic and social life; the names of James and 
Patten did not appear among the signatories of the “call” to Saratoga, 
although they were among the founder-members of the new body; and 
the prestige of Johns Hopkins probably added weight to his appeal. 


? Some years later E. J. James recalled his efforts to form an association and remarked 
that some of the academic economists he consulted believed that no new body was needed 
since the ASSA, which had been founded in 1865, “practically performed the only available 
function of such an organization” [15, p. 109]. 
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But whatever the reasons, Ely’s call met with a warm response not only 
from the young scholars who had been impressed by the reigning Ger- 
man school of historical economics but also from leading historians, 
prominent university presidents and ex-presidents like Gilman, Andrew 
White, C. K, Adams, W. W. Folwell, and Francis A. Walker (who was 
also a distinguished representative of the older generation of econo- 
mists), such outstanding liberal ministers as Lyman Abbott and Wash- 
ington Gladden, and officers of the American Social Science Associa- 
tion.’ 
II. Social Science versus Social Reform 


Notwithstanding its broad and influential support, the American 
Economic Association was fully established only after a struggle for 
recognition and support that continued intermittently throughout a 
seven-year probationary period. These initial difficulties cannot be ex- 
plained merely by reference to the dispute between the old and new 
schools of economics over questions of scientific method, economic 
theory and public policy that were debated at length in Science maga- 
zine in 1885-86 and discussed in many other learned and popular 
journals and newspapers.* Certainly this dispute had an important bear- 
ing on subsequent doctrinal developments; but there was a deeper 
question of principle involved, namely: how far was the Christian 
impulse to “social reform compatible with the scholarly impartiality 
deemed appropriate to a scientific body? The effort to reconcile these 
two aspects of the Association’s original purpose came to be the constant 
preoccupation of its officers, and had a marked impact on its character 
and early development. Since both the public and the academic reputa- 
tion of the organization were at stake, neither of which could safely 
be ignored by its members in view of their peculiar and sometimes un- 
comfortable involvement in contemporary social issues, this matter 
merits careful examination. 

The difficulties involved in the task of reconciling scholarly im- 
partiality with reformist zeal were largely responsible for the gradual 
attenuation of the original platform or statement of principles. Ely’s 
initial draft was significantly “. . . modified in the direction of con- 
servatism” [16, p. 144] at the inaugural meeting, before it was in- 
corporated in the Association’s constitution, and was published with the 
proviso that it was not to be regarded as binding upon individual mem- 


*It has been suggested that the more conservative members of the ASSA joined the AEA 
[5, p. 520]. For a full account of the inaugural meeting see [18]. 

“The argument began with E. J. James’ hostile review of Simon Newcomb’s Principles 
of Political Economy in Science, 6 (1835) pp. 470-71, which brought replies and rejoinders 
ibid., pp. 495-96, 517-18, 538, 563 and was formally continued in the ensuing two volumes 
with articles by most of the leading contemporary economists. 
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bers. Nevertheless it still contained references to the positive role of 
the church, the state and science in the solution of social problems by 
the “. . . development of legislative policy”; and these references pro- 
voked the hostility of those defenders of the received tradition by 
whom, as Francis A. Walker later recalled, laissez faire “. . . was not 
made the test of economic orthodoxy, merely. It was used to decide 
whether a man were an economist at all.”* 

To regard this hostility simply as an expression of opposition to the 
proposal to increase the functions of the state would, however, be a - 
mistake, for there were some who doubted whether it was proper for a 
supposedly impartial scientific body to subscribe to any policy recom- 
mendations whatsoever. Ely himself had acknowledged the dangers of 
partisanship when he complained, in his original draft, that “. . . econo- 
mists have been too ready to assert themselves as advocates,” although 
he defended the platform somewhat inconsistently on the grounds that 
“.. . it is not easy to arouse interest in an association that professes 
nothing” [18, pp. 7, 19]. Simon Newcomb, an early opponent, may 
have been unduly caustic when he remarked that in Ely’s view the 
Association was “. . . intended to be a sort of church, requiring for 
admission to its full communion a renunciation of ancient errors, and 
an adhesion to the supposed new creed” [31, p. 106]; but his com- 
ment reveals the attitude of one influential section of orthodox opinion. 

Thus it soon became apparent to the Association’s officers that the 
statement of principles might prove to be a liability, for there was 
ample evidence that it acted as a deterrent to some of the more con- 
servative economists. With the disappearance of the initial attitude of 

* (40, p. 254]. It is significant that Walker was no young upstart seeking to overthrow 
the ruling doctrines, but a mature and highly respected innovator working within the re- 
ceived tradition. His difficulties were strikingly revealed in a letter to Ely dated April 30, 
1884: “Perhaps no one has had more occasion than myself to feel the need of such moral 
support from fellow workers in political economy as might come from formal association 
and concerted action. When I first started out in 1874, I suffered an amount of supercilious 


patronage and toplofty criticism which was almost more than I could bear. Downright 
abuse would have been a luxury...” [15, p. 78]. 


“E. W. Bemis, reporting to Ely a conversation with J. L, Laughlin of Harvard, wrote: 
“He refuses to join the A.E.A. because it has any constitution save love of truth, for he 
does not know what he will believe five years hence and hence cannot belong to any class 
of disciples. Then too he tdok occasion to pour out his disapproval of an association which 
seemed desirous of excluding Prof. Sumner, if no one else, for though he claimed to dislike 
his evident dogmatism he preferred to be associated with men of opposite views and did 
not believe Prof. Sumner would make trouble. 

All this and much more he professed to say from a love of science and a dislike to divide 
its force” [14, Sep 29 1886]. 

Similarly, E. R. A. Seligman wrote to Ely: “I met Hadley [of Yale] at the Political 
Economy Club last Monday. When he heard that the ‘confession of faith’ had been dropped, 
he said he would join the Association gladly, and that he proposed to take a warm interest 

& 
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exclusiveness,’ which had been inspired by the fear that the organiza- 
tion might be captured by orthodox doctrinaires, there was a growing 
desire to enroll the Harvard, Princeton and Yale economists, who had 
hitherto held aloof more because of their suspicion of the platform 
than because of their uncompromising adherence to classical doctrine. 
By 1887 the proposal to modify or abandon the platform was under 
discussion, and John Bates Clark wrote to Henry Carter Adams 
[1, May 4 1887]: 
I had better tell you what I scggested to Dr. Ely as a compromise policy 
in the matter of [the] platfc-m. I understand Pres’t Walker wishes to 
drop the platform wholly. I had not anticipated quite so radical a move, 
though I have from the first thought that the platform would ultimately 
cease to be necessary. It does a certain work by giving character to the 
association during its earlier years. My proposal was that we agree not 
to oppose the abolition of the platform a year hence, provided the meas- 
ure be not pushed this year. The friends of the measure will ask ‘why 
not now if ever’? My idea is chat the work of the platform is essentially 
temporary, and that two (practically three) years will prove long enough 
to retain it. 


In fact events closely followed Clark’s proposal, for the decision to 
drop the statement of princinles was approved by the Association’s 
council in December 1887, and ratified at the third annual meeting 
twelve months later [4, p. 85]. But although some prominent members 
insisted that no change of principle was involved, the vehemence of 
their denials suggests the importance they attached to this change of 
policy.® 





in us, and lend an active hand whenever possible. Put him down as a member” [3, Jan 2 
1889]. 

One branch association, of which there were six by the end of 1888 [4, pp. 87-91], ap- 
plied for membership without the statement of principles [14, Seligman to Ely, Jan 29 
1888]. . 

‘In his autobiography Ely frankly disclosed this attitude. Although “we were anxious 
to win the great body of economists ... [we] aimed to gather together like-minded men, 
congenial men who it was supposed could profitably work together. Not every economist 
was at first asked to join, although no economist who expressed a desire to join was re- 
fused enrollment” [17, pp. 141-42]. 

ë Thus Seligman, the treasurer, wrote to Ely: “In answer to Dr. [Albert] Shaw’s letter, 
I would say that in my opinion the change was not made in deference to any coterie~ 
least of all the New York Nation coterie... . At the New York meeting President Walker 
stated that he was in favor of a change and had never favored the original platform 
because [it was] a platform. . . . None of the members present in the least desired any 
‘back down’ but it was thought that the portions omitted were not essential, [and] might 
be misinterpreted . . . I do not think, nor did anyone suppose that the change could pos- 
sibly be interpreted as denoting a change in the sentiment which dominates the Association. 
It was simply held that the welfare of the Society would best be promoted thereby .. .” 
[14, Jan 29 1888]. Shaw, of Minnezpolis, a former student of Ely at Johns Hopkins, 
subsequently became editor of the Review of Reviews. 
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In this connection Ely’s position is of particular interest, for despite 
the danger of overestimating the role of a single individual in the life 
of an organization, it is no exaggeration to say that in the early years 

‘of its history, the public response to the American Economic Associa- 
tion was largely determined by the various reactions to his work. As 
academic economists at that time, whether employed by state or private 
universities, repeatedly felt the pressure of public opinion [29, Part 2], 
this response could hardly be a matter of indifference to the rising 
economics profession. Apart from acting as the organization’s initiator, 
first secretary (for seven years), promoter-in-chief and most ardent 
defender, Ely was a prolific writer whose studies of current labor, 
taxation and monopoly problems made him the most widely discussed 
economist in the country in the late 1880’s and 1890’s. As the most 
outspoken critic of the old school of American political economy, Ely 
drew the full fire of the diehard exponents of that doctrine; and even 
his closest friends among the younger generation of economists, 
J. B. Clark and H. C. Adams, warned that certain features of his work 
lent support to the repeated accusations that he was a socialist and a 
sentimentalist.? Their concern for Ely’s security of tenure at Johns 
Hopkins was doubtless reinforced by their desire to protect the reputa- 
tion of the American Economic Association and its adherents. 

Of these two accusations, the former has been stressed by subse- 
quent historians, and was undoubtedly a most serious matter at the 
time. Ely’s boldly sympathetic study of the labor movement appeared 
shortly after the Haymarket bomb incident in Chicago had aroused 
widespread public alarm, and the story of Newcomb’s damaging un- 
signed review in the Nation, the most influential journal of the day, 
which described Ely as a socialist and a man “. . . seriously out of 
place in a university chair,” has often been told.*° In the event, al- . 

? For instance, in reply to Ely’s request for comments on his work, Clark, a very mild- 
mannered man, asked: “Does this passage justify the accusation brought against us of 
confusing the boundaries of economics and ethics? .. . is political economy ever hortatory?” 
and again: “Is the impression when the essay is in print heightened or diminished by the 
use of such strong expressions? Is not the rhetoric of restrained statement, if not of under- 
statement, better?” H. C. Adams wrote: “The political economy of Mill does not ‘glorify 


selfishness.’ The expression is unscientific. A good deal of this part of your paper seems to 
me to be polemic rather than critical” [14, Vol. 18, Miscel. Scrap Books, Nov 1887]. 


f9, p. 163]. Newcomb was then professor of mathematics at Johns Hopkins, and to 
the end of his life Ely believed that there was a local plot to expel him from the university 
[16, p. 146]. For contemporary references see [6, Ely to Clark, Dec 1 1886; H. C. Adams 
to Clark, Dec 16 1886; A. Johnston to Clark, Dec 17 1886; W. Gladden to Clark, Dec 25 
1886]. 

In fact the current terminological confusion made it difficult to determine a writer’s 
attitude to socialism. For example [7, pp. 566-67, 570, 577]. About this time H. C. Adams 
wrote in his personal diary: “I am a socialist—to tell the truth—with the very character- 
istic exception of accepting their plan of recorstruction” [1]. It is, therefore, hardly sur- 
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though this attack undoubtedly enhanced the suspicion of the Associa- 
tion in some quarters, it shocked economists of various shades of 
opinion, who rallied to Ely’s support; and by persuading F. W. Taussig 
of Harvard to apply for membership, the first representative of the 
old school to do so, it directly strengthened the organization’s repre- 
sentation among the “younger traditionalists.” Indeed this proved to be 
but the first of many occasions on which the economists overceme 
personal and doctrinal differences in order to display their professicnal 
esprit de corps on behalf of one of their number who was threatened 
by outside interference. 

In retrospect, however, the charge of “emotionalism” or “senti- 
mentalism” resulting from Ely’s religious fervor and his persistent 
stress on the inseparability of economics and ethics was more import- 
ant in the long run; for it caused greater concern to his fellow econo- 
mists and it contributed directly to his temporary break with the 
Association in 1892, a move which seriously threatened the unity of 
the organization. This matter has been unduly neglected by earlier 
commentators, although it sheds considerable light on the development 
of the economics profession and on the changing character of the 
Association, from that of an agency of social reform—a function that 
was dear to the hearts of the founder-members—to a more strictly 
scientific and scholarly body. 

In order to explain the issues involved it is necessary to recall the 
state of American economic and social thought in the 1880's. At the 
centenary of the Declaration of Independence Charles Dunbar of Har- 
vard had confessed that “. .. the United States have, thus far, done 
nothing towards developing the theory of political economy” which had 
become a body of rigid dogma both as expounded by its acknowledged 
leaders and by the numerous popularizers [12, p. 140]. Political econ- 
omy had been assigned a subordinate role in the college curriculum, as 
a branch of mental and moral philosophy; its teachers, usually doctors 
of divinity, lacked interest and training in it, and the resulting doctrines 
comprised a blend of vulgarized Ricardianism and New England the- 
ology that offered little of relevance to contemporary life [32]. The 
intellectual (and financial) poverty of most American colleges had 
forced many able students to seek their advanced training abroad—in 
Germany rather than in England, not only because German academic 
life was flourishing, but also because religious influence was still strong 
in the best known English colleges. As J. Dorfman has shown [10], 





prising that H. W. Farnam remarked, in a review of The Labor Movement in America: 
“Dr, Ely says—and he certainly ought to know—that he is no socialist. Yet much that he 
says sounds so much like what a good many of the socialists say, that he ought hardly 
to complain, if people occasionally mistake him for one” [20, p. 686]. 
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German historical ideas had already met with a favorable reception in 
America in the 1870’s, well before the flood of returning graduates had 
reached its peak. The flexibility of these ideas—in marked contrast to 
the received tradition—made them readily adaptable to domestic con- 
ditions and encouraged the hope that they might help to solve contem- 
porary economic and social problems. Moreover they blended with the 
popular currents of scientific and evolutionary thought that were under- 
mining the pedagogical foundations of the established economic and 
social creed and challenging the prevailing theological control of the 
college curriculum [28] [11, pp. 43-44]. 

In these circumstances it was inevitable that hostile critics should 
interpret the strong religious and ethical tone adopted by some of the 
new-school economists as a sign of soft-headedness and a return to,less 
scientific thought." Ely was indubitably the chief offender; but the 
early works of J. B. Clark and H. C. Adams (whose names were fre- 
quently linked with Ely’s by the critics), E. B. Andrews, C. D. Wright, 
and other prominent members of the American Economic Association 
also bore the indelible imprint of their religious convictions and moral 
purpose; and by the late 1880’s it was a commonplace of popular 
literature that economics must, or indeed had already become an 
“ethical science.” 

It is therefore no coincidence that the Association attracted consid- 
erable support among the liberal clergy,” for liberal theology and a 
progressive attitude to social policy were often found in conjunction 
with one another. Some of Ely’s correspondents praised his “brotherly 
sentimental” economics and likened the work of the American Eco- 
nomic Association to that of the Home Missionary Society"; but it is 
understandable that orthodox economists like Laughlin, Taussig and 
Hadley wondered whether the organization was merely substituting one 
brand of partisan advocacy for another, more pernicious one. 

When Hadley protested that the “so-called moral reaction” against 
orthodox economics was really an “emotional” one, he was not only 


=W, G. Sumner’s characteristically outspoken reference to “the whimsical people who 
have hobbies of one sort or another, and who cluster around the Social Science Association, 
come forward with projects which are the result of a strong impression, an individual mis- 
fortune, or an unregulated benevolent desire, and which are therefore the product of a 
facile emotion, not of a laborious investigation” £39, p. 305] may have been typical of 
the hard-headed conservative viewpoint. Cf. infra, n. 14. 

“The Association’s first published membership list, dated March 1886, included the 
names of 23 clergymen: in a total of 181 members. The number rose to a peak of 39 by 
1894 (when the total had reached 800). This is far below the 60 claimed by W. D. P. Bliss 
in 1892 [36, p. 9]. 

= [14, H. F. Craven to Ely, Nov 11 1902; J. B. Sewell to Ely, Dec 30 1890]. The Ely 
papers include many such eulogistic references to his moral and religious influence. For a 
modern opinion see [8, Ch. 4]. 
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expressing his irritation at the arrogant assumption of “a superior moral 
purpose” on the part of those “. . . trying to right visible wrongs by 
direct state action,” and his belief that “. .. the harm which has been 
done by laws based on unemotional reasoning is but a drop in the 
bucket compared with that which has been done by laws based on 
unreasoning emotion”; he was also endeavoring to defend the econo- 
mist’s scientific reputation.** Like his less conservative colleagues, Had- 
ley was only too familiar with the poverty, insecurity and vulner- 
ability of the little band of professional economists [15, pp. 94-95], 
and he was convinced that prestige and influence could be earned only 
by exercising sound scholarship and wise statesmanship. When he 
asserted that the “. . . economists as a body .. . strongly disapprove 
the attempt to ‘popularise’ economics by giving too much weight to the 
conclusions of uninstructed public sentiment” [26, p. 191] he was 
voicing an opinion that was then (ie., 1894) shared by most of his 
fellow members. Since the mid-1880’s there had been a noticeable shift 
in the prevailing tone of American economics, and this shift cannot be 
fully understood without a close examination of the circumstances 
underlying the change of leadership in 1892. 


IIL. The Ascendancy of Science 


During the first seven years of its existence, the leadership of the 
American Economic Association rested continuously in the hands of 
Walker as president and Ely as secretary; and the election of Dunbar*® 
to the presidency has usually been regarded as a turning point in 
the organization’s development. The transfer of leadership not only in- 
dicated that the original fear of capture by the forces of reaction had 
diminished; as a conciliatory gesture to a prominent representative of 
the old school it also constituted an armistice that marked the end 
of hostilities between the two warring schools and the beginning of a 


*[26, pp. 186-87]. For other conservative reactions to “emotionalism” see [13, p. 24] 
[30, p. 2]. It was then, and indeed still is, a central tenet of orthodox methodology that 
analysis and prescription should be rigidly separated, and this was one of the points of 
difference between the old and new schools. But it is risky to generalize about their re- 
spective attitudes to science. Walker and Patten, for example, repeatedly emphasized the 
distinction between analysis and policy recommendations, whereas Clark, who steadily be- 
came more conservative, was always criticized for his failure to make this distinction. There 
was a key debate on this issue, and on the general question of the social role of the scholar, 
following Hadley’s presidential address in 1899 [25, pp. 62-88]. 

2 Dunbar had written a moderate critique of the new school in the opening number of 
the Querterly Journal of Economics [13], of which he was the editor. He had been in- 
vited to join the AEA by Walker and Ely [37, Ely to Seligman, Apr 25 1887] and at a 
council meeting the next month it was agreed that a deputation should confer with Dunbar 
about his enrolment. Dunbar (and Hadley) had been present at the Boston meeting in 
May 1887 and he joined a year later [3, Seligman to Ely, Nov 21 1888; Dunbar to Ely, 
Dec 12 1888]. 
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period of agreement on fundamentals and renewed emphasis on theo- 
retical work. 

Although correct in its essentials, this version tells only part—and, 
from the present point of view, not the most important part—of the 
story. Ely’s resignation as secretary in 1892 was the immediate outcome 
of a dispute which marked the effective repudiation of the Associa- 
tion’s original commitment to quasireligious social reform; it was 
accompanied by his decision to move to the University of Wisconsin, 
a move that symbolized the westward shift in the centre of gravity of 
American economics; and it was followed, later in the decade, by under- 
currents of discontent in the academic ranks which threatened the 
unity and stability of the American Economic Association. These are 
matters of more than parochial interest, for they enable us to discern 
hitherto undisclosed links between the new, German-inspired, school of 
economics and the progressive reform elements in American institu- 
tionalism. Cf. [22] [21, Ch. 7]. 

As we have seen, there was nothing novel about the desire to widen 
the Association’s representation among the more orthodox economists. 
There had been a steady if slow influx of such members from 1887 on, 
due both to individual decisions and to collective efforts at recruit-. 
ment.** The initial sense of insecurity had soon passed, and as early as 
1887 Walker had declared his willingness to stand down from the 
presidency if it would serve the cause, although Ely privately ex- 
pressed his fears of the continued danger of control by the Yale and 
Princeton men in 1888, when he sought to persuade H. C. Adams to 
take over some of the secretarial duties.” The dispute of 1891-92 was, 

** Hadley and Laughlin did not accept early invitations to join the council [37, James to 
Ely (copy), Apr 27 1887]. Subsequently Taussig wrote to Seligman that Laughlin “inti- 
mates that he will come in if Ely goes out” (37, May 30 1892]. In fact Laughlin did not 
join until 1904, although as late as 1898 efforts were still being made to persuade him 
[3, Horace White to W. Willcox, May 25 1898]. 

‘There had been several attempts to include “the Yale circle” [37, Clark, and Ely to 
Seligman, Apr 25 1887]. Sumner, the most dogmatic exponent of orthodoxy, presented the 
most delicate problem. It would be “. . . unworthy of us...” Clark wrote to Ely, either 

. continuing on ‘a platform of opposition to Sumner’ as one of his close friends called 
it in conversation with me... [or] making undue overtures to him. This would also be 
making too much of him. He is a prominent man; but if he is a great man I have never 
done him justice. He seems to me to be chiefly what Pres’t Walker once called him, a 
cantankerous man ...A few could assure him that he would be welcomed—provided 
that the fact is that he would be;—but for the executive committee in their official ca- 
pacity to invite him seems to me to be too far to go... . I know, of course, that he feels 
excluded, and would not join without some unusual encouragement. That encouragement 
had better limit itself to private assurances; and these would have to be preceded by 
some mutual expressions of view. The case of Professor Dunbar is not in favor of more 
official invitations” [14, May 30 1889]. 

E “Some seem to think that all things considered, I ought to keep the place and that the 


division of the office as I wanted is not desirable just now. I have heard a hint, I may 
tell you in confidence, about a combination of Yale, Harvard and Columbia to capture 
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however, only indirectly connected with this process, for it was occa- 
sioned by Ely’s decision to hold the next annual meeting at the 
Methodist summer camp site at Chautauqua, New York, a decision 
which brought a chorus of protest from some of the leading members. 

There were various reasons for this reaction: the belief that Ely 
had acted unconstitutionally in forcing his decision on an unwilling 
executive committee; the suspicion that he was putting his personal 
interest in Chautauqua before the welfare of the organization, since it 
was feared that the Association’s scientific reputation might be en- 
dangered if it became too closely associated with a popular religious 
educational movement;** and finally, the prospect that it would deter 
the leading representatives of the old school, several of whom had 
joined but had not yet participated in the Association’s activities [19, 
Seligman to Farnam, June 2 1892]. In the event, the dispute was 
patched up. Although it was too late to alter the venue of the meeting, 
which had already been announced in the press, opposition to it was 
moderated by the knowledge that a public row would harm everybody, 
and by the fact that Ely, who had at first threatened to resign instantly 
if the decision were overruled, had agreed to submit his resignation at 
the next meeting.”° 


the thing and run it, but that would mean ruin. The West and the South would never 
submit. Apart from that, a large proportion of our members support us because they 
suppose we stand for something positive; and were [word illegible] a little because we 
dropped our ‘Statement of Principles’. Now if the choice of Secretary should seem to 
indicate a further reaction, there are intimations of a split. This would be a great pity” 
[14, Ely to Adams, Dec 17 1888]. Ely’s fears might be dismissed as wildly exaggerated 
but for the fact that his prophecy almost came true six years later. Infra, pp. 568-569. 

3 For Ely’s Chautauqua activities see [17, pp. 79-87]. Among those who opposed Chau- 
tauqua George Gunton complained that “it is very much like having it held at some 
spiritualist camp-meeting” [37, Gunton to Seligman, Dec 26 1891]. Similarly Davis R. 
Dewey wrote that the objectors felt that “Chautauqua is not associated with the highest 
academic scholarship” [14, Dewey to Ely, Jan 10 1892]. Walker, in referring to a “serious 
and determined protest” from F. H. Giddings, Taussig and Seligman [and later H. C. 
Adams], added that he personally would like to visit “the great intellectual camp meeting 
of the country” [14, Walker to Ely, Dec 18 1891]. 

2 There is evidence that Ely had “jumped the gun,” [37, Walker to Seligman, Dec 10 
and Dec 19 1891] [14, Giddings to Ely, Jan 1892]. 

2 To my request for a call to the Executive committee or of the council,” Walker wrote 
to Seligman “he replies that this can only mean a purpose to humiliate and insult him. 
and that he will straightway resign. 


“Small loss, you say; and I don’t disagree with you. The time passed, three years ago, 
when Ely had anything to give to the Association. Since then he has been a drag on the 
Association. But he promises to resign peacefully in August, whereas if he goes out now 
there will be a specious row. All the Socialist and semi-Socialist papers will join in at- 
tacking the Association and raising Ely to the rank of a martyr. The whole Chautauqua 
influence will be invoked against us. The newspapers will take the affair as ‘another row 
among the political economists’ ” [37, Dec 23 1891]. 

Clark agreed: “President Walker is right in deprecating the row I am sure. It would 
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Some members of the Association undoubtedly interpreted this out- 
come as a victory for the old school rather than a sign of the achieve- 
ment of unity. Nor was this interpretation confined to those dissatisfied 
with the change. In a final, unsuccessful effort to persuade W. G. Sum- 
ner to join, his Yale colleague H. W. Farnam gave a vivid glimpse of 
the Chautauqua meeting: 

This is the first time Yale has been represented at one of these meetings by 

one of its professors and I think that it created a good impression to have 

one of them there. At any rate they made me one of the Vice-Presidents. 

There was in general quite a new deal in the officers. Dunbar was 
made President; a young man by the name of Ross of Cornell was 
made Secretary and though Ely was consoled by the office of Vice-Presi- 
dent, this means practically the end of his régime in the association. In 
fact it was rather amusing to see on how many occasions he found himself 
in a minority of one. 


In view of these changes do you not think that you would like to join? 
... I think that you would find yourself quite in sympathy with the 
present spirit of the society. [19, Sep 5 1892]. 


There was indeed some justification for the dissatisfaction of such 
men as Ely, E. W. Bemis, and J. R. Commons, to whom the adoption 
of a more scholarly and “scientific” stance entailed a withdrawal from 
active participation in economic and social reform, and a growing 
emphasis on theoretical problems.” Yet there is no reason to conclude 
that the change of leadership, and the subtle shift of policy implied 
therein, was the outcome of the sinister machinations of a few diehard 
reactionaries, for it evidently reflected the prevailing tone of profes- 
sional opinion. When the trend of American economics is seen in its 
social context, it becomes clear that the preoccupation with marginal 
utility and marginal productivity analysis in the 1890’s did not merely 
reflect the dissatisfaction with the unfruitful methodological and doc- 
trinal controversies of the previous decade; it also reflected the econo- 
mists’ yearning for scientific status and prestige. This they sought to 
attain by dissociating themselves from the past, and by establishing 
economics as an independent scholarly discipline, free from theological, 
ethical, historical, and sociological connotations and, above all, free 
from the taint of missionary zeal and political partisanship. 








mean a fight with all that would, in that event, range itself on Dr. Ely’s side, and that 
would be a great deal” [37, Clark to Seligman, Dec 30 1891]. 

In part the development of a more detached and cautious approach reflected the 
growing awareness of the complexity of current problems and the inadequacy of simplified 
solutions. Yet this had usually been the “conservative” attitude [cf. 39, p. 306]. For a 
recent comment on this see [38]. 
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One of the by-products of this process was the emergence of soci- 
ology and economic history as separate disciplines both in the United 
States and Europe, a process to which such prominent members of the 
American Economic Association as F. H. Giddings, E. A. Ross, 
A. W. Small, and W. J. Ashley made notable contributions. On a 
sociological plane, the change in the character of the Association con- 
stitutes one element in what has recently been called the “status revolu- 
tion” [27, pp. 149-55]—a movement that brought with it a rise in the 
prestige of the professors and a decline in the status of the clergy. By 
facilitating the secularization of their discipline the economists were 
also—not always unwittingly [34]—enhancing their professional 
status. 

Ill. Midwestern Academic Discontent 


Yet beneath the superficial harmony resulting from the collective 
desire to minimize controversy on methodological and policy questions 
there were significant notes of discord. By far the most interesting and 
the most neglected aspect of this situation is the emergence of a dis- 
tinct regional pattern of opinion reflecting contemporary political, 
social and intellectual tensions which was aided by the expansion of 
economic training in the middle west. It is obviously impossible to con- 
sider here the problems of analyzing regional variations in social and 
cultural conditions and of tracing their effects upon the work in par- 
ticular university disciplines.” But as the economists could hardly 
avoid discussing such contemporary issues as free silver, the trusts and 
the tariff, matters on which there were certain clearly marked regional 
differences of interest, it is no surprise to find that their attitudes 
sometimes reflected the pressure of public opinion. The selection of 
faculty was influenced by local prejudices, and the number of summary 
dismissals and “academic freedom” cases in the 1890’s made the 
penalties of a defiance of local sensibilities painfully clear [29, pp. 
413-45]. 

Of course these incidents reveal that at least some economists openly 
resisted local prejudices, and others were doubtless protected by their 
own tact or by the courage and good will of their university authorities. 
But as the opinion spread that the American Economic Association had 
become more conservative, there was a swelling chorus of dissatisfac- 
tion from various mid-western centers at a time when radicalism was 
rife in that region, and this dissatisfaction gave considerable concern 
to the organization’s officials, especially when the threat of a rival body 
appeared in 1895 with the formation of the Political Science Associa- 
tion of the Central States. 


22For one interpretation of the differences between eastern colleges and midwestern 
state universities see [33, pp. 108-17] [cf. 23, pp. 21-27]. 
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The proposal to form this association appears to have originated 
with John R. Commons and his colleagues at the University of Indiana 
during the summer of 1894, and it undoubtedly reflected a fairly 
widespread feeling that the existing national organizations of econo- 
mists and historians were indifferent to the needs of middle-western 
scholars. The fear that the new body might become a serious rival to 
the American Economic Association seems to have been inspired less 
by the danger that it would be dominated by the “. . . Ely-Commons 
faction . . .”* than by the possibility that it might be captured by the 
predatory powers of the University of Chicago, an institution which 
was expanding rapidly with the aid of John D. Rockefeller’s fortune 
and which was widely regarded as a hostile and ruthless rival to the 
established leaders of the academic world.” However, the determined 
efforts of J. L. Laughlin and H. E. von Holst failed, and the new 
organization was launched under the leadership of men whose first act 
was to pass a resolution “. . . distinctly affirming it as the policy of the 
Political Science Association to arrange its future meetings so as to 
avoid conflict with the two national organizations in which we are all 
vitally interested.’’* 


141, Commons to Adams, Jan 9 1895]. G. W. Knight, the secretary, assured Adams 
that “It is not in any way a University of Chicago organization or machine, nor did the 
call for the conference originate with them” [Jan 8 1895, italics in original]. J. H. Canfield, 
Chancellor of the University of Nebraska, also claimed authorship of the scheme [3, Can- 
field to J. W. Jenks, Jan 21 1895]. 


“i, Adams to Jenks, Jan 7 1895]. Commons assured Adams that he had no hostile 
intentions towards the AEA [1, Jan 9 1895], In a letter to Ely, however, Commons had 


spoken of an “. . . organization of Western economists . . .” who “. .. would be mainly 
your students .. .,” at least initially. There was a need, he added, for such meetings of 
sympathizers, “. . . especially now that these forces of opposition seem to be marshalling 


together” [14, Sep 17 1894]. 

In a brief but revealing letter to Ely the Presidert, Jesse Macy of Grinnell, Iowa, re- 
marked that the Political Science Association was founded on ideas similar to those pre- 
vailing when the AEA was started, adding that the new body must not be “. . . swal- 
lowed...” by the AEA [14, Apr 19 1895]. 


z Among the economists this attitude was based partly on the current suspicion of 
business influence and, more specifically, on Laughlin’s unwillingness to join the AEA 
and his independent establishment of the Journal cf Political Economy at a time when 
strenuous efforts were being made to consolidate and reduce the number of periodical 
publications on economics. Taussig, for instance, referred to his and Dunbar’s “. . . disgust 
at this intrusion [i.e., the JPE] into the field. It is a clear case of not having the interests 
of science at heart; though it may be a question whether this interest is pure and unde- 
filed in the breast of any of us. We all have a cancern for our own institutions” [37, 
Taussig to Seligman, Mar 17 1892]. Similarly [19, Seligman to Farnam, Jun 2 1892]. 

7671, Jan 8 1895]. Yet the reports diverged somewhat, Whereas Knight claimed that 
“|. no one was more solicitous that it should not be or even seem to be run by the 
Chicago men than those men themselves; especially was this true of Professor Small 
who, by the by, is a prince of good fellows,” Bemis reported that the resolution en- 
countered fierce opposition from Laughlin and von Holst (professor of history at Chicago) 
and three or four others [3, Jenks to Adams, Jan 8 1895], 

The officers of the new association were president: Jesse Macy, Grinnell College, Iowa; 
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Although the new body did not prove to be a serious rival of the 
American Economic Association, it had a direct impact on the latter’s 
policies; and the purposes behind its formation merit consideration 
partly because they have apparently not been published previously, 
and also because they reveal the difficulties facing the officers of the 
national economic association in their efforts to retain its hold over the 
profession. G. W. Knight outlined the purposes of the organization in a 
letter to H. C. Adams: to bring together four groups of scholars who 
could “. . . get together .. .” in no existing association; to cater for many 
“... poor fellows ...” in the “. . . western region . . . who as college 
instructors are trying to work and do their best in two or more of these 
fields, and who are only partially at home in any other one Associa- 
tion”; to discuss the “. . . many questions of pedagogy and method- 
ology in connection with these fields, and peculiar to the institutions 
of this section of the country, or at least away from the sea-board .. .”; 
and to give opportunities to men who would not or could not shine at the 
` national meetings [1, Jan 8 1895]. 

It is clear that the new body succeeded in focusing attention on the 
westerners’ grievances. Although J. B. Clark and J. W. Jenks, as 
president and secretary of the American Economic Association, did not 
at first regard it as a serious rival of their own organization,” 
H. C. Adams, who was invited to head the economics section of the 
Political Science Association, was much less sanguine. Influenced both 
by his position as head of the economics department in what was 
widely regarded as the leading state university, and by his scepticism 
towards recent theoretical tendencies, he sympathized with the 
motives behind the new venture, and in a letter to J. B. Clark he 
frankly criticized the economic association’s handling of the situation. 





vice-presidents: A. Small (Chicago, sociology), C. H. Haskins (Wisconsin, history), Adams 
(Michigan, economics) and J. Woodburn (Indiana, political science); treesurer: F. W. 
Blackmar (Kansas, economics); secretary: G. W. Knight (Ohio, economics). 

7T1, Jenks to Adams, Jan 8 1805; Clark to Adams, Jan 10 1895] [3, Clark to Jenks, 
Jan 12 and Jan 21 1895]. Yet Clark's initial response was “The West is stirred up... . 
One thing is clear:—-we must make our association so good, and so fair in its policy, that 
there can be no ground for leaving it, however many rivals enter the field” [3, Clark to 
Jenks, Jan 10 1895]. 

3 Adams was at the University of Michigan, and was also chief statistician to the Inter- 
state Commerce Commission. There are many examples of his attitude to theory: “To 
my mind the Austrian School has already exhausted itself and I am wondering whether 
so clear a man as Clark will be able, after committing himself to the mechanical. reasoning 
of the School, [to overcome] its limitations” [1, Adams to Seligman, Jun 1 1896]. Also 
{1, Adams to Seligman, May 14 1902; Adams to K. Coman, Feb 6 1897]. However Adams 
recognized his own limitations as a theorist, Of Clark he admitted: “I hardly feel compe- 
tent to follow him in his later development, but so far as I can understand him, I am 
obliged to dissent from many of the conclusions that he thinks so pertinent” [1, Adams 
to C. P. Emerick, Feb 5 1897]. 
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You ask what I think of the plan of holding in alternate years sectional 
meetings of the Association. To answer definitely, I do not think it would 
do at all, that is, it would not serve the purpose we of the West had in mind 
when insisting that the American Economic Association should meet West 
of the Allegheny mountains. Perhaps the thing we aim at cannot be at- 
tained, that is to keep the A.E.A. to represent the economists of the U.S. 
This is a very big country and travelling is of course burdensome. But I 
think the men in the East show altogether too much disinclination to come 
West. Certainly if it is impossible to have good meetings in any of the 
western cities, at which a great majority of the members of the East shall 
be in attendance, we might as well face the issue at once and allow that 
there shall be three or four economic associations in the country. Of course 
J shall go with my section if anything of this sort seems to be inevitable. 


[The Political Science Association] ... need not be a rival of the A.E.A. 
... I am quite confident, however, although I have no direct evidence of 
the fact, that it was intended by those who have been responsible for 
starting it, to break off from the AEA [1, Jan 7 1895]. 


Some weeks later, after considerable discussion, it was decided to 
hold a joint meeting of the two associations at Indianapolis. The loca- 
tion is significant, not only because of its proximity to the birthplace 
of the Political Science Association, but also because the University of 
Indiana, and Commons in particular, were under severe attack in the 
state legislature, and it was felt desirable to show “. . . the people of 
Indianapolis and of the state the determination of the economists of 
America, no matter what their opinions, to insist upon the freedom of 
instruction and investigation.’** At this meeting H. C. Adams was 
elected president of the American Economic Association, a move that, 
while fully justified by his standing in the profession, was no doubt in- 
fluenced by the desire to conciliate the westerners.’ 


IV. Recession, Revival, and the Attainment of Unity 


Thus the crisis passed, and the American Economic Association 
records contain no further evidence of rivalry with the Political Science 
Association. But despite continued efforts to meet the needs of western 
members,” the organization was hardly thriving, and its failure to 


£1, Commons to Adams, Apr 6 1895]. Also [3, Clark to Jenks, Jan 21 1895]. Com- 
mons was subsequently forced to resign [9, p. 285] although Adams had strongly defended 
him in a letter to President J. Swain of the University of Indiana [1, Aug 22 1894]. 

a The selection committee comprised Taussig (Chairman), Farnam, R. P, Falkner (Penn- 
sylvania), Ross (Stanford) and W. A. Scott (Wisconsin). 

Recent research has tended to enhance Adams’ reputation [2, pp. 3-55] [35, Ch. 7}. 

* From 1898 the annual meetings were recommended in the A.E.A. Handbook partly be- 
cause they “. . . counteract any tendency to particularism which geographical separation 
and the diverse traditions of American colleges migkt be deemed to foster.” In this issue 
a geographical distribution of members was included for the first time. 
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expand caused serious concern between 1894 and 1899, the period 
immediately preceding Ely’s presidency.” There was a significant shift 
of emphasis which may have reflected the belief that “. . . political 
economy is swinging back to a renewed attention to practical or busi- 
ness affairs.” Although there appears to have been no serious: effort 
to recruit new members until 1899, the 1896 Handbook made a general 
appeal for recruits, and from 1894 onwards the introductory descrip- 
tion of the Association’s character and purpose increasingly emphasized 
the width of its support among business and professional men.** In 
1899, as an outcome of this tendency, there was a serious examination 
of the desirability of electing a businessman as president in succession to 
A. T. Hadley; but this proposal was rejected, partly because it would 
have represented too sharp a reversal of the former emphasis on the 
scholarly character of the Association. As J. B. Clark put it, 


. .. we should remain a scientific body. . . . At bottom even the phillis- 
tines will have more respect for such a body than they would for one that 
should put a man of affairs at its head. I may be wrong, but I dread any 
yielding to the view that economic wisdom resides outside of the schools 
and inside of the counting house [3, Clark to C. Hull, Dec 23 1899]. 


As it transpired, Ely’s long-delayed return to the fold, followed by 
his unexpected election to the presidency,” provided a happy, if tem- 


= In 1894 the treasurer complained that membership was far below that of the American 
Statistical Association [3, F. B. Hawley to Jenks, Nov 5 1894]; and five years later Selig- 
man (then treasurer) informed Willcox (then secretary) that the membership of the 
American Historical Association was both higher (1200) than that of the AEA, and in- 
creasing, adding that “. . . if we once cease to advance the crisis is not far off” [3, Feb 15 
1899]. Other letters of 1899 refer to the “crisis” and the need for “careful attention and 
nursing.” Membership had fallen from 781 in 1893 to 661 in 1894; and had only risen 
to 685 by 1898 and 745 by late 1899. 


24, p. 55]. Giddings called on members “. . . to take a more prominent stand on ques- 
tions of public policy” and “. . . to make the A.E.A. an increasingly powerful influence 
upon public opinion . .. we must not impose upon ourselves a creed, or promulgate dog- 
mas; but we should make it clear to the people that there is a vital difference between 
scientific and unscientific views of those great subjects” [24, p. 56 sentence order altered]. 

* Early in 1899 a circular was drafted for prospective members including the follow- 
ing phrases from Hadley’s 1898 presidential address: “If we fail in our influence in public 
life we fail in what is the most important application of our studies . . . The largest op- 
portunity of our economists in the immediate future lies not with students but with 
statesmen. ... [In future the Association] will be of interest to thoughtful businessmen, 
newspaper men and holders of public office” [1, Willcox to Adams, Feb 16 1899]. Some- 
what bluntly it was added that the limits of college membership had been reached! 

® Although Ely had presided at the 1893 meeting in Chicago, he had subsequently held 
himself aloof until 1899, when he offered a paper. Indeed, he even allowed his member- 
ship dues to lapse for “5 or 6 years” [3, Willcox to Giddings, Dec 2 1897]. At the 1899 
meeting Hadley, the president, selected him as chairman of the nominating committee on 
the assumption that in view of his recent absences he would hardly be a candidate for 
office. But, to the secretary’s surprise, he was elected president [3, Willcox to S$. M. 

è Lindsay, Jan 2 1900; Willcox to Hull, Jan 6 1900]. 
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porary, solution to the dilemma. Whatever the estimate of Ely’s schol- 
arship, his inexhaustible energies and remarkable administrative gifts 
were enlisted at a most opportune time. Under his businesslike guidance 
and largely owing to his personal efforts, membership expanded 
sharply,” interest revived, and the Association prospered. 

Yet complete unity was not attained until 1904 when, following a 
University of Chicago decision to invite the historical and economic 
associations to a joint meeting in their city, J. L. Laughlin at last 
applied for membership.’ Trivial as this incident may now appear, 
it seemed a matter of some importance to the officials of the American 
Economic Association. It dispelled the fear that Laughlin might use 
his considerable influence as head of the Chicago department of eco- 
nomics to spread distrust and hostility towards the Association,” and 
by adding the support of the only contemporary economist of note 
who had hitherto held aloof, it enabled the economists to present a 
united front in their efforts to enhance the public prestige and influence 
of their professional discipline. In retrospect it is clear that Laughlin’s 
action marked the final disappearance of the suspicion of the organi- 
zation which it had encountered, in varying degrees, since its inception, 
and betokened its permanent establishment as a vattledy scientific and 
scholarly body. 
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OPERATIONS RESEARCH 


By ROBERT DorrMan* 


Once upon a time, within the memories of men who think they are 
still young, there was no such thing as operations research, or at least 
no such phrase. Today the Operations Research Society of America 
has more than 2,300 members, the Institute of Management Science 
has more than 2,600 members (there is considerable overlap, of course) 
and at a recent international conference on operations research no less 
than sixteen countries from four continents were represented. It is a 
flourishing movement. 

The proper way to begin an inquiry into this movement would be to 
define it. But this is difficult; for operations research is not a subject- 
matter field but an approach or method. And, even after a study of 
hundreds of examples of work classified as operations research, it is 
by no means clear just what the method is other than that it is scien- 
tific (like all respectable methods), because operations analysts are 
typically resourceful and ingenious men who tackle their problems with 
no holds barred. I propose, nevertheless, to advance a definition; but 
it will help to prepare the way for that hazardous attempt if I try to 
convey the flavor of operations research by sketching a pair of contrast- 
ing caricatures, one of a conventional business consultant and one of an 
operations analyst. 

Suppose that a soap company seeks advice as to whether its adver- 
tising budget next year should be larger than, the same as, or smaller 
than this year. They might engage a business consultant who, in this 
case, would be a specialist in either advertising or marketing. He would 
have had substantial experience with advertising the same or similar 
products and would have at his finger tips a good many relevant data 
and, besides, would be familiar with all the standard sources of such 
data. In addition he would be aware of the maxim that it takes five 
cents worth of advertising to sell a dollar’s worth of soap, though he 
would not necessarily take it very seriously. With this background at 
his disposal he would marshall the pertinent facts. He would examine 
the experience of his client and would correlate sales with advertising 

* The author is professor of economics, Harvard University. [This is the second in a 


series of survey articles for which the Rockefeller Foundation has provided support. The 
first of the series appeared in the June 1959 issue—Editor.] 
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expenditures for past years, doing it by eye if his research budget were 
stringent or by least-squares if he anticipated a fee that justified a more 
imposing report. He might well consider data by states or marketing 
areas, for both his client and competing firms, and might also analyze 
sales and advertising exposure broken down by city size. If the project 
were at all large he would almost certainly have a field survey made, 
finding out from a random sample of Housewives what soaps they 
bought and what advertisements they were aware of. Finally, with this 
information all carefully organized, he would determine the level of 
advertising expenditure appropriate to the budgeted level of sales. In 
all likelihood this figure would turn out to be fairly close to 5 per cent 
of anticipated gross sales, partly because you can’t go far wrong by 
sticking close to an established norm, and partly because nearly all his 
data will be in this range with the exception of a few observations re- 
lating to attempts to launch brands that, for one reason or another, did 
not catch on, or relating to advertising campaigns that had been suc- 
cessful beyond reasonable hope of duplication. In short, he would arrive 
at a recommendation based on a reasoned scrutiny of past experience. 

But now suppose that the soap company turned to an operations 
analyst for advice. Typically, this man or firm would have no particu- 
lar experience with either soap or advertising, and would feel the need 
of none. More likely than not, the analyst would be a graduate physicist 
or mathematician. With this background at his disposal he would 
formulate the problem. The first words he would say to himself might 
be: “Let pz be the probability that the xth household will buy my 
client’s soap during the ‘th week. Then pz: is the product of two factors: 
pw, the probability that they will buy any soap during the week, and 
zt, the probability that if they buy any soap it will be my client’s brand. 
Assume that fy cannot be influenced by my client’s advertising but 
that @,; can be. In fact, suppose that the Weber-Fechner law applies so 
that the rate of increase of Gz! with respect to advertising expenditure 
is inversely proportional to the level of advertising expenditure already 
attained, i.e., 


where E is the level of advertising expenditure and c is a constant 
of proportionality. Then, integrating this differential equation, 
Qe: log RE* where k is a constant of integration to be determined from 
the data. Then #.:= ph log kE? and total expected sales can be esti- 
mated by integrating this expression over the entire population (i.e., 


1Jn this and most later examples the mathematical details are not essential to the gen- 
eral discussion and may be skimmed. 
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all values of x). Thus, assuming hand & to be given data, total sales 
can be estimated as: 


s: = log kE’ f bada 
and 


Thus the optimal level of advertising can be found by finding the value 
of E at which the profit per dollar’s worth of sales multiplied by this 
derivative equals 1, the cost of an additional dollar’s worth of advertis- 
ing.’ In short, he would arrive at a recommendation based on logical 
deduction from simple first premises which are a plausible approxima- 
tion to the laws underlying the phenomenon being studied. 

Each of these approaches is “scientific” according to its own canons, 
but they are quite different. We can characterize this difference by 
saying that the operations analyst, in contrast with the conventional 
business analyst has a strong predilection for formulating his problems 
by means of formal mathematical models. By a model I mean a sym- 
bolic description of a phenomenon in which its observable character- 
istics are deduced from simple explanatory first principles (i.e., assump- 
tions) by manipulating symbols in accordance with the laws of some 
formal logic (usually ordinary mathematics). 

Argument ad hominem is generally regarded as unscholarly, but in 
trying to characterize operations research it seems important to note 
who the operations analysts are. According to a survey conducted by 
the American Management Association [2], more than 40 per cent of 
operations analysts are engineers by training, another 45 per cent are 
mathematicians, statisticians, or natural scientists. It is only natural 
that the point of view in which these men are schooled should permeate 
operations research. The essence of this point of view is that a phe- 
nomenon is understood when and only when it has been expressed as a 
formal, really mechanistic, quantitative model, and that, furthermore, 
all phenomena within the purview of science (which is probably all the 
phenomena there are) can be so expressed with sufficient persistence 
and ingenuity. A second characteristic of men of science, amounting 
to a corollary of the first, is their preference for symbolic, as opposed 
to verbal, modes of expression and reasoning. These characteristics I 
take to be the style of operations research, and I define operations re- 
` search to be all research in this spirit intended to help solve practical, 
*In constructing this fable I have followed the spirit of the only operations research 


study of advertising with which I am acquainted, but have carefully diverged from that 
study in all details, 
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immediate problems in the fields of business, governmental or military 
administration or the like. 

There is an important corollary to the tendency of operations ana- 
lysts to cast their thinking in terms of formal mathematical models. 
Operations research is not a descriptive science but a prescriptive one. 
Therefore the deduction of adequate descriptive models is only part of 
the task of the operations analyst. In the end he must come up with 
a recommendation for action and this requires that he know what the 
operation in question is intended to accomplish. We rather side-stepped 
this issue, in the fable at the beginning of this essay, by assuming that 
the objective of the advertising was to attain the maximum possible 
excess of gross sales over the sum of production costs and advertising 
expenditure. But the conscientious operations analyst does not so glibly 
assume the objective of the operation he studies; and the extensive 
literature devoted to studying the objectives of business enterprise 
shows that he is wise to be circumspect about this point. In the soap 
example, it may well be highly important to maintain total sales at a 
level that makes it worth while for retailers to stock the brand in ques- 
tion, even if the marginal net return is negative. The long run may have 
to be considered, if the brand has to establish or maintain a market 
position in the face of vigorous competition. In short the objectives of 
an operation are likely to be complicated, obscure, and composed of 
several incommensurable aspects. A major part of the task of the 
operations analyst is to construct a “measure of merit” for the op- 
eration he studies to accompany his formal description of it. The logical 
precision of the model enforces corresponding precision in expressing 
the objectives that the operation is intended to attain. The orthodox 
business consultant, on the other hand, is under no such pressure to 
formulate precisely the goals of the enterprise he studies. 

When the operations analyst has formulated the model of his under- 
taking and the goals it serves he is still nearer the beginning of his 
analysis than the end. He must still particularize his model by estimat- 
ing the values of the various “given” parameters that enter into it. For 
this purpose he employs, usually, more or less advanced statistical 
methods. Then he must solve the model, that is, find explicit relation- 
ships between the parameters under the control of his client, on the one 
hand, and the measure of merit on the other. When this has been done 
he is in a position to determine the optimal values of the decision pa- 
rameters, to make his recommendations, and to try to persuade the 
management to adopt them. 

In the next two sections we shall discuss a number of aspects of the 
problem of model formulation. Then we shall examine some of the 
problems and pitfalls of determining measures of merit or objective 
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functions, The concluding section is devoted to the conditions for suc- 
cessful operations research and to some general conclusions and re- 
marks. 


I. Some Standard Models 


There are three aspects to model building, closely related to each 
other but requiring different skills. The first is straightforward descrip- 
tion; expressing the situation under study in terms of the symbolism 
adopted. This involves inventing symbols for the various components 
of the system and writing down the relationships connecting them. 
Usually the symbolism adopted is algebraic and the basic relationships 
take the form of equations and inequalities. Frequently, though, 
block diagrams are used. Then the components are represented by 
labeled boxes and the relationships by lines connecting the boxes. 
Less frequently, a logical symbolism is employed, with the elements of 
the problem conceived of as classes or members of classes and the re- 
lationships being those of class inclusion, overlapping, and the like. In 
any event, the process is one of translating the real world situation into a 
set of abstract and simplified symbols. The result is an essentially tauto- 
logical and sterile description of the problem, for it yields almost noth- 
ing more than definitions and identities. 

The second stage we can call creative hypothesizing. This is the stage 
at which the motivational, behavioral, and technological assumptions 
are introduced. It entered the soap example in two ways. First in the 
selection of relevant variables, as when we decided that the price of the 
soap, competitors’ advertising expenditures, the level of national in- 
come, the season of the year, and many other conceivable variables 
could all be omitted. Our fictitious operations analyst made the same 
kind of conjectural judgment when he decided that the probability that 
a household’s total purchases of soap of all brands was uninfluenced by 
his client’s advertising. But the most vigorous exercise of creative hy- 
pothesizing occurred when he conjectured the form of the relationship 
between advertising and the conditional probability that any soap pur- 
chased would be his client’s brand. The first aspect of model formula- 
ation is a craft but the second is an art and introduces the crucial 
assumptions of the model. 

The final aspect of model formulation is quantification: the assign- 
ment of numerical values to the parameters of the model. In the soap 
example these parameters are c and fm, the latter being a different num- 
ber, presumably, for each class of household. This last aspect is clearly 
a more or less involved problem in statistical estimation. 

It is clear that the operations analyst works, basically, as an applied 
mathematician with some statistics and numerical analysis thrown in. 
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His principal tools, aside from his own judgment and imagination, are 
algebra, the calculus, differential equations, probability theory and 
statistics. In addition he has some special-purpose tools of his own. 

In principle, each time a problem is referred to an operations analyst 
he could construct a tailor-made model to fit the case, and in practice 
he does so a large proportion of the time. But fortunately problems of 
essentially similar form arise repeatedly in widely differing contexts. 
Consider, for example, the problems of providing facilities for checking 
customers out of a supermarket, accommodating aircraft arriving at an 
airport, servicing locomotives at a repair depot, and meeting the needs 
of telephone subscribers. In each case the problem is to provide toler- 
ably prompt service to a demand whose timing cannot be predicted 
exactly, by means of expensive facilities. This problem, in all its vari- 
ants, is the problem of queuing theory. Similarly, the problem of allo- 
cating limited resources among a number of uses pervades businesses 
and administrative organizations of all kinds. This family of problems 
is the concern of programming, linear and otherwise. And in like man- 
ner, game theory, inventory theory, servo-mechanism theory all study 
types of problems that are likely to occur throughout a wide variety of 
business and administrative circumstances. The operations analyst has 
at his disposal a large and growing kit of such tools and is thus provided 
with an efficient apparatus whenever he recognizes that a particular 
problem fits into one of these tidy categories. Naturally these ready 
made models are the most communicable, teachable, and talked about 
aspects of the craft and tend to receive a disproportionate emphasis 
both in the public image of operations research and in professional 
instruction. They will also receive disproportionate emphasis here. 


1. The Linear Programming Model 


Essentially linear programming is a mode of expressing the problem 
of allocating scarce resources that has the peculiar virtue of lending 
itself to statistical estimation and numerical solution. It applies when 
the activities of an enterprise are limited by a number of resources in 
limited supply and when these resources are to be allocated to a num- 
ber of activities each of which absorbs them in proportion to its level of 
utilization. Each of the activities also contributes to the attainment of 
the objectives of the enterprise in proportion to its utilization. The 
problem is to discover a set of activity levels attainable within the re- 
source limitations which leads to the maximum possible attainment of 
the objectives. 


*For a more complete discussion of linear programming from an economist’s point of 
view see Baumol [6] or Dorfman [14]. 
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One of the most frequent and successful practical applications of 
linear programming is to the scheduling of oil refinery operations.* We 
can convey the flavor of the method by laying out a highly simplified 
example of this application. Suppose a refinery has 1000 units of blend- 
ing capacity which it uses to produce regular and premium motor fuel 
(to be denoted by subscripts 3 and 4 respectively) from two grades of 
blending stocks (to be indicated by subscripts 1 and 2). Introduce four 
decision variables +1s, %14, %23, X24 where xi; denotes the number of 
barrels of blending stock 7 devoted to the production of motor fuel j. 
Now consider the consequences of decisions regarding these four vari- 
ables. The total input of blending stock 1 is as + xu and that of blend- 
ing stock 2 is ves + xz. If the two stocks cost $1.26 and $1.68 per 
barrel respectively, the total cost of fuel inputs is: 


1.26(a13 + X14) -+ 1.68(x23 -- dea). 

The total output of regular-grade gasoline is xı + %23, that of pre- 
mium-grade is xı + xz. If the regular grade is worth $4.20 per barrel 
at the refinery and premium grade is worth $5.04 per barrel, the value 
of product is: 

4,.20(213 + X23) -+ 5.04(a14 + Za). 


By subtraction we find the excess of the value of outputs over the value 
of inputs to be: 
2.94413 + 3.78214 + 2.5203 + 3.36H04. 


We suppose that the objective of the plan is to make this number as 
large as possible. 

Now turn to restrictions on choice. Suppose that the only quality 
specification to be considered is octane rating. The octane rating of any 
blend is a weighted average of the ratings of its components. Thus sup- 
pose that the octane rating of blending stock 1 is 75 and that of blend- 
ing stock 2 is 93. Since regular-grade motor fuel is a blend of x13 barrels 
of stock 1 with x2s barrels of stock 2, its octane rating is: 


75213 + 93x23 
X13 + X23 l 
Similarly the octane rating of the premium fuel is: 
75x14 + 93224 
Xi + Xa l 


Now suppose that regular fuel must have an octane rating of at least 
82 and premium fuel a rating of at least 88. Then we have the con- 
straints on the decision variables: 


+See Charnes, Cooper, and Mellon [12] and Manne [28] for more realistic examples, 
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75x13 + 93x93 


= 82, 
is F X23 
75x14 + 93x04 > 88, 
Xia -E X24 


which are equivalent to: 
— 7x13 + 11x2 > 0, 


—~ 13x + Sx > 0 


respectively. 

Finally suppose that each barrel of regular fuel produced requires 1 
unit of blending capacity, and each barrel of premium fuel requires 1.2 
units. Then, since 1000 units are available in all, we have the capacity 
constraint: 

(x13 + £23) + 1.2(a24 + %24) < 1,000 


Gathering all these formulas we have the purely formal problem: 
Find x13, %23, 414, X24 SO as to make: 
2.94013 + 3.782414 + 2.52%03 + 3.362% 


as large as possible, subject to the restrictions: 
7x43 — Lives < 0 


13414 ma 5x04 < 0 
(x13 + x23) + 1.2(a14 + x24) < 1,000. 


The rest is arithmetic calculation. 

Besides being of substantial practical importance, this example has a 
number of pedagogical virtues. In the first place it illustrates the flexi- 
bility of linear programming. Note that the numbers we had to choose, 
X13, X14, Xos, Xes were “activities” in only a very strained sense. In this 
context, what we would ordinarily think of as an activity would be 
blending one of the grades of motor fuel by a specified chemical for- 
mula (e.g., blending a barrel of regular fuel by using .6 barrels of 
blending stock 1 and .4 barrels of blending stock 2). Linear program- 
ming cannot take account of more than a finite and fairly small number 
of activities (say 200) when defined in the ordinary way, but with our 
particular choice of variables we have admitted to consideration an 
infinite number of activities, viz., all physically possible blends. The 
resource scarcities, also, represent resource scarcities in only a very 
extended sense. The “1000” is the quantity of a genuine limiting re- 
source, but the two zeros of the right-hand side of the restricting in- 
equalities are artifacts resulting from the manipulation of the quality 
specifications. This flexibility—the fact that the words “activity” and 
“resource limitation” do not have to be taken at all literally in setting 
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up a linear programming problem—is largely responsible for the wide- 
spread applicability of the method. Any problem that can be expressed 
by means of linear equations and inequalities is amenable to linear 
programming, whatever the physical interpretation of the variables and 
relationships. Indeed there are methods for incorporating nonlinear 
relationships, at the cost of substantially increased difficulty in compu- 
tation. 

One important limitation of linear programming has always been 
that the variables whose values are to be determined must be continu- 
ously variable, but recently methods have been developed for solving 
problems where the decision variables must be integers (e.g., the num- 
ber of aircraft flights per day between two points).° Another important 
limitation, on which less progress has been made, is that linear pro- 
gramming formulations do not allow for uncertainty. 

Let us return to the blending example for another remark. A key 
theorem of linear programming states that there always exists an opti- 
mal solution in which the number of decision variables with positive 
values does not exceed the number of constraints, in this case three. 
Now suppose, for example, that the positive variables turn out to be 
X13, X28, X24. This indicates that the premium fuel would be 100 per cent 
pure blending stock 2. But this cannot be optimal since the quality 
specification for premium fuel would be overfulfilled and money could 
be saved by adding in some of the cheaper blending stock. Clearly, no 
admissible combination of three positive values can be optimal in this 
problem, so there must be a solution with only two of the decision vari- 
ables at positive value. This means that only one of the two products 
is made, i.e., the refinery produces either regular or premium fuel but 
not both. Which product should be made can be ascertained readily by 
computing which of the two yields a greater gross revenue per unit of 
blending capacity absorbed. Thus the arithmetic turns out to be even 
more trivial than it promised to be at first glance. 

An even more common application of linear programming than the 
refinery blending problem is the so-called transportation problem, 
which arises whenever a standardized commodity is to be shipped from 
a variety of sources to a variety of destinations.* Newsprint companies 
use it to decide which of their customers should be supplied from each 
of their mills, oil companies use it in assigning bulk distribution plants 
to refineries, the National Coal Board in England uses it to allocate 
markets among mines, Henderson applied it to an appraisal of the eco- 
nomic efficiency of the coal industry in this country [20]. There has 
accumulated a large literature which deals with such complications as 


* See Gomory and Baumol [19] and Markowitz and Manne [30]. 
For a typical small-scale example see Vazsonyi [39, p. 26 ff]. 
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differences in production costs at different supply points, limitations on 
the capacity of shipping routes, fixed charges for opening or construct- 
ing shipping routes, and a cascading of problems such as where distri- 
bution involves a chain of factory to warehouse (of limited capacity) 
to retail store. 

All the problems in this wide family are surprisingly easy to solve 
(though I wouldn’t recommend that you try a large one with pencil and 
paper) for a.number of technical reasons, among them the fact that all 
the restraints take the form of simple sums like: for any factory the 
sum of shipments to all its customers cannot exceed its capacity. As a 
result transportation problems involving literally thousands of origins 
and destinations can be solved readily. It seems that even more efficient 
methods of solution result when the linear programming point of view 
is abandoned and the problem is conceived of as routing a flow through 
a network, so that shipments of commodities are analyzed as if they 
were currents in electric circuits or flows of liquids through systems of 
pipes.’ To use electrical terminology, transportation costs are analogous 
to resistances, and differences in the value of the commodity at different 
points are the voltages. 


2. Information Theory 


Information theory rests on the discovery of a quantitative measure 
of information, originally by R. V. L. Hartley and put into its current 
form by C. E. Shannon [36]. The unit of information is the “bit,” 
which is the amount of information in a message that tells which of 
two equally likely possibilities is the case. Thus the telegram “It’s a 
boy” conveys (approximately) one bit of information to a receiver who 
knew previously that a birth had occurred. Or consider a kind of mes- 
sage that is more common in industry: a requisition sent by a produc- 
tion department to a store-room. It contains at least three kinds of in- 
formation: (1) which item is desired. This selects one of a large number 
of not-equally-likely possibilities, but its information content is measur- 
able in bits by a formula that we do not have space to explain. (2) The 
quantity desired—again a selection from a large number of not-equally- 
likely possibilities. (3) Which department desires the items—again 
quantifiable in the same way. The formulas for information quantity 
are constructed in such a way that the information content of the mes- 
sage is the sum of these three components (and any others, such as the 
date desired, that may be present). Of course, there are many messages 
whose information content cannot be measured. For example, I do not 


"The network approach to transportation problems is due mostly to Ford and Fulker- 
son. See [17] [18]. 
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suppose that the information-content of this essay can be quantified.® 
But equally obviously, the smooth running of any organization depends 
on the flow of messages that are sufficiently standardized so that their 
information content can be estimated numerically. 

The metric for information content is accompanied by measures of 
the information-carrying capacity of channels and the information- 
processing capacity of centers. A center is any person or group who orig- 
inates messages or receives and acts on them. A channel is any group of 
devices or persons that transmits messages between centers. E.g., a 
channel might be typist-messenger boy-receptionist-secretary; or mi- 
crophone-transmitter-radio waves-receiver-loud-speaker). 

The capacity of a center depends on the kinds of messages it proc- 
esses, the kind of action or decision required, and the technical charac- 
teristics of the center. The capacity of a channel depends on the amount 
of interference present in it (i.e., irrelevant signals, technically called 
“noise” ), the forms of the messages it handles, the rate at which it can 
transmit the elementary symbols of which messages are composed, its 
susceptibility to error, etc. The capacities of the physical components 
of a channel (e.g., electronic amplifiers) can often be estimated from 
engineering considerations, the capacities of the human components 
have to be derived from statistical studies. 

The relevance of the form of message to the capacity of a channel is 
particularly significant. It is contained in the notion of “redundancy,” 
i.e., the ratio of the actual information content of the message to the 
maximum amount that could be packed into a message of the same 
length (subtracted from unity, of, course). Thus the information con- 
tent of the vital statistic telegram mentioned above is entirely contained 
in the zero-redundancy message “B” or the somewhat more redundant 
“Boy.” Redundancy of form is expensive, but it is also useful, up to a 
point. Thus if a channel is subject to error (as all are) redundancy 
often saves the day. The message “F” conveys no information, but 
“Foy” is practically as good as the correct message. Mail order com- 
panies recognize the virtue of redundancy when they require that an 
order include the name of the item desired along with the catalogue 
number. The optimal amount of redundancy in a system, i.e., the opti- 
mal form of message, is an important field of application of information 
theory. For example, the ordinary method of transmitting television sig- 
nals is more than 99 per cent redundant (because it is practically cer- 
tain that the spot following a bright spot will also be bright; the only 
information needed after a few bright spots is when the first dark spot 


* But an upper limit can be placed on it by using the estimate that text written in Eng- 
lish contains about 1.5 bits per letter. 
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occurs). One of the more important advances that made color television 
feasible, since color TV requires much more information per second, 
was a less redundant scheme for encoding the signals for transmission. 
The relevance of information theory to communications engineering 
is evident but would not qualify it as a model for operations research. 
Its contribution to operations research derives from its bearing on the 
structures of organizations. Here the essential principle is that an or- 
ganization will not function smoothly if the amount of information to 
be sent on any channel or processed at any center exceeds the capacity 
of that channel or center. Thus the information structure of an organi- 
zation can be depicted by representing it as a kind of network with the 
centers shown by capacitated nodes and the channels by capacitated 
links. Then the required flow of information between any pair of centers 
can be compared with the maximal attainable flow.” Bottlenecks as well 
as underutilized channels can then be detected and corrective actions 
indicated. Possible ameliorative measures are: (a) increasing physical 
channel capacity (e.g., increasing the number of trunk lines), (b) re- 
ducing the redundancy of messages (which is always unduly high in 
organizations that have not given conscious attention to this problem), 
(c) routing messages indirectly via underutilized channels. (d) increas- 
ing the capacities of centers (e.g., installing more counters in the store- 
room), and (e) reassigning functions away from overloaded centers. 


3. General Systems Analysis 


General systems analysis or cybernetics is fairly closely related to 
information theory and indeed incorporates it. Like information theory, 
it visualizes an organization in terms of a block diagram with centers 
connected by lines of communication. The separation of centers entails 
that no center will have all the information available to the organization 
(contrast with the ideal entrepreneur or firm of economic theory), and 
that there will be delays (lags) in transmitting information to centers 
where decisions are made and in transmitting and executing instructions 
from executive centers. This circumstances gives rise to the problem of 
systems analysis: to deduce from the structure of information flows in 
an organization and the decision rules employed by its various centers 
how the organization will respond to changes in its environment and 
conditions. As a corollary, systems analysis is concerned with methods 
of ascertaining the information flows and decision rules in organizations 

° From this point of view Paul Revere’s communication system (two lanterns, one if 
by land, two if by sea) was just adequate. There was one bit of information to be trans- 
mitted and his channel had a capacity of one bit per night, It was insufficiently redundant, 


however, and if there had been much noise (mist, gusty winds) the course of the Battle 
of Lexington might have been other than it was, 
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-—which often differ from those in the official organization chart—and 
with finding optimal information flows and decision rules. 

The fundamental assumption of systems analysis is that all decision 
rules can be thought of as responses to discrepancies between the actual 
state or performance of the organization and some “standard” or de- 
sired state, and are intended to reduce those discrepancies. Now it has 
been noted that many mechanisms behave in just this way (the conven- 
tional examples are gyro-pilots on ships and thermostats attached to 
home heating systems) and, indeed, so do the nervous systems of most 
organisms. Thus automatic control devices, neuromuscular responses, 
and organizations are all recognized as instances of control by feed- 
back, i.e., by comparison of actual state with desired state. The mathe- 
matics and concepts developed for the study and design of electronic 
control devices thus become applicable to the study of nervous systems 
and organizations, indeed the “servomechanism” becomes the model 
employed in all such studies. 

Consider a very simple example which evades all the interesting but 
complicated mathematical concepts that dominate this area of opera- 
tions research. Suppose a firm has the policy of keeping 100 units of 
some item in inventory. Each Monday the stock-room reports to the 
purchasing department its actual stock as of the close of business the 
previous Friday. If the stock is less than 100 units the purchasing de- 
partment orders an amount equal to 34 of the discrepancy, which is 
delivered 8 to 10 days later. Sacrificing realism to simplicity we also 
assume that if the stock exceeds 100 units the purchasing department 
disposes of 34 of the excess, say by sale to a subsidiary at a sacrifice 
price. This disposal (or negative delivery) also takes place in the week 
following the report of the discrepancy. This very bad inventory policy 
can be portrayed as in Figure 1. This diagram is interpreted as follows. 


3=1 
Actual sales———>Stock-room-—-> Purchasing «———Standard 
dept. 
$=] 


New order 


Ficure 1. Frow DIAGRAM FOR A STOCK CONTROL SYSTEM 


The condition of the stock room is influenced by sales ánd new orders, 
the formula being: 


Iai = t Re S: 
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where ; 

J,=inventory at the beginning of the tih week 

R= replenishment stocks received during the ‘th week 
(which may be negative) 

S,=sales during the éth week. 


The condition of the stock-room is reported to the purchasing depart- 
ment with a delay to the following week, symbolized by è= 1. The 
purchasing department compares this report with the standard (100 
units) and issues a replenishment order according to the formula: 


Order = °/, (100 — J) 


This order reaches the stock-room the following week and influences 
the terminal stock according to the inventory balance equation. Now: 


R: = Orders in week ¢ — 1 = 3/4 (100 — Imi), 
so we can write the difference equation for inventories as: 
lea = I + 3/4 (100 = Iı) — S: 
or: 
Ini — Ili + Yali = 75 — Se 


This is a familiar kind of difference equation from which we calculate 
how the level of actual inventories will respond to any pattern of sales. 
The solution, skipping over the tedious details, is: 
t—1 
I, = k(.866)* cos (55t + ¢)° + 1.06 >> 6.866)? sin 557°(100 — 4/3 Si_,) 
7=0 
where & and ¢ are disposable constants to be assigned in accordance 
with the initial conditions. As would be expected from a second-order 
difference equation, this solution displays a combination of exponential 
and trigonometric behavior. It consists of two terms. The first term is a 
damped cycle, but the notable aspect of it is that it does not depend at 
all on the sales or the desired level of inventories. It is a damped oscil- 
lation caused by the lags and decision processes in the system itself. 
One of the virtues of systems analysis is that it calls attention to such 
built-in tendencies of organizations to oscillate. Though this firm al- 
lows a bad inventory policy, it is not as bad as it might be; for at least 
the inherent oscillations it generates do tend to die out. 

The second term in the formula is a peculiar weighted average. To 
interpret it imagine first that sales were equal to zero for a long enough 
sequence of weeks so that the transient died out and inventories no 
longer.changed. Then we should have: 


Iii = l= m 


and, substituting in the difference equation we should find J: = 100, as 


1 
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I 
desired. But if sales were steady at any nonzero level, the Ss 
level of inventories would be: 

l l= 100 — 4/3 Sz. 


Thus each of the terms in parentheses in the weighted average is the 
steady-state level of inventories corresponding to’ the level of sales 
t weeks previous to the date for which the calculation is made. The 
whole term averages these historical steady-states with weights that de- 
cline generally as we recede into the past. This term, also, is character- 
istic of the responses of a feed-back’ system—their current behavior is 
a weighted average of responses to past stimuli. The scheme of weights, 
in this case (.866)* sin 55t°, is one of the important traits character- 
izing an organization or mechanism. 

Our example was so simple that we determined the inherent oscilla- 
tions and the weighting function by straightforward, elementary means. 
In this respect the example was atypical of systems analyses. More 
generally, fairly advanced mathematics (in particular, Laplace trans- 
form methods) are required; and still more generally an explicit general 
solution cannot be obtained at all, though the formulation without solu- 
tion may be illuminating. We shall return below to the treatment of 
problems that defy explicit solution. 


4, Inventory Models 


Churchman, Ackoff and Arnoff state, “More O. R. has been directed 
toward inventory control than toward any other problem area in busi- 
ness and industry” [13, p. 195], and this may be true. The literature 
devoted to inventory problems is enormous and even the early work in 
the field, contributions published thirty years ago and more, displays 
the mathematical-engineering approach characteristic of operations re- 
search. The purpose of all this work, of course, is to determine most- 
profitable inventory policies. It takes it for granted that inventories are 
held to facilitate production operations (including within “production” 
the activities of purely trading firms). Though holding inventories is 
costly it is generally essential to the economical conduct of other opera- 
tions. The methods we are now concerned with seek to determine the 
efficient levels of these buffer stocks.*° 
` Because of the enormous variety of inventory problems—style goods 
vs. standardized goods, goods purchased from outside suppliers vs. 

2° Quite clearly these studies of inventory problems have only slight connection with the 
aspects of inventory behavior thdt typically attract the attention of economists. Econ- 
omists typified by Abramovitz, Hawtrey and Metzler concentrated on the aggregative con- 


sequences of inventory fluctuations and on the speculative motives for changes in stocks, 
with relatively light attention to the more work-a-day motives. Whitin, however, lias tried 


to bridge the gap [40]. 
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goods manufactured within the firm, goods obtained under conditions 
of increasing, decreasing or constant costs, seasonal goods vs. nonsea- 
sonal ones, predictable vs. unpredictable demand, situations where 
stock-out penalties are severe vs. those where they are negligible, etc.— 
there can be no simple, generally applicable body of sound inventory 
doctrine. Instead, “inventory theory” consists of a battery of techniques 
for deducing efficient inventory policies adapted to specific circum- 
stances. These techniques can be divided into three classes that I shall 
call static analyses, stationary-state analyses, and dynamic analyses, in 
order of increasing sophistication. 

Static analyses concentrate on average behavior in a single period 
considered in isolation. A typical and important result is the “square 
root Jaw,” which can be deduced, in a very simple context, as follows. 
Suppose that the average weekly requirement for some inventoried item 
is n units, that it costs $4 to place an order for this item over and above 
the cost of the goods ordered, and that the carrying costs are $c per 
unit per week. Suppose that reorders are placed in time so that the new 
stock arrives just when the old stock is exhausted. (The reader can see 
the difficulties hidden in this assumption when delivery lags are at all 
appreciable.) Then the only decision to be made is the quantity to order 
when an order is placed. Call it x. On these assumptions, n/x orders 
will be placed per week, on the average, giving rise to an average 
weekly order cost of $&n/x. The size of the inventory will range from 
x units, just after new stock has been received, down to zero units just 
before replenishment, averaging at 14x units. The associated carrying 
cost is then $14cx per week and the total weekly cost of maintaining 
the item in inventory is $kn/x + $4cx. The optimal value of x is the 
one that minimizes this cost, and is easily found to be 


Thus the optimal size of order and of average inventory, in these cir- 
cumstances, varies in proportion to the square root of (7) the rate of 
consumption or sales, and (#) the ratio of ordering cost to carrying 
cost. , 

The reader is surely unpleasantly aware of how many simplifying 
assumptions were made, implicitly and explicitly, in the course of this 
derivation. Most of them can be dispensed with, at the cost of increas- 
ing the complexity of both the argument and the result. Schlaifer [34, 
Ch. 15], for example, presents a full discussion of a case in which de- 
mand during the interval between placement and receipt of an order is 
a random variable, so that there is substantial danger of being out of 
stock before the replenishments are received. The general approach, the 
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calculation of average results, is the same but the technical difficulty of 
the analysis is magnified manyfold. 

An essential prerequisite for using static analysis is that it be possible 
to divide up time into a sequence of independent periods. These periods 
need not all be of the same length or even of predictable length, but 
they must be independent in the sense that no decision or event in any 
period affects the situation in any subsequent period. In the preceding 
analysis, for example, we can define a period as extending from one 
date at which the stock is precisely x, the order quantity, to the next 
date at which this is the stock. Then periods will be of varying length, 
depending on fluctuations in rate of consumption, but at the outset of 
each period the position of the firm will be precisely the same as at the 
outset of any other period and the consequences of any inventory policy 
can be synopsized by taking the average results of that policy in a 
single period. That is just what we did. 

Unfortunately it is not always possible to divide time up into such 
independent periods. For this there are several reasons. It may not be 
possible to order new stock just when the level of the inventory makes it 
desirable. Thus, canneries must contract for produce once a year, ships 
can replenish only when in port, etc. Sometimes even when irregular 
ordering is technically possible it may be undesirable. It may be ad- 
ministratively necessary to establish a periodic ordering routine, or it 
may be economical to consolidate orders for a variety of items into a 
single requisition. In such cases a schedule of ordering dates has to be 
established, and they become the natural points of division between 
time periods because they are the dates on which decisions have to be 
made. When a regular ordering cycle is established the periods cannot 
be independent because each period’s initial stock is influenced by what 
went on before. f 

But independence may fail even when irregular ordering is per- 
mitted.** For example, if stock is exhausted orders may be backlogged. 
Then when new stock is received its utilization does not begin ab initio 
but is influenced by the extent of the backlog. Thus in many actual sit- 
uations inventory policies have to be devised without making the as- 
sumption that time can be sliced into a sequence of independent periods. 
Then it is invalid to appraise an inventory policy by its average results 
in a single period; more complicated techniques have to be used. 

Stationary-state analyses comprise one family of such techniques. If 
we contemplate a long sequence of periods extending into the future we 
can consider the probability distribution of the state of the firm (e.g., 
the size of inventories and backlogs) at the outset of each period. In 
the first period, of course, the initial state is known. The probability 


“ Howard Raiffa taught me this. 
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distribution of the initial state of the second period depends on the 
initial state of the first period, the inventory policy followed, the prob- 
ability distribution of demand (which we shall for simplicity assume 
to be the same in all periods) etc. The third period probability distri- 
bution depends on the second period probability distribution, the inven- 
tory policy, the probability distribution of demand, etc.** If we continue 
in this manner it fortunately happens that the influence of the initial 
conditions of the first period gradually dies out and the probability dis- 
tribution of initial states generally ceases to change from period to pe- 
riod. In other words, a stationary state is atiained. 

Once the stationary state has been reached we can apply the aver- 
aging procedure, in two steps. First we consider each possible initial 
state in turn and compute the average results of the inventory policy in 
a period that begins with that initial state. Then we average those re- 
sults over all possible initial states, giving each a weight equal to its 
probability. The result is an over-all average profit (or cost, if that is 
desired) per period in the long run. 


TABLE 1—PrRoOBABILITY DISTRIBUTION OF MONTHLY DEMAND FOR A PART 


1 
3 


Number of times demanded 0 
Probability 5 wl wl 











2 | 3 


All of this sounds very complicated, and is, but a simple example may 
clarify it. Consider the problem of a machine shop that stocks a part 
that is expensive to store and is infrequently demanded. When it is 
demanded the shop gets a job if the item is in stock and nets, let us say 
$15; but if it is out of stock: the sale is lost. The carrying cost for the 
part we take as $3.00 a month. Inventory is taken on the first month 
and if an order is placed the new stock is received on the first of the 
following month in time to be included in that month’s inventory. The 
probability distribution of demand is given in Table 1. 

With these data the consequences of any inventory policy, in the sta- 
tionary state, can be computed. Three possible inventory policies are 
listed in Table 2. We shall consider policy I in detail, it being the least 
tedious. First note that if this policy is followed there can never be 
more than one part in stock. Next write down a table of “transition 
probabilities.” These give the probabilities of either possible inventory 
level, O or 1, at an inventory date when the inventory level at the pre- 
vious date is given. These are displayed in Table 3. 

Tt may also depend directly on events in the first period, as when delivery Jags are 
longer than a period or when usage in any period affects the probability distribution of 


demand in several subsequent periods. We have ample precedent for neglecting this kind 
of complication. 


DORFMAN: OPERATIONS RESEARCH 593 


TABLE 2—THREE POSSIBLE Inventory POLICIES; NUMBER OF PARTS TO ORDER 
WHEN Crrrent INVENTORY Is GIVEN 


Number of Parts to Order Under 
Current Inventory 





Policy I Policy IT Policy III 
0 1 1 2 
1 0 1 1 
2 0 0 0 
3 or more 0 0 0 


This table states that if inventory is zero on one inventory date it 
will surely be one on the next (since one part will be ordered and none 
will be sold), and that if inventory, is one on any date then the chances 
are 50-50 that it will be zero or one on the next date. Now let Po and Pı 
denote the probabilities of the two inventory levels and assume that the 
stationary state has been reached, so these probabilities are constant 
over time. Then, from the first column of Table 3, the probability of 
having no items in stock on any date is half the probability of having 
one in stock on the previous date, or Po = .5P:. From column 2, the 
probability of having one item in stock is the sum of two contingencies: 
none in stock on the previous date plus one in stock on the previous 
date and still unsold. Thus Pi: = Po + .5P1. This, of course, is the same 
equation as before. But the two probabilities have to add up to unity. 
Thus Po = %, Pi = % are the steady-state probabilities of the two 
possible inventory levels. 

If inventory is zero, there are neither sales nor inventory costs. If 
inventory is one, inventory costs of $3 are incurred and there is a 50 
per cent chance of making a sale, so that average profit is 14$15 — $3 
= $4.50. The long-run average profit per period resulting from this 
policy is then 13(0) + 24$4.50 = $3.00. The other two policies in 
Table 2 can be assessed similarly. For policy II the steady state prob- 
abilities are 1/11, 5/11, 5/11 for stocks of 0, 1, 2 respectively, with an 
average profit per period of $4.09. For policy III the probabilities are 
1/9, 3/9, 5/9 and the average profit is $4.00. Thus policy II is the best 
of the three. 


TABLE 3—TRANSITION PROBABILITIES FoR Poricy I 











Current Inventory 
Previous Inventory 





0 1 
0 0 1 
1 5 5 
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This brings up three comments. First, the policy is a bit peculiar. It 
tells us that when stocks are down to zero we should order one part and 
then, whether or not it is still unsold at the end of the month, order 
another. Why not order the two together? Because inventory carrying 
costs are too high to justify carrying a second item in stock when there 
is sure to be a first item, but are not too high to risk carrying a second 
item when there is only a 50 per cent chance of having a first. Second, 
there is no unique optimal stock level in this example. If the part is out 
of stock we should order up to a stock level of one; if the stock level is 
one we should order up to a stock level of two. Now, much of inventory 
theory presumes that there is an optimal stock level and attempts to 
find it. In this case such a search would not discover the optimal avail- 
able inventory policy.** Third, we have considered three policies and 
have found the best of the three, but how do we know that there is not 
a still better policy? Stationary-state analysis will not tell us, because 
the computations require the table of transition probabilities and these, 
in turn, require that the inventory policy be given. This mode of analy- 
sis is convenient for assessing the consequences of any given policy; it 
is inconvenient for discovering an optimal policy except in some special 
cases. Thus we must advance to full-fledged dynamic analysis, which 
meets this need. 

Dynamic inventory analysis rests on two ideas, both most thoroughly 
expounded by Bellman [7]. The first is a recurrence relationship con- 
necting optimal inventory policies for different planning horizons. Sup- 
pose that on a given inventory date the stock is W and it is desired to 
take into account the consequences of any decision for H periods into 
the future. (H may be infinite but it will do no harm to talk as if it were 
finite.) Since we plan to take account of consequences that may ex- 
tend over a considerable length of time, time preference becomes rele- 
vant. Therefore, assume that the current valuation placed on a dollar £ 
periods in the future is $a’, i.e., assume a rate of discount of (1-a)/a 
per period. 

Suppose it is decided to order x units. The consequences of this de- 
cision can be divided into two parts: its effects on the present period 
and its effects on the H—1 subsequent periods. The effects on the cur- 
rent period are the average level of profits in a period with initial in- 
ventory NW if x units are ordered. This value can be ascertained by the 
kind of calculation we have already illustrated. Denote it by r(N, x). 
The effect on later periods is a bit more complicated. One cause of com- 

* Dvoretzky, Keifer and Wolfowitz [16] present a full discussion of the conditions in 
which an optimal stock level exists. 


“Situations in which an optimal stock level exists are among such special cases. Morse 
{31, Ch. 10] discusses the use of stationary-state analysis for finding optimal stock levels, 
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plication is that we do not know what the initial inventory of the 
second period will be. We can, however, calculate its probability distri- 
bution from the probability distributions of demand and deliveries in 
the first period. Accordingly, let pu(x) be the probability that the in- 
ventory inherited from the first period will be M if x units are ordered 
in the first period. We now assume, and this assumption will be justified 
later, that we already know the optimal inventory policy for an H—1 
period horizon. That is, we know the maximum discounted profit that 
can be obtained in H—1 periods beginning with an inventory of M. 
Denote this number by f7-;(M4). Then, taking the discount factor into 
account, the total present value of profit in H periods beginning with 
an inventory of N and ordering x units is r(N, x) plus the average H—1 
period profit taken over all values of M, or: 


ful, 2) = (2) +a D Py faM). 


Let x" be the value of x that maximizes this expression. Then the 
maximum value of fa(N, x) is fa(N, x"), and this is f$(N) in the notation 
previously introduced. We thus have the recurrence formula: 


faM) = max {r(W,2) + 0D A, (fiesta 


where all the numbers inside the braces are known. Thus we can find 
the value fz (N) and the corresponding optimal order quantity, simply 
by trying all permissible values of x and noting the one that maximizes 
the value in the braces. This may be laborious but it is a practicable 
undertaking by hand for small problems and by electronic computer 
for large ones. 

The second basic idea of dynamic inventory analysis is that if we 
determine optimal inventory policies successively for planning horizons 
of 1, 2, 3, - - +, periods, the sequence of policies will converge to the 
long-run optimum. 

To see how this approach works let us return to the machine-shop 
example. For a planning horizon of one period f,(V, x) =7r(N, x). But 
in this example, the placement of an order does not affect the current 
period, i.e., 7(N, x) is a constant in x. Let us then take the optimal 


TABLE 4—fi*(N) on r(N, O) For THE MACEINE-SHOP EXAMPLE 








N AN) N EN 
0 $0 4 $0 

1 4.50 5 —3.00 
2 4.50 6 —6.00 
3 3.00 etc. 
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value of æ to be zero, whatever N. may be. Thus fi(N)=r(N, 0). Table 
4 is a table of this function computed from the previous data on costs 
and the probability distribution of demand. 

Next consider-a planning horizon of two periods, using a discount 
factor of a=.99; Applying the basic formula for the consequences of 
ordering x units when N are on hand, 


fal, 2) = 1(W, 2) + 99 2 pula)fë (M). 


For every possible value of N we now require the value of x that makes 
this expression as large as possible. The ensemble of these values of x 
will be the optimal inventory policy for the two-period case. The calcu- 
lation is protracted, so we illustrate it for a single value, N = 1. In this 
case there is a probability of .5 that the part on hand will be sold. Thus 
r(N, x) = $4.50 for all values of x and M = x with probability .5 and 
M =x +1 with probability .5. Substituting these results in the for- 
mula: . 
S fall, 2) = $4.50 + .99[4f#(2) + afte + 1). 
The values of f;(x) and f;(#+1) for all values of x can be réad on hon 
Table 4. Thus we find that f,(1, x) assumes its maximum value when 
x=1, so that 

JC) = fall, 1) = $4.50 + .99(4 $4.50 + } $4.50) = $8,955, 

The calculation for other values of N is similar. Then, having found 
an optimal inventory policy and its results for H = 2 we advance to 
H = 3, which can be analyzed using the results for H = 2 and the 
fundamental recurrence formula. After that we go on to H = 4, 5, etc. 
Table 5 summarizes the results of a number of these computations 
which, remember, are readily mechanized. The entries in this table, of 
which we computed the one for N = 1, H = 2, are the optimal size of 
order for the given initial stock and planning horizon. Note that in this 
instance the optimal policy is the same for all horizons of three months 


TABLE 5—OPrmMan INVENTORY POLICIES For A NUMBER or INITIAL INVENTORIES 
AND PLANNING HORIZONS 


(Number of parts to order with given initial stock) 


Initial Planning Horizon in Months 
Inventory 1 a 3 4 5 
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and greater. The convergence of the short-horizon optimal policies. to 
the long-run optimum is not always this fast, of course. 

As this illustration shows, dynamic inventory analysis leads straight- 
forwardly to the discovery of the optimal inventory policy for given 
data. Its major drawback, aside from its laboriousness, is that it does 
not lend itself to analysis. It just gives the answer without disclosing 
how the optimal policy. would change in response to changes in any of 
the data. If any of the data (such as prices, probability distribution of 
demand, delivery lag, etc.) should change there is nothing to do but to 
perform the whole computation over.** 


Il. Ad Hoc Models, Simulation 
1. Two More Models: Queuing and Sequencing . 


Limitations of space and time fortunately prevent me from extending 
this catalogue of methods used in operations research. There are, how- 
ever, two more important families of models that must at least be men- 
tioned: queuing theory models and combinatorial models. 

` Queuing problems occur very widely: ‘the unanswered letters in your 
desk are a queue, so are the aircraft waiting to land at a busy airport 
and the machines standing idle waiting for the repairman. In general, 
any ‘backlog of tasks waiting to be perfortned is a queue. (The tasks 
may be- ‘very simple, like admitting passengers through a bank of turn- 
stiles, or they may be ‘complicated, like treating casualties after a 
battle.) Queues are generally unpleasant to the people who are waiting 
for the service, and frequently expensive. On the other hand the provi- 
sion of additional or improved serving facilities to reduce or eliminate 
the queue is also expensive. The task of queuing theory is to determine 
the optimal quantity and characteristics of the facilities that serve a 
queue, having regard to both of these costs. It performs this task by 
studying the way in which the serving facilities influence the probabil- 
ity distribution of the length of the queue, the probability distribution 
of waiting times, etc., treating the arrivals to the queue as a given 
datum. 

Queuing problems :are closely related to inventory problems. Both 
models are concerned with accumulations (of tasks or of stocks as the 
case may be), with accretions to them and with subtractions from them. 
In inventory problems the accretions are subject to at least partial 
control, through reordering policy, but the subtractions are governed 
by a random process that is largely beyond the control of the firm or 
organization that maintains’ the inventories. In queuing problems the 
ax Exceptions to this dictum occur. when the probability distribution of demand and 


other data are 7: sufficiently tractable. A few instances are given in n Arrow, Karlin and 
Scart [4].- : 
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reverse is true: the accretions are random and beyond direct influence 
while the subtractions can be controlled through control of the serving 
facilities. Thus it is not surprising thet the analysis of queues depends 
on the same general principles and methods as the analysis of inven- 
tories though, of course, there are substantial differences in detail. 

The most interesting general conclusion yielded by queuing theory 
is the following: Consider a queue attended by a single server. Suppose 
that tasks arrive, on the average, one in every a minutes and require, 
on the average, b minutes to perform. Then in a fairly long interval, 
of length T, say, approximately T/a tasks will arrive, the server will be 
busy Tb/a minutes, and the average proportion of the time that the 
server will be busy will be b/a. This ratio, known as the utilization fac- 
tor, is the key to the behavior of the queue. If it exceeds one, and the 
system doesn’t break down, then obviously the length of the queue will 
grow towards infinity and so will the average waiting time. It is a little 
shocking to learn that this same result holds if the utilization factor 
equals unity, but this fact seems more reasonable when we recall that 
the queue is caused by the fact that the number of arrivals in any time 
interval is a random variable and the variance of this variable increases 
indefinitely as the length of the interval increases. Finally, if the utili- 
zation factor is close to unity, the average waiting time will be finite 
but large. It follows that if the queue is to be kept short, the utilization 
factor must be substantially less than unity, ie. the server must be idle 
a large proportion of the time. Thus, ostensibly idle capacity is essen- 
tial to prompt service. Old-fashioned efficiency experts will please take 
notice. 

Combinatorial or sequencing models are used most frequently to de- 
scribe production problems in which the decision to be made concerns 
the order in which certain operations are to be performed. Typical ap- 
plications are decisions as to the order in which the parts of a compli- 
cated product are to be assembled (e.g., it is obvious that you should 
put on your socks before your shoes, but less obvious whether the socks 
should precede the trousers) and, in a job-shop, the order in which jobs 
should be performed (e.g., if black and white paint are to be mixed on 
the same machine it is usually better to mix the white paint first). An- 
other group of combinatorial problems concerns the assignment of 
tasks. Thus, on a moving production line the various operations should 
be assigned to the various stations so that (a) operations are not per- 
formed in an awkward order, and (b) the operations assigned to all 
stations should require, as nearly as possible, the same length of time. 
The hallmark of a combinatorial problem is that it cannot be formu- 
lated as the choice of a value of a quantitative variable. Thus the most 
powerful tools of mathematical analysis, algebra and the calculus, do 
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not apply and problems that appear quite innocent on the surface are 
likely to prove very intractable. Nevertheless combinatorial problems 
can frequently be solved, sometimes, surprisingly, by an adaptation of 
linear programming. 


2. Ad Hoc Models 


I am fighting against giving the impression that this list of ready- 
made models, or any similar list, can include the bulk of the concep- 
tual frameworks used in operations research. On the contrary, most 
operations research work employs ad koc models, exemplified by the 
one in the soap advertising fable. In order to redress somewhat the bal- 
ance of emphasis I must therefore sketch, very cursorily, two illustra- 
tions of ad hoc approaches, both taken from the very valuable com- 
pendia, Operations Research for Management [26] [27]. 

The first illustration concerns the efficient utilization of the vehicular 
tunnels operated by the Port of New York Authority, one of the promi- 
nent users of operations research [33]. The problem was to determine 
the traffic conditions conducive to the largest feasible flow of traffic 
through the tunnels, in vehicles per hour. The volume of traffic, V, in 
vehicles per hour, is the product of traffic density, D (vehicles per 
mile), and speed, S, in miles per hour, as can be seen by noting that if 
traffic moves at S miles per hour all the vehicles within S miles of a 
given point will pass that point in an hour. Speed and density are 
closely related. It was assumed on the basis of previous empirical ob- 
servations that the relationship was linear and, indeed, traffic counts in 
the fast lane of the Lincoln Tunnel led to the regression equation S = 
42.1 — .324D with a correlation coefficient of y = .97. Multiplying both 
sides of this equation by D therefore yields V = DS = 421D — 
.324D’, Differentiating this expression with respect to D and setting the 
derivative equal to zero produces an optimal density of D = 65 vehicles 
per mile, corresponding to a speed of 21 miles an hour and a vehicular 
spacing of 81 feet. How to persuade drivers to adopt that speed and 
spacing is another problem, not dealt with in this report. A minimum 
speed of 20 miles an hour wes posted and had a discernible effect in 
increasing the flow of traffic. 

This project, of course, employed a very simple model, invoking only 
the empirical functional relationship between speed and density and the 
definitional relationship of thase two variables to volume. The bulk of 
the work in this case was observational and statistical: observing and 
analyzing traffic conditions in the different tunnels and lanes. But the 
model, primitive though it was, was at the center of the project, dictat- 
ing what was to be observed and how the results were to be used. 


* Summarized with the kind permission of the publishers, The Johns Hopkins Press. 
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My second example is inherently more tedious to describe because I 
-have selected it in’ order to illustrate the kind of elaborate technical and 
technological analysis that is a part of the work of operations research. 
I shall therefore, in the interest of brevity, do considerable violence to 
the actual facts of life. The reader who wishes a more accurate descrip- 
tion of the project is referred to the original report by Dunlap and 
Jacobs [15]. 

The project dealt with strip mining of EEP rock. This is ac- 
complished by enormous power shovels called draglines, costing over $7 
million each, with buckets of as large as 30 cubic yards capacity, and 
earth-moving capabilities of as much as 1,500 tons an hour. In opera- 
tion they excavate a linear strip of ore that can be several hundred feet 
wide by taking a certain stand, excavating the ore that can be reached 
conveniently from that stand, then backing up a distance along the 
strip, excavating again, and so on. The shape of the hole dug at each 
stand may be visualized as a piece of pie with the point cut off or as a 
segment of a doughnut. But, and now we come to the problem, both the 
geometrical shape and the dimensions of the excavation made at each 
stand are variable within very wide ranges. The problem was to ascer- 
tain the optimal shapes and dimensions to employ, depending on the 
width of the ore vein, the thickness of the ore vein, and its depth 
below the surface. More specifically, the problem was to find the mode 
of operation of the dragline that would maximize the tonnage excavated 
per hour. 

The opposing considerations, severely simplified, were as follows. On 
the one hand, a dragline is an unwieldy vehicle, to say the least. It 
moves slowly, cannot dig while it is being moved, and what is more 
to the point, the time required to prepare it for moving and to unlimber 
it after each move is considerable. Thus it is desirable to move it as 
infrequently as possible. On the other hand, as we shall soon see, the 
rate of excavation per hour is adversely affected if the area excavated 
at each stand is too large. The analysis of this second effect was the 
heart of the problem. To introduce the quantitative concepts let V 
denote the volume excavated at a single stand. Then, as you may recall 
from elementary calculus, ifithe shape of the excavation is a segment 


of a doughnut 
v= TT "o. dz- do- dr. 


In this formula z denotes the distance from the dragline cab to an ele- 
mentary volume of ore and varies from 71, the radius of the inner rim 
of the doughnut, to 7z, the radius of the outer rim. ® indicates the 
angle from the cab to the elementary volume of ore, measured from the 
center line of the strip being excavated. It varies from 4, the maximum 
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angle of swing to the right, to 9, the maximum swing to the left. 
Finally, zis the depth below ground level of the elementary volume of 
ore, varying from zı, the depth of the top of the vein, to 22, the depth 
of its bottom. Of these variables, zı, z2 and the width of the vein are 
determined by geological happenstance while 71, 72, %1, 92 are subject to 
decision within wide ranges. The problem is thus to determine optimal 
values of the last.four variables and, moreover, since it is not necessary 
to cut in doughnut shape, the entire geometric configuration of the 
excavation. This last, nonquantifiable, range of possibilities helps make 
the problem really fascinating, but we shall for simplicity continue to 
pretend that the excavation will be doughnut-shaped. 

We now introduce the censiderations that determine the time re- 
quired to excavate a volume V from a given stand. The elementary 
cycle of operation begins when a load has just been discharged at the 
dumping point on the rim of the excavation. It consists in swinging the 
bucket back to the elementary volume of ore to be excavated, filling 
the bucket, swinging back to the dumping point, and emptying the 
bucket. The time required for the filling and emptying operations does 
not depend on the location of the unit volume of ore being excavated; 
we denote it by ta. The time required for swinging to and from the 
point of excavation does depend on where the point is. We denote it 
by the function é(r, z, 8), where 8 is the angle from the dragline to 
the dumping point and all other variables have been defined. Finally, 
the number of times that the bucket must be returned to the point 
(r, z, 9) is the ratio of the elementary volume at that point, 7*dz“d0-dr 
to the bucket capacity, denoted by D. Assembling these expressions, the 
total time required to excavate volume V is: 


1 7 b la 
T = =f f f [ta + 2i(r, z, B — 6) |i- dr- d0- dz. 
D ri 9, zy 


This formula gives the time actually spent in excavating the vol- 
ume V. In addition, in order to obtain this volume the dragline must be 
moved into position, which means that it must be shut down after 
finishing at its previous stand, moved, and unlimbered. The time re- 
quired for actual moving is irrelevant since the dragline will have to 
travel the entire length of the strip no matter what the mode of op- 
eration, but the time consumed in shutting down and setting up has to 
be charged against the V cubic feet excavated at the stand. Denoting 
this time by żp, the total time required to obtain the V cubic feet at a 
stand is tp + T and the volume excavated per hour is V/(¢ + T). This 
is the figure of merit, the quantity to be maximized by proper choice of 
operating parameters. If V and T are small, the critical ratio will be 
small because of ¢p in the denominator. If V and T are large, the ratio 
is approximately V/T, and may be small because of the time con- 
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sumed in swinging the bucket back and forth over large angles. It 
appears that there is likely to be some intermediate optimum. 

Clearly this formulation of the problem, the identification of rele- 
vant variables, the rejection of minor variables, and the determination 
of how the relevant variables affected the results, was attained only 
after careful observation of the actual operation and hard, careful 
thinking. There was additional empirical labor, also. The formula, it 
will be remembered, involved the swinging-time function, ¢(7, 2, 
@ — 0), This function had to be determined statistically by observing 
a great many excavations with different cperators and working condi- 
tions. Other relationships, not mentioned in my summary, also had to 
be estimated empirically. 

Even after the formula relating cubic yards per hour to the operat- 
ing parameters had been established, substantial difficulties remained. 
As I set it up, there were 4 parameters to be decided; in the actual 
problem there were 10. Now, finding the maximum of a complicated 
function with respect to 8 or 10 decision parameters is a formidable 
undertaking. (This contrasts with the vehicular tunnel example, where 
the maximizing step was trivial.) The report does not state how the 
optimal decision parameters for different geological conditions were 
determined, other than that “it was necessary to carry out the total set 
of solutions on a high-speed computer” [15, p. 191]. 

And still, when the optimal modes of operation had been determined, 
the task was not completed. The recommendations had to be applied 
by foremen who are not skilled in substituting in mathematical equa- 
tions or even in using ten-dimensional tables. Thus the recommenda- 
tions had to be translated into a number of usable guide-charts and 
nomograms together with an extensive manual of instructions. One of 
the analysts spent three months with the operation after the conclusion 
of the study, training the personnel in the application of the results. 
All this effort seems to have been worth while since it led to an in- 
crease of some 40 per cent in output per hour. 


3. Simulation and Gaming 


This extended example may suggest the extreme mathematical, sta- 
tistical, and technical difficulties that confront the operations analyst. 
They occur whether special-purpose or general-purpose models are em- 
ployed. I have already mentioned that in the area of general systems 
analysis the equations describing the performance of an organization 
defy solution more often than not. The same is true of inventory prob- 
lems and queuing problems. Even linear programming, whose salient 


“ This kind of vagueness, enforced by the proprietary nature of many of the data, mars 
much of the literature of operations research. 
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virtue is the ease with which it lends itself to solution, is constantly 
pressing against the limitations of the most modern and powerful com- 
puting machines. 

As a result, the operations analyst, like every other research worker, 
lives nearly always near the end of his tether. He simplifies his prob- 
lems as much as he dares (sometimes more than he should dare), 
applies the most powerful analytic tools at his command and, with luck, 
just squeaks through. But what if all established methods fail, either 
because the problem cannot be forced into one of the standard types or 
because, after all acceptable simplifications, it is still so large or com- 
plicated that the equations describing it cannot be solved? When he 
finds himself in this fix, the operations analyst falls back on “simula- 
tion” or “gaming.” 

Simulation is to the operations analyst what a pilot model or experi- 
ment is to a natural scientist. If you can’t predict how a machine will 
behave the only thing to do is to try it out and see. The operations 
analyst cannot usually try out an enterprise of the characteristics he is 
considering, but he can frequently duplicate it, at least approximately, 
on paper. To see how this works, pretend that we had failed to solve 
the machine-shop inventory problem of the last section. Then we should 
have to analyze it by simulation. 

The most popular methods of simulation use high-speed computing 
machines. To simulate our inventory problem we should select a start- 
ing inventory at random, read the data of the problem into the machine 
and instruct the machine to follow some specific inventory policy. The 
machine would then look at the given starting inventory and decide in 
accordance with the assigned inventory policy whether to place an 
order for replenishment and if so how large. Then it would draw a 
random number from the range 0 to 9 inclusive. If the number were in 
the range 0-4 it would interpret this to mean that no parts were de- 
manded in the first month, if it were in the range 5-7 it would assume 
that one part was demanded, an 8 would mean that two parts were 
demanded, and a 9 would represent a demand for three parts. Whatever 
the result, the machine would satisfy the demand as far as possible, 
subtract those sales from the initial inventory, increase the inventory 
by the replenishment stocks received in response to orders placed, if 
any, print out the results of interest, and go on to perform the same 
calculations for the second month. 

All this would take about a thousandth of a second.” In this way 
the machine would generate a thousand months of synthetic experience 
with the assigned policy, equivalent to nearly a century, in a second. 


*So much celerity is, unfortunately, extremely rare, Half a minute to a minute of 
machine time (costing $5 to $10) per cycle would be more typical. 
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When a sufficient amount of experience with a given inventory policy 
had been accumulated the machine would calculate the average inven- 
tory, average number of sales per month, average number of refusals, 
average reorder and inventory carrying cost, etc. Then it would turn to 
a new inventory policy and perform the same calculations. 

In this way very large samples of synthetic experience can be ob- 
tained quickly and estimates can be obtained of all desired character- 
istics of probability distributions that are too complicated to be calcu- 
lated mathematically. Analyses by simulation can do even more than 
that. The machine can be programmed so that after it has tried a few 
inventory policies assigned by the analyst it will then review the results 
and decide which would be the most promising inventory policy to try 
next. Then it could try the policy it has selected, again review the re- 
sults, concoct a new promising policy, try it, and continue this process 
of trial and revision until it could not find any avenue that promised 
improvement within the range of inventory policies that it was per- 
mitted to explore. All this a calculating machine can do quickly, accu- 
rately, and without human intervention. What more could be desired?. 

Well, unfortunately, a great deal more. The result of. a simulation is 
always the answer to.a specific numerical problem without any insight 
into why that is the answer or how the answer would be influenced by 
a change in. any of the data. In our inventory example, a change in the 
probability distribution of demand, in the length of the delivery lag, in 
the reorder cost-or in net profit per sale would presumably. change the 
solution, but a simulation with given data gives no hint of size-or di- 
rection of changes in inventory policy resulting from such changes in 
data. Thus each variant of a problem analyzed by simulation has to 
be solved by a separate computation; and camputation is expensive. 
In practical affairs, of course, it is usually more important to know how 
to respond to changes in. conditions than how to behave optimally in 
any single set of circumstances. This is so because, first, circumstances 
do change, and second, because we never do know precisely what cir- 
cumstances are but have to base decisions on estimates and, therefore, 
have to know how. consequential errors in these estimates are. 

There is a second serious limitation, also. Above I said that a com- 
puting machine. could be programmed to search iteratively through a 
family of possible inventory policies and, through a guided process of 
trial and error, pick out the best. This is an oversimplification if the 
problem is at all complicated,.say complicated enough to warrant simu- 
lation. Most. decision problems tackled by operations research involve 
a number of interrelated variables. In the inventory example the vari- 
ables are the numbers of parts to be ordered when the inventory is at 
each of its possible levels. In transportation problems the variables are 
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the quantities to be delivered by each supply point to each consumer. 
A review of the other models we have discussed will show that typically 
they are multidimensional and that much of their difficulty stems from 
the wide variety of possible solutions to be contemplated. When ex- 
plicit methods of solution cannot be found, therefore, we find ourselves 
in an area known as “analysis of response surfaces,” about which a 
few words have to be said. 

Suppose that we are interested in maximizing profit or minimizing 
cost, or something else of the sort, where the profit or cost in question 
depends on a number of variables under our control but where the 
manner of dependence is so complicated that we cannot actually write 
it down in the form of an equation. Then we can select any set of values 
of the variables under our control and, say, by simulation, estimate the 
value of the profit corresponding to that selection. This profit, together 
with the values of the variables that gave rise to it is “a point on the 
response surface,” and, subject only to limitations of patience and ex- 
pense, we can calculate any number of such points that we please. What 
we now need is some procedure for finding the set of values of the 
decidable variables that gives rise to the highest possible profit, by 
means of a practicable number of simulations or similar computations. 
All that simulation provides is a method for finding single points on the 
response surface and the best that can be said about finding optimal 
points is that research on this problem is being prosecuted vigorously 
[9] [10]. As things stand at present no fully sotisiantory general- 
purpose method is known. 

Be that as it may, simulation comes nearer to PaT the unsolvable 
than any other device known, a fact that justifies fully its importance 
as a tool of operations research. Except in problems as trivial as our 
inventory example it is, however, a difficult tool to use well. It entails 
two main kinds of technical difficulties, those relating to the exploration 
of the response surface, which we have already discussed, and statisti- 
cal problems such as deciding how large a sample to take of each set 
of circumstances and policies. E.g., in our inventory example the sta- 
tistical problem is how many months of synthetic experience should be 
accumulated with each inventory policy examined. With a given re- 
search appropriation, more policies can be examined if each examina- 
tion employs a smaller sample, but the disadvantages of using unduly 
small samples is evident. These are formidable problems in technical 
mathematical analysis and statistics and have an important bearing on 
the cost, and precision of the analysis,.but do not have much influence 
on the result, or, at least, should not. 

A device quite similar to simulation in form but entirely different in 
objective is “gaming” or “operational. gaming.” Formally, gaming is 


606 THE AMERICAN ECONOMIC REVIEW 


simulation with human intervention. To “game” our inventory example 
we should omit the inventory policy from the machine program and 
replace it by the following routine. Each time that a new initial inven- 
tory is computed, the machine would print out the results of the pre- 
vious period’s operations, including the terminal inventory, and wait. 
Then the subject, which might be either an individual or a team, would 
decide on the basis of his best judgment how many parts to order. 
This would be read into the machine which would then compute the 
results of the period’s operations, print them out, and wait for the next 
decision. In working through an operational game of this sort, the sub- 
ject might or might not be informed of the basic data, for example the 
probability distribution of demand. If he is not informed of some of 
the relevant data he would be expected to deduce them as experience 
accumulates. 

This device will not, of course, disclose the optimal policy to be 
jollowed, but it can serve any of several other purposes. It can be used 
to investigate how close an experienced subject can come to the mathe- 
matical optimum in given circumstances and how long it takes him to 
do so. It can be used to test how changes in the circumstances and in 
the data available change the performance of subjects, and in this way 
to throw light on the practical value of additional information in the 
real life situation being simulated. Thus, in the inventory example, if 
the probability distribution of demand is not known such an experiment 
could reveal how much should be spent on market research or other 
methods for ascertaining it. 

Gaming can also be used as a psychological-experimental device for 
studying executive behavior. Thus, in one set of such experiments it 
was found that executives started by basing their decisions on rough 
rules of thumb and revised them, in the light of experience, much too 
slowly in the sense that when they changed their policies they usually 
moved them only a small fraction of the distance between the current 
policy and the optimum, and only very rarely overcorrected. Further 
it was found that this conservative bias tended to be more marked in 
proportion to the importance of random and unpredictable elements in 
the game. 

Gaming can also be used to study the optimum of some decisions 
when other decisions are too complicated or are based on considera- 
tions too vague to be formalized. In this application, various policies 
for making the decisions to be optimized are programmed into the 
machines while the unmanageable decisions are made by a team as re- 
quired. Finally, gaming can be used as a pedagogical device. 

Gaming is fun but, if a skilled team is required, very expensive. The 
expense frequently precludes sufficient replication to generate reliable . 
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probability distributions of consequences; and even where expense is 
not prohibitive, the memories, learning processes, and tendencies to 
habit formation on the part of the teams make much replication im- 
practicable. Even if the replication problem can be surmounted there . 
is a more fundamental difficulty in using gaming as a research tool. 
In any series of repetitions of a game, the teams will either base their 
decisions on some well-defined policy or, more usually, will “play it by 
ear,” using their best judgment as experience accumulates. In the 
former instance the results of the experiment will be an assessment of 
the consequences of the policy used but, as we have seen above, any 
well-defined policy can be assessed more cheaply and conveniently by 
programming a computing machine to follow that policy and conduct- 
ing a simulation experiment. In the latter instance it is hard to say 
what the results mean since no expressable or reproducible policy was 
followed. The results will reflect an amalgam of the potentialities of 
the situation, the approximations used in constructing the game, the 
abilities of the teams under somewhat unnatural conditions, and the 
vagaries of chance. If a large number of teams is used, the gaming may 
produce an evaluation of how well an “average” team will perform 
under the conditions of the geme, but still another dimension of sam- 
pling variability crops.up in this application [38]. 

As a result of these problems, the literature does not indicate that 
gaming has played a significant role in solving operations research 
problems. It seems to hold more promise as a device for executive 
training, for investigating the psychology of decision making, and for 
stimulating effective planning by confronting managers vividly with 
various contingencies they should be prepared to meet. Even in these 
last applications, however, it does not seem feasible to impose rewards 
and penalties cruel enough to approximate the pressures of real-life de- 
cision problems. 


HI. The Objective Function 


A review of the models we have considered will show that each can 
be divided into two parts: a part describing the structure of the opera- 
tion and the relationships among the variables (both controllable and 
uncontrollable), and a part that evaluates the consequences of any 
choice of variables in terms of profit, cost, or some other measure of 
desirability. We shall refer to the first part as the constraints and to 
the second as the objective function or criterion. Most operations re- 
search problems take the form of searching for the values of the de- 
cidable variables that maximize or minimize the value of the objective 
function while satisfying the constraints. 

An economist can sympathize readily with this habit of formulating 
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problems as if the purpose were to maximize this or minimize that, but he 
is also aware of the pitfalls in this approach. In the first place, it is by 
no means axiomatic that the purpose of an operation can be expressed 
as maximizing anything less vacuous than desirability all things con- 
sidered. The objectives of business enterprise are obscure. Among re- 
cent economic writers, Baumol [5] has argued that businessmen typi- 
cally seek to maximize sales volume subject to a constraint on the rate 
of profit, Lanzillotti [24] found that predominantly they seek to attain 
some target rate of profit, Simon [37] maintains that they are “satis- 
ficers” attempting to reach some aspiration-level but not trying to 
maximize anything in particular. It seems clear that short-run profit 
maximizing is neither a sensible nor a prevalent business objective but, 
beyond that, what objectives are prevalent is a matter for conjecture. 

In any specific context, then, the operations analyst has the task of 
ascertaining his client’s objectives, and this task is complicated by the 
fact that his client is not likely to be very clear on the matter himself 
nor, since the client is generally not a single person, entirely of one 
mind. An appealing way out is to ask the client what his objectives are. 
B. O. Koopman, in a thoughtful presidential address to the Operations 
Research Society of America [23], stigmatized this practice as “au- 
thorititis” and included it in his catalogue of prevalent fallacies in 
operations research. His point was that no businessman, still less a 
second vice-president in charge of planning and research, can be ex- 
pected to answer such questions with enough precision or authority to 
provide a sound basis for research. 

The question is far from academic because typically a business firm 
watches manifold consequences of its operations including rate of 
profit, value of its shares, sales volume, share of market, public image, 
reputation of product, e¢ hoc genus omne, and is not willing to increase 
its performance in any of these respects at unlimited sacrifice in the 
others. What is needed for operations research is a reasonably precise 
idea of how the varied goals trade off against each other, but in fact the 
interrelations are extremely complex. It is a frequent experience in op- 
erations research, when the job is done and the recommendations are 
presented, to have them greeted with, “Oh, but I guess we forgot to tell 
you that in this company we are very anxious to keep our reputation 
for prompt deliveries by having a separate warehouse in every major 
market area, even if some of them run at a loss.” This sends the analyst 
back to his drawing board. Even though it does endanger the analyst’s 
rapport with his client, it might not be so bad if it caused only a revi- 
sion or two in each project, but the number of controlling policies that 
amount to collateral objectives can be very large and so well understood 
within the organization that no one bothers to mention them until they , 
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are elicited by deep probing or a final report that violates them. A case 
in point is our example applying linear programming to the scheduling 
of petroleum blending operations. Our conclusion was that the refinery 
should produce either regular or premium fuel, but not both. This 
recommendation would almost certainly be unacceptable since re- 
fineries are generally committed to producing a full line of products. 
Linear programming, which tends to yield extreme (all or nothing) 
solutions, is especially likely to recommend insufficient variety of prod- 
ucts or action. 

Typically where there are manifold objectives, as there nearly 
always are, some of them are treated within the company as con- 
straints, or limits on the concentration of effort on the attainment of 
some of the others. In Baumol’s experiences, for example, the rate of 
profit, which economists traditionally regard as a primary objective, 
tended to play the role of a constraint on efforts to maximize sales 
volume. How does one tell the difference between a constraint and an 
objective? In principle, I suppose, it cannot be done. John Dewey 
taught us long ago that means and ends, constraints and objectives, 
might roughly be separated for purposes of discussion but were so 
intimately intertwined that they were fundamentally indistinguishable. 

Conceding this, a practicable distinction between constraints and ob- 
jectives might go as follows: A requirement is a constraint if (a) it 
must not be violated at any cost however high or with any probability 
however low, and (b) there is no gain or advantage in overfulfilling it. 
On the other hand, a requirement is one of the objectives of the firm if 
it can be violated, though at a cost or penalty, or if there is an advan- 
tage in overfulfilling it. Mixed cases can occur. Thus, if deliveries must 
be made within two weeks at all cost, and if there is an advantage in 
quicker deliveries, the maximum delivery time is a constraint while, 
say, the average delivery time enters into the objective function. If this 
distinction be accepted, it will be seen that only technological require- 
ments will qualify as constraints (e.g., the output of a refinery cannot 
exceed the volume of crude oil inputs); the attainment of all other 
requirements is part of the objective. In other words, every practicable 
design of an operation is subject to failure in sufficiently adverse cir- 
cumstances; one designs so as to balance the risk of failure against the 
cost of decreasing that risk. Thus the use of policy constraints, though 
‘prevalent and perhaps inevitable, must entail some loss in attainment 
of the “real” (alas, inexpressible) purposes of the enterprise. 

To get on with the discussion, suppose that it is possible to decide 
which of the consequences of an operation are constraints and which 
are objectives. The problem remains of combining the various objec- 
tives into a single objective function to be maximized. The difficulties 
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encountered here are familiar to economists for most part, but worth 
summarizing. There is, first of all, the problem of comparing conse- 
quences that occur at different times. The comparison of a number of 
courses of action whose consequences extend over time requires either 
the comparison of a number of detailed time paths, which is too diffi- 
cult for most human minds, or some discounting procedure that accords 
relative values to costs, revenues, etc. at different dates. 

The fact that the consequences of decisions are uncertain gives rise 
to a similar difficulty. The result of a decision or action is not, strictly, 
a predictable cost or income but a probability distribution of costs or 
incomes. Hence the comparison of the desirability of consequences 
presumes that we are able io compare the desirability of probability 
distributions. Still a third difficulty of the same general type arises from 
the conundrum that we have already discussed at some length, namely 
that not all of the consequences of a decision are commensurable in any 
convenient unit. A more specific example of this difficulty arises in 
inventory theory. If inventories are adequate or overadequate to meet | 
demand, the consequences take the form of sales, carrying charges, and 
the like, all of which are easily measured in dollars. But if inventories 
are inadequate to meet demand, the consequences will lie in a different 
realm: there will be disruption of production processes, loss of custo- 
mer’s good-will, and so on..Ultimately these consequences too may be 
reflected in dollars and cents, but the measurement of such indirect 
monetary effects is a research project of forbidding difficulty. In queu- 
ing problems, again, the different consequences flowing from the same 
action tend to be incommensurable. 

I have grouped together these three difficulties—time discounting, 
risk preference, and incommensurability of consequences—because they 
all have to be handled in about the same way. One conceptual approach 
is to try to construct preference maps. Fisher’s theory of interest, for 
example, applies this construction to the time discount problem. A num- 
ber of treatments of the risk problem, ior instance Shackle’s [35] and 
Markowitz’s [29] are based upon it, and its relevance to the incom- 
mensurability problem is obvious. This device, however, is little more 
than a way of formulating the issue, because preference maps are al- 
most impossible to ascertain empirically. 

Another approach is to take the position that these complicated, 
multidimensional consequerces are not the ultimate objectives served 
by the operation but are only intermediate ends to some ultimate, uni- 
dimensional goal such as maximizing the current net worth of the enter- 
prise. This approach requires that we be able to measure the influence 
of each aspect of the intermediate consequences on the ultimate goal 
and, as suggested above, this task is generally prohibitively difficult. 
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It amounts, of course, to attempting to construct the over-all utility 
measure that lies behind the preference map utilized in the first ap- 
proach, and presumes that there is such a measure. 

Still another approach is to apply a Paretan criterion as far as it goes 
and then to turn the task of further evaluation and choice back to the 
client. The analyst who follows this approach limits himself to seeking 
efficient decisions, i.e., decisions that cannot be improved in any dimen- 
sion without an offsetting sacrifice in some other, and leaves it to the 
client to decide which of all efficient decisions he prefers. Of course, 
there are other devices, too, familiar to economists since the problems 
are familiar ones, which are more effective in eliminating grossly in- 
appropriate decisions than in optimizing anything to a very fine degree. 
A typical one would be to work through the consequences of a decision, 
find that it would be optimal if the rate of time preference were, say, 
at least 15 per cent per annum, and then put it up to the client to decide 
whether his rate of time discounting is in fact that high. 

The problem of evaluating risk preferences has received more atten- 
tion lately than the other two problems because it lies at the heart of 
statistical decision theory. A number of principles for choosing among 
policies whose consequences are uncertain have been proposed, all 
plausible, none free of serious defects; but to discuss them would take 
us far afield. Illuminating surveys of thinking about decision-making 
under uncertainty can be found, for example, in Arrow [3] and Luce 
and Raiffa [25, Ch. 13]. 

Fortunately, this galaxy of unsolvable problems is less obtrusive in 
narrow operational contexts than in broad strategic ones. It is easier to 
ascertain the objectives of a department than of a firm, of a section 
than of a department, of a particular phase of the work than of a sec- 
tion. There are several reasons for this. First, the narrower the scope 
of an operation, the narrower is the range of consequences and the 
greater is the likelihood that all of them will be commensurable, usually 
in terms of dollars. Linear programming models are cases in point, 
though queuing and inventory models are contrary instances. Second, 
departmental and subdepartmental decisions frequently concern mat- 
ters that have short time horizons; often all the consequences are prac- 
tically immediate. Nearly all the models discussed above except the 
inventory models illustrate this assertion. Finally, the range of uncer- 
tainty associated with detailed operating decisions is generally smaller 
than that surrounding more comprehensive choices and, besides, the 
range of uncertainty engendered by each operating decision is small 
enough in relation to the size of the enterprise and such decisions are 
numerous enough so that they can be treated appropriately from an 
actuarial point of view. 
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For all these reasons the objectives of operations conducted at the 
middling and lower levels of an enterprise are likely to be fairly well 
defined. There is, however, one special danger that arises when an ob- 
jective function is devised for a part of an organization or a specific 
operation. This is the danger that economies and diseconomies external 
to the department in question will be neglected. When an objective 
function is adopted for, say, a department, that department and the 
operations analysts who advise it will be induced to make the choices 
that seem optimal in the light of that function. Therefore it is im- 
portant that such partial objective functions conduce to decisions that 
are consistent with the over-all goals of the enterprise. Unfortunately, 
it is just about impossible to find performance criteria that meet this 
requirement in all circumstances. A lurid example of this difficulty arose 
in wartime operations research in the air force, where the efficiency of 
bombing groups was judged in large part by the percentage of their 
bombs that fell within a thousand feet of the targets they aimed at. 
This standard encouraged bombing commanders to refrain from re- 
leasing bombs when visibility was poor. The effectiveness of the bomb- 
ing groups went down while their paper scores went up. 

The same conflict between real and paper performance occurs in 
business operations. Suppose, for example, that a manufacturing depart- 
ment is given the objective of producing its assigned output at minimum 
average cost. Then the manager being judged by this criterion has a 
strong incentive (a) to avoid overtime work even though other depart- 
ments or customers may urgently require his output, and (b) to shave 
his specifications in a way that will increase the proportion of rejects 
at a later stage of fabrication. Any simple criterion of departmental 
performance must therefore be hedged by some artificial standards or 
constraints—like the subsidiary objectives discussed above—for ex- 
ample, quality standards and regulations about permissible delays in 
delivery. The shortcomings of such standards have already been men- 
tioned. 

This is probably as good a place as any to call attention to another 
pitfall. in the selection of objective functions or performance criteria. 
This is the seductive simplicity of critical ratios like cost per unit, out- 
put per man-hour, or the one I used in the dragline example, cubic 
yards per operating hour.** Such ratios are invariably dangerous, as 
Hitch and McKean, particularly, emphasize [21]. Consider the drag- 
line case. The criterion I suggested: would discourage excavating to the 
very edge or bottom of the vein, even though it would be profitable to 
do so, since doing so would reduce the time-rate of excavation. There 

In fairness to Dunlap and his associates I must point out that a somewhat more 


sophisticated objective function was used in the actual study, though the published report 
did not define it precisely [15, p. 182]. 
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are two ‘fallacies tucked away in my criterion. First, it assumes that 
dragline time is the only scarce resource, and encourages economizing 
it.at the expense of all other resources, such as unexcavated ore. Sec- 
ond, it is a ratio and, as economists are well aware the objectives. of an 
operation are almost invariably to maximize some difference (some 
measure of benefit minus some measure of cost) rather than any ratio. 
Profit maximization is not the same thing as unit cost minimization. 

Thus there are dangers in assigning objectives to parts of an enter- 
prise, but they are far more tractable than the problems encountered 
in trying to establish objectives for an enterprise as a whole. Because 
of the relative concreteness of the purposes of parts of an enterprise, 
suboptimization is a valuable concept and applicable even when over-all 
goals must remain vague. Suboptimization will be treated briefly in the 
final section. 


IV. The Role of Operations Research 


Such i is the nature of operations research. I hope that I have made 
an adequate case for the assertion that its essence lies in a strong 
tendency to tackle administrative problems via formal models con- 
structed in the spirit of the natural sciences. We turn now, and finally, 
to the role of operations research in business and economic administra- 
tion. 

_ If an experienced operations analyst were asked to describe the prob- 
lem he would most like to meet, I suspect that he would mention four 
characteristics: first, the objective of the operation should be clearly de- 
fined, second, the operation should be describable by a reasonably 
manageable model, third, the data required for estimating the param- 
eters of the model should be readily obtainable, and fourth, current 
operating practice should leave plenty of room for improvement. These 
are the characteristics of the ideal problem, from the analyst’s point of 
view, and sometimes he encounters it, but more often he must be con- 
tent with projects that fall short of perfection in one respect or another. 
Each of these characteristics deserves a little discussion. 

.. For an operation to have a clearly defined objective it is not neces- 
sary, of course, that the businessman or other client be able to write 
down its objective function at a moment’s notice. It does require that 
the analyst be able to obtain a consensus on the purpose of the opera- 
tion, specific enough so that he can judge how conflicts in goals are to 
be resolved. With a little care to assure that the objective function does 
not conflict with higher-level goals and that the measure of cost is ap- 
propriate, the definition oz objectives should present little difficulty at 
the operating levels. More trouble is likely to occur at the executive 
levels, where decisions are likely to have widespread and incommen- 
surable ramifications. Glen Camp, in fact, warns against undertaking 


614 THE AMERICAN ECONOMIC REVIEW 


such problems: “. . . best results will be obtained if the scientist meticu- 
lously avoids the evaluation of intangibles” [11, p. 630]. The narrower 
and more specific the problem, then, the more likely it is to possess this 
characteristic. i 

The second characteristic of a promising project was that it be pos- 
sible to formulate a manageable model to describe the impact of various 
possible decisions on the objective function. Again we may cite Glen 
Camp: “The function of the operations research team is to assist the 
responsible authority of an organization by clarifying those uncer- 
tainties in the factors on which action is based, and only those, which 
can be clarified by scientific study” [11, p. 629]. Now, how is one to 
tell, in a preliminary survey of a problem, whether its essence can be 
caught in a manageable model or whether, in Camp’s words, it can be 
clarified by scientific study? 

Model building is the analyst’s primary skill and contribution, and 
he cannot expect when he approaches a problem to find that his work 
has already been done for him. Thus the question is not whether a 
model exists ready-to-hand, but whether one can be built in reasonable 
time. The answer depends basically on whether or not the problem in- 
volves kinds of relationships that have not been established by previous 
scientific study or, as I shall say, whether or not it involves gaps in 
fundamental scientific knowledge. Consider, for example, the advertis- 
ing fable that we used to characterize the operations analytic approach. 
In that fable the analyst boldly extemporized a model of the relation- 
ship of advertising expenditure to sales. It was, of course, a shot in the 
dark. No one really knows what the relationship in question is. The 
problem involved a gap in scientific knowledge. 

When he encounters such a gap, the operations analyst has a choice 
of three options: he can proceed on the basis of a bold conjecture, he 
can undertake the substantive research necessary to fill the gap, or he 
can abandon the problem as unsolvable at the current state of knowl- 
edge. Much of the analyst’s skill lies in determining which option to 
choose in given circumstances. A bold conjecture is refreshing, but an 
insubstantial foundation for an important decision, Abandoning the 
project is manifestly distasteful. Undertaking fundamental research 
entails the usual hazard that it may not be successful, plus an unwel- 
come delay in arriving at a useful recommendation. 

In practice, this third option is frequently chosen and frequently 
well advised. Much of the work of the practicing analyst is the work of 
filling gaps in substantive knowledge, just as much of the value of the 
model-building approach resides in disclosing and defining those gaps. 
There is much testimony to indicate that the most valuable results of 
operations research are by-products. Again and again businessmen have 
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stated gratefully that they learned more about their business by an- 
swering an analysi’s questions, supplying data for his model, and check- 
ing over the model with him than they did from his final report. (Is the 
analogy with psychoanalysis a coincidence?) Similarly the substantive 
research undertaken as part of an operations research project is often 
of great value, quite apart from the value of the final recommenda- 
tions.” Thus the attempt to construct a model may be worthwhile even 
in unpromising circumstances. 

But not always. Frequently the gaps in knowledge that prevent con- 
structing a reliable model are already perfectly well known to the client, 
and not of a kind to be filled by short-term research. The advertising 
fable is, very likely, a case in point. Such gaps in knowledge are fre- 
quently what induce the client to call in the operations analyst. If he 
could fill them, he could solve the problem himself, and his hope is that 
the magic of operations research will help him to reach a well-founded 
decision in spite of certain areas of ignorance. Such hopes are doomed 
to disappointment. Operations research is not a substitute for substan- 
tive knowledge, but a way of employing it, nor can the operations 
analyst be expected to complete scientific knowledge to order as re- 
quired by his clients. 

If gaps in substantive knowledge prevent the formulation of a com- 
plete model, clearly the analyst cannot hope to ascertain the optimal 
decision. He may then address himself to a more modest, but still use- 
ful goal, as pointed out by P. M. S. Blackett in one of the earliest and 
most important papers on operations research methodology [8]. He 
can seek to discover a policy that is better than the current one, though 
not necessarily best. This approach is one that economists are schooled 
in. Blackett recommended that instead of attempting to ascertain the 
objective function as a function of the various decision variables, the 
analyst undertake the much easier task of estimating its partial deriva- 
tives with respect to each decision variable (essentially the net marginal 
productivities of the decision variables) in the neighborhood of the 
currently used values of those variables. If any of those partial de- 
rivatives is substantially different from zero (i.e., if any marginal pro- 
ductivity is substantially different from the corresponding marginal 
cost) then a direction in which current policies can be improved is 
apparent. 

Just as the operations research approach is not peculiarly adapted 
to solving fresh scientific questions, so it is not well adapted to discover- 
ing fresh lines of action or technological innovations (with an excep- 
tion to be noted below). A range of possible actions or decisions is 


*For a famous and fascinating illustration see Thornthwaite, “Operations Research in 
Agriculture” [27, pp. 368-80]. 
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built into the model from the outset; the solution of the model yields 
the best solution within that range. For example, linear programming 
yields the optimal combination of the activities listed in the matrix; it 
will not disclose the existence of some still better activity not foreseen 
in advance. In short, the technique of operations research is designed 
to uncover better ways of organizing the use of given resources by 
means of given techniques; it does not extend the range of technical 
possibilities. 

This is not to say that operations analysts have not been instrumental 
in technical innovations. They are typically imaginative and resource- 
ful men, unfettered by traditions of which they are frequently unaware, 
and often do suggest courses of action that would never occur to men 
schooled in the habits of an enterprise or branch of technology. But 
the methods of operations research are of little help in the field of sub- 
stantive invention though the practitioners often do have patents to 
their credit. 

There is, however, one field of operations research that does bear 
directly on the process of technical invention, namely “requirements 
studies.” In a requirements study an operation is surveyed in order to 
determine the characteristics of desirable technical innovations. Models 
are built which incorporate as yet nonexistent hardware and the per- 
formance characteristics of the hardware are varied (on paper) in order 
to ascertain their influence on the over-all operation. Thus a set of 
specifications for new equipment can be established and the gain flowing 
from meeting those specifications can be estimated. This type of analy- 
sis has been most prevalent in establishing military requirements—the 
RAND Corporation was studying the usefulness of artificial satellites 
as early as 1946—and has also been used by commercial airlines in 
planning for new equipment. Thus studies are now in progress on the 
usefulness of supersonic passenger aircraft. 

The third characteristic of a promising operations research project 
was that an adequate fund of experience be available to permit sta- 
tistical estimation of the parameters required by the model. This re- 
quirement will be satisfied most adequately by repetitious, even routine, 
types of operation. Morse and Kimball, for example, state, “Patrol or 
search is an operation which is peculiarly amenable to operations re- 
search. The action is simple, and repeated often enough under condi- 
tions sufficiently similar to enable satisfactory data to be accumulated” 
[32, p. 38]. Nearly all our examples, indeed, have been of this sort. 
They concerned scheduling a refinery, which is done at least once a 
month, reordering inventories, similiarly periodic, and so on. In all such 
repetitive decisions, the necessary statistics are accumulated over time 
as an administrative by-product if not as part of a formal reporting sys- 
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tem. If the requisite statistics are not available, the situation is analo- 
gous to that which occurs when there is a gap in scientific knowledge, 
discussed above, except that gathering statistics is less of a gamble than 
undertaking to establish a new scientific relationship. 

If the problem being studied is nonrepetitive, even the statistical 
outlook is more doubtful since, after all, statistics require a population 
from which a sample can be drawn. The statistical characteristic also, 
therefore, is more likely to be fulfilled at the operating levels of an 
enterprise than at the highest executive levels, since operating decisions 
are much less likely than broad policy and strategy decisions to be 
sui generis. 

The final characteristic of a promising operations research study was 
that current operations admit of substantial improvement by means of 
the kinds of decisions discoverable by studying the operation of a 
model. This last characteristic, unfortunately, works somewhat in op- 
position to the first three. If an operation is repetitive, well recorded, 
intended to serve a well-defined goal, and of a kind in which the influ- 
ences of decisions on the attainment of the goal do not transcend avail- 
able technical knowledge, then it is not likely that current practice will 
fall far short of the most efficient practice attainable. And, indeed, the 
usual upshot of a linear programming analysis or a transportation prob- 
lem study is to find a plan that will reduce costs by 2 or 3 or 5 per cent. 
To be sure, in a large operation, 5 per cent is not contemptible. But 
neither is it dramatic; and in view of the approximations used in reach- 
ing such solutions and the possible errors in the statistical estimates it 
cannot even be certain that such small savings are genuine rather than 
paper results. This finding stands in unhappy contrast to the state of 
affairs during the second world war, on the basis of which Morse and 
Kimball wrote, “. . . successful application of operations research usu- 
ally results in improvements by factors of 3 or 10 or more” [32, p. 38]. 
This is as if a successful operations research project can be expected 
to treble the capacity of a factory or divide its unit costs by three. 

The contrast between the peacetime and wartime yields of operations 
research is explained by the fact that the second world war was largely 
a race of technological improvements. Efficient submarines led to the 
development of airborne search-radar; airborne search-radar induced 
the invention of snorkel-equipped submarines. Technological innova- 
tions followed each other so quickly that a new device was in the field 
before trial-and-error methods could discover efficient means for em- 
ploying its predecessor. Operations research proved to be a very effec- 
tive means for accelerating the discovery of effective ways of using 
novel equipment. In more stable circumstances, however, the situation 

» is otherwise. Blackett, also relying on wartime experience, wrote “. . . in 
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the course of repeated operations by many different participants, most 
of the possible variations of tactics will be effectively explored, so that 
any large derivatives will eventually be discovered, and given intelli- 
gent control, improved tactics will become generally adopted” [8, 
p. 33]. On the other hand, considerable room for improvement may re- 
main even under fairly stable technological conditions, as the dragline 
example showed. The explanation in that instance probably lay in the 
numerousness and the complexity of the decision variables, which pre- 
cluded efficient exploration of possibilities by unsystematic means. 

These considerations suggest that in just those kinds of business 
operation in which the first three requirements for productive opera- 
tions research are likely to be met, the requirements for the discovery 
of efficient methods by more traditional means are also likely to be 
met, and there may not be very much improvement left for the opera- 
tions analyst to discover. The major exception to this conclusion is 
problems of adapting to new circumstances or of employing novel tech- 
niques or instruments. In those cases, operations research can often 
speed up the process of adaptation. An optimal situation for operations 
research is one in which conditions are changing too rapidly for experi- 
ence to be assimilated by informal, unsystematic methods, but slowly 
enough to permit the formulation of a model applicable to both the 
recent past and relevant future, and to permit the accumulation of the 
data needed for estimating the parameters of the model. 

All in all, conditions auspicious for operations research are more 
likely to be met at the middling and lower levels of an organization 
than at the topmost ones: the clarity of objectives, the simplicity of 
relationships, and the availability of technical knowledge and statistical 
data all point in this direction. Thus the device of “suboptimization” 
recommends itself. Suboptimization is defined by Hitch and McKean, 
its principal expositors, as the “. . . process of choosing among a rela- 
tively small number of alternatives by an administrative level other 
than the highest” [21, p. 172]. More explicitly it is the organizational 
policy in which the higher echelons of an organization assign tasks to 
the lower echelons and establish performance criteria for them, and 
then leave the lower echelons free to perform the tasks in the best way 
they can as judged by the criteria established. That, after all, is how 
a market economy works. Suboptimization is a new word for decen- 
tralization, and its advantages are the familiar advantages of decentrali- 
zation. From the point of view of operations research its major ad- 
vantage is that it enables the relatively manageable problems of de- 
tailed operation to be solved separately from each other and from the 
more intractable problems that arise on the higher executive levels. 

The foregoing summarizes the circumstances in which operations 
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research is likely to be successful in the sense of disclosing significantly 
improved policies and practices. But operations research can be suc- 
cessful in other senses also. We have already noted the educative value 
of collaborating with an analyst and looking at problems from his view- 
point. We have seen that operations research often suggests and some- 
times accomplishes valuable substantive research. In many instances 
the contribution of operations research is to improve the planning 
process itself, without improving the quality of the plans. 

Consider planning petroleum refinery operations, which now is quite 
prevalently accomplished with the use of programming models. Before 
programming was introduced, monthly refinery schedules were de- 
veloped by a planning section in the refinery engineer’s department and 
required about two weeks of computation by highly trained engineer- 

‘ing personnel. After a programming system is introduced, the same 
plans are developed in three or four hours by clerical personnel and 
computing machine operators under the general supervision of an engi- 
neer, The new planning system has at least three advantages over the 
old one, even though the resultant plans are not appreciably superior 
to those developed by tedious hand calculations using the same data. 
First, it is vastly cheaper in terms of both monetary cost and drain on 
scarce, highly trained manpower. Second, because of its speed, more 
timely data can be employed. Before the mechanized planning made 
possible by operations research, the forecasts for, say, the March plan 
had to be based on data available on February 14; after mechanization 
the closing date for forecast data becomes February 26. Thus, even 
where programming does not produce superior plans given the same 
data, the speed with which it can be performed permits the use of im- 
proved data. Third, the probabilities of errors in both arithmetic and 
judgment are greatly reduced when formalized, mechanized planning 
supersedes informal, skilled-judgment methods. The programming pro- 
cedure includes a built-in guarantee that the resulting plan is optimal, 
avoiding the hankering worry that a misjudgment was made somewhere 
in a protracted computation. 

In more general terms, where plans or decisions are based on large 
masses of data and complicated interrelationships—where, for example, 
a large number of operations have to be coordinated—the model de- 
veloped by an operations research study provides a framework within 
which the data can be assembled, analyzed, and digested in a swift, 
mechanical, error-free, and inexpensive way. Such a model makes the 
planning process itself more efficient and reliable. 

Finally, consider the really tough and important problems where 
there is no objective basis for making a usefully precise evaluation of 

« the consequences of possible actions or policies. Contending with such 
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imponderables is the primary responsibility of the high executive, a 
responsibility that cannot be delegated, not even to an operations 
analyst. Nevertheless, an operations research study of such a problem 
can help the executive by organizing the data, focussing the issues, 
bringing out the implications of possible assumptions and hunches, 
delimiting the range of the inevitable uncertainty. Any detached, analy- 
tic, skeptical viewpoint can help clarify such problems, and the analyst 
has such a viewpoint to contribute. 

There is much room for folly, though, when an operations analyst 
participates in conjecturing answers to unanswerable questions. The 
executive is under a strong temptation to pass the buck to the analyst, 
and the analyst is tempted just as strongly to accept it. When there is 
no “right” decision, there is a tendency to adopt one that can be justi- 
fred—for who can be blamed for following a recommendation supported 
by an imposing dossier? And what dossier is more imposing, these days, 
than an operations research report? Thus the analyst may find that his 
simplifying assumptions, perhaps made for exploratory purposes, have 
become the basis for weighty decisions, even decisions important to the 
safety of the nation. 

It is all very well to inveigh against the executive who permits his 
judgment to be overborne by elaborate calculations that he does not 
understand. Though the executive must retain the responsibility, he 
must also accept much on faith, and when his analyst assures him that 
the recommendations are well-founded, what is he to do? The business- 
man cannot audit the technical reasoning. Though the analyst can re- 
main detached and impartial as regards the affairs of his client, he is 
as liable as any man to fall under the spell of his own handiwork. I see 
no satisfying way to resolve this difficulty. Glen Camp, as we saw, ad- 
vised analysts to abstain from such dangerous enterprises but also, as 
we remarked, the analyst can serve usefully in smoothing the way for a 
decision. The accumulation of experience in the use of operations re- 
search will probably help some, particularly by reducing the pressure 
on the analyst to produce clear-cut recommendations 

It appears, in summary, that operations research is best adapted to 
dealing with routine, semitechnical, quantifiable problems, and that it 
can also contribute in a larger realm by showing businessmen how to 
view their problems from a sophisticated scientific standpoint. It has 
developed powerful methods for solving the day-to-day problems of 
middle management and, I think, can fairly claim to be an indispensable 
tool at that level. Operations analysts aspire higher, of course.™ But 
when they will attain a special competence in dealing with larger, more 
conjectural problems is itself a very conjectural question. 


™ See for example Ellis A. Johnson [22] and Russell Ackoff [1]. 
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We noted at the outset that operations research is dominated by, 
and takes its style from, men trained in the natural sciences. There 
is, however, a large handful of practising operations analysts who were 
trained as economists and, permitting myself a parochial evaluation, 
these men have contributed to the development of the science far out 
of proportion to their numbers. The economist comes to operations re- 
search with a number of important ideas already instilled, among them 
an appreciation of the importance of substitution, a sophistication about 
the objectives of enterprises, an awareness of the importance of margi- 
nal trade-offs, and most important, a realization that physical quanti- 
ties are subsidiary to “values” in a decision process. He also inherits 
from his training a number of disabilities, including ignorance of the 
technical side of business and industry and a belief in the existence of 
production functions. On balance it appears that the older science has 
more to contribute to the younger than the other way round, as is right 
and proper. But still we can learn from our juniors, and we fail to do 
so at our own risk. 

The most important lesson operations research has to teach is how 
much we are asking of businessmen when we ask them to behave “ra- 
tionally.” Even when businessmen would dearly like to do so, it turns 
out that the most powerful tools of mathematics cannot, for example, 
help them discover a “rational” inventory policy; and that is only one 
small part of the businessman’s problem. Since the profit-maximizing 
or risk-minimizing course of action is undiscoverable, he must perforce 
rely on hunches and rules of thumb. It is by no means clear what ra- 
tional behavior consists of in such circumstances. On the other hand it 
turns out that business performance is frequently quite close to the 
rational optimum for problems of the sort that operations research is 
able to solve. 

Thus the lesson of operations research appears to be a heavy score 
against the belief that firms maximize anything, either in the short run 
or the long. Instead we must conceive of actual firms as operating ac- 
cording to certain rules of thumb that would be rational if life were 
much simpler than it is and that are not disastrous under actual circum- 
stances. It makes one tolerant of such practices as pricing by conven- 
tional mark-ups, costing with conventional overhead burdens, and in- 
vesting in accordance with tried and proven pay-off periods. These prac- 
tices are what businessmen must follow until operations research pro- 
vides them with better standards. The success of operations research 
testifies to the willingness of businessmen to abandon operation by rule- 
of-thumb when a better alternative becomes available. The best we can 
say is that businessmen would like to behave “rationally” and are eager 
to be taught how. 
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For many purposes of economic analysis the current crude image of 
the firm, as a responsive extension of the personality of a fully in- 
formed, aggressive entrepreneur, is probably adequate. But for some 
other purposes—the understanding of inventory and investment be- 
havior, for example—we must recognize the firm for what operations 
research has disclosed it to be: often fumbling, sluggish, timid, uncer- 
tain, and perplexed by unsolvable problems. Since its discriminating 
power is low it responds only to gross stimuli; since its decision proc- 
esses are uncertain the timing and vigor of its responses are unpredict- 
able. It reacts in familiar ways to the familiar and avoids the novel as 
long as it dares. We need economic theories that incorporate these in- 
gredients. They will remain valid until operations research has made 
much more progress against businessmen’s problems. 
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PATTERNS OF INDUSTRIAL GROWTH 


By Hortis B. CHENERY* 


An increase in per capita income in a country is normally accom- 
panied by a rise in the share of industrial output. The accepted expla- 
nation for this relationship is the change in the composition of demand, 
of which the decline in the share of food (Engel’s Law) is the most not- 
able feature. However, this over-all relationship does not necessarily 
apply to every individual country. Within limits, the changing compo- 
sition of domestic demand can be offset through foreign trade. A coun- 
try having a continuing comparative advantage in primary production 
may therefore reach a high level of income without an increase in the 
share of industry in total output. Because of the diversity of natural 
resources, we should not expect to find uniform patterns of growth in 
all countries. à 

Evidence from several sources suggests a closer and more pronounced 
relationship between levels of income and industrial output than would 
be predicted from the change in demand alone. Kuznets’ comparison 
of some 50 countries [13] shows a marked increase of manufacturing 
with rising per capita income, as did the earlier analyses of Bean 
[1] and Clark [2]. The fact that patterns of trade change systematic- 
ally with rising income levels is equally well established [9]. Historical 
studies also show considerable uniformity in the rise of industry as 
growth proceeds [7] [10] [15]. Finally, modern growth theory con- 
tains arguments against continued specialization in primary production, 
stemming from the uncertainty of export demand and the interdepen- 
dence among sectors of production [14] [16]. 

In searching for additional explanations of the rise of industry, it is 
natural to look for systematic changes in supply conditions as well as 

* The author is professor of economics, Stanford University. This paper is one of a 
series of comparative studies of economic growth by the Project for Quantitative Re- 
search in Economic Development at Stanford University. I have benefited by helpful 
comments from Hendrik Houthakker, Kenneth Arrow, Goran Ohlin, Arthur Goldberger, 
Carmella Moneta, and Don Patinkin. Statistical computations were made by M. Chon, 
M. Bacharach, and J. Biemans. The research is supported by the Ford Foundation. A 


preliminary version of this paper was presented at the meeting of the Econometric So- 
ciety, December 1959. 


7A strong criticism of the supposed necessity for industrialization to achieve a rising 
income is given by Viner [18, Ch. 3]. “ 
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in demand with rising income. Here two factors are of general impor- 
tance: (1) the over-all increase in capital stock per worker; (2) the 
increase in education and skills of all kinds. Since, moreover, the pro- 
portions in which labor, capital, and skills can be combined vary from 
sector to sector, the change in factor supplies causes a systematic shift 
in comparative advantage as per capita income rises. 

The purpose of this paper is to incorporate changes in both demand 
and supply conditions into a more general explanation of the growth of 
individual sectors of production, which can then be used to explain the 
observed patterns of industrial growth. Section I derives “sector growth 
functions” from a general equilibrium model which allows for changes 
in the composition of demand and in factor proportions. A simplified 
version of this model is used in Section II as a basis for regression 
analyses of production and import data for a large number of countries. 
In Section III, these results are used to establish the existence of sig- 
nificant growth patterns for all branches of industry. The relative im- 
portance of changes in demand and supply is then determined for each 
sector. The variability of growth patterns among countries is investi- 
gated in Section IV, and the importance of size, natural resources, and 
other factors is indicated. Section V takes up the policy implications of 
the analysis. 


I. Determinants of Sector Growth 


The assumptions normally used in formal growth models do not ex- 
plain differences in sector growth rates. The general equilibrium models 
of Walras, von Neumann, Leontief, Samuelson and others customarily 
omit the elements which would lead to persistent differences in growth 
rates: limited natural resources, changing factor supplies, nonhomo- 
geneous consumption functions, economies of scale, and even interna- 
tional trade. These models imply the optimality or even necessity of 
proportionate expansion of all sectors in the long run, a growth pattern 
which is only observed when per capita income does not increase.” 

To use the Walrasian model as a basis for an analysis of growth pat- 
terns, several modifications are needed. First, some allowance must be 
made for the principal factors leading to nonproportional growth rates. 
The model must next be reduced to a form in which the explanatory 
variables are measurable characteristics of national economies. Finally, 
measures of these characteristics that are available on a comparable 
basis for many countries must be sought. 

Since the Walrasian model omits both international trade and inter- 
mediate goods, it assumes domestic production to be identical with final 


? General-equilibrium models are reviewed in Dorfman, Samuelson, and Solow [6]. 
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domestic use. Adding the missing elemenis gives the following account- 
ing identity." 
(1) X: = D; + W: + E: — M; 


where: 
X;is domestic production of commodity 2, 
D; is domestic final use of #, 
Wis use of 7 by other producers, 
E; is the export of 2, 
M; is the import of 7. 


Instead of having one determinant of the level of production, we there- 
fore have four: three components of demand and one alternative source 
of supply. Although these four elements depend ultimately on some of 
the same explanatory variables, there is a different relation for each. 
The equation for the level of production will therefore be derived by 
combining the functions for the four components. 

The Walrasian model takes factor supply functions as given and 
treats production levels, commodity prices, and factor prices as endo- 
genous variables. Equilibrium values of these variables are determined 
from the simultaneous solution of equations for demand, factor use, and 
price formation. Total income is the sum of factor returns. 

For the present analysis, income per capita (Y) is taken as an ex- 
planatory variable, thus avoiding the necessity of predicting income 
levels from factor inputs. The factor supplies are classified as labor 
(L), physical capital (K), human skills ($), sector-specific natural re- 
sources (Ri), and total natural resources (R). The size of the country, 
as measured by its population (JV), is included as an exogenous vari- 
able. 

The expectation of some degree of uniformity in patterns of growth 
is based on the existence of certain similarities in supply and demand 
conditions in all countries. These may be called “universal factors,” 
which are distinguished from more variable “particular factors.” Among 
the universal factors are: (1) common technological knowledge; (2) 
similar human wants; (3) access to the same markets for imports and 
exports; (4) the accumulation of capital as the level of income in- 
crease; (5) the increase of skills, broadly defined, as income increases. 
The present analysis is based on the assumption that these elements are 
much the same for all countries. From the similarity of the first three 
universal factors it follows that differences in production costs and 
commodity prices are determined primarily by differences in factor 
prices. 


*To avoid a subsequent change in notation, all variables will be measured on a per 
capita basis, as is also done in the statistical analysis, 
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The general nature of the functions for the four determinants of sec- 
tor output is as follows: 

1. Final use of each commodity (Di) is assumed to be determined 
mainly by per capita income. Houthakker’s study [11] supports this 
assumption for household consumption, and it is consistent with the evi- 
dence for government consumption and investment although here the 
variation among countries may be larger. Following Houthakker, I 
assume a logarithmic function, since his results show fairly constant in- 
come elasticities for each commodity. The function suggested for final 
domestic use per capita is then: 

(2) log D; = log aio + an log Y 

where Y is per capita national income, %i: is the income elasticity of 
demand for commodity i, and io is a constant. In this and other equa- 
tions, the subscript O refers to the constant term; the subscript 1, to 
the income coefficient; and 2, 3 ..., to other explanatory variables. 

2. Intermediate demand for a commodity (W:) depends on output 
levels in the sectors using it, on the substitutability of other inputs for 
it, and on the extent of variation in relative prices of inputs. Here also, 
international comparisons [5] suggest that it is legitimate to ignore 
price effects in a first approximation and to make the Leontief assump- 
tion that producers’ demands depend only on their levels of output. The 
function for intermediate use is then: 


(3) Wi= Dd aX; 
j 


where the ai; are input-output coefficients. 

If there were no foreign trade, equations (1) to (3) would uniquely 
determine per capita output as a function of the level of income. Spe- 
cific resource supplies would limit the level of income achievable but 
would not affect the composition of output.* 

3. Imports and exports. If all countries had the same per capita en- 
dowments of natural resources, the five universal factors would pro- 
duce a regular change in the pattern of imports and exports as income 
increased. This will be called “Case A.” With given resources and a 
constant ratio of labor force to population, a higher per capita output 
would come about only through an increase in capital and skills (in- 
cluding organization, etc.). If these both increased proportionately with 
income, there would be a variation in the ratio of capital and skills to 
labor, but at a given income level factor proportions would be the same 
in all countries. Relative prices and the patterns of trade would thus 
change systematically with rising income. 

*But the introduction of technological alternatives and of substitution in demand would 


permit some variation in the pattern of production, even in a closed economy, unless rela- 
tive prices were the same in countries having the same income levels. 
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For exports of a given commodity (#:) I assume a similar demand 
facing all countries. An export function for Case A can be derived from 
these assumptions as follows: 


(4a) K=K(Y); S=S(Y) 
- (Sa) P; = P:(Pr, Pi, Pe) = PK, S) = PY) 
(6a) 5 = E(P:) = EY) 


where all quantities are per capita, Px, Pı, and Ps are the relative fac- 
tor prices, and P: is the commodity price. Under these assumptions, 
relative factor prices depend only on factor proportions, which in turn 
depend only on the level of income. 

The cost of producing import substitutes would also be determined 
by equation (5a). At given import prices, domestic prices determine the 
commodities which can be more economically imported. The volume of 
imports, however, also depends on the three components of demand. An 
import function for Case A may therefore be written as: 

(7a) © Mi= ui(Di + W:+ E) 

where wi = (Y, N) 

Here pi is the fraction of total supply that comes from imports. For 
imported goods, the size of the domestic market has been introduced 
as an additional determinant of the cost of local production, and hence 
of the fraction imported, since many such goods are subject to econ- 
omies of large-scale production. 

When the assumption of uniform resources in all countries is aban- 
doned (Case B), these functions become more complicated. Differences 
in the total supply of natural resources among countries imply a corre- 
sponding variation in the capital and skills required to produce a given 
per capita income. For Case B, equations (4a) must be replaced by: 
(4b) Y = $(K, S, R) 

Second, differences in sector-specific resources (Ri) as between coun- 
tries must be allowed for. Relative prices are no longer determined by 
the level of per capita income alone. The price (or cost) function (5a) 
may be restated as: 

(Sb) © Pi = Pil Pr, Pa, Pr, Pri) = PAK, S, Ri) 

Finally, differences in the supply of natural resources affect the terms 
of trade for different countries (measured by the labor and capital cost 
of earning or saving foreign exchange) and hence the extent to which it 
is economical to export or to substitute for imports in the manufactur- 
ing sectors. To reflect this fact, R, a measure of the total supply of na- 


*For example, Jack of natural resources causes Japan and Italy to import larger 
amounts of raw materials and hence to substitute domestic production for imports of 
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tural resources, should also be added to equations (6) and (7) under 
Case B: . 

(6b) E; = EK, S, R, Ri) 

(7b) M: = si(D: + W: + E) 

where Bi = g:(K, 5, R, N, Rì). 

4, Production levels are determined from total demand in the same 
way as import levels, by multiplying by the fraction produced domes- 
tically (1 — pi). For both Cases A and B this gives: 
(8) X; = (1 — m)(Di+ Wit E). 
Using equations (2), (3), and (6a) or (6b), the components of demand 
can be eliminated from equation (8) to give a function for sector 
growth containing only the exogenous variables and production levels 
in other sectors. 
For Case A, this function is: 
(9a) Xi = [1 — (Y, W)][Wi(%, - +, Xa) + DAY) + EY). 
In applying this function, it is convenient to consider output (X,) as 
composed of two parts, the “normal” output for the country’s size and 
income level, X;, and a deviation from normal, AX;. Then X;= ¥;+AX;. 
Under Case A, AX;=0 for all i, and X;= X;. 

Substituting this expression into equation (3) gives: 
(10) W; = 2 ayXs + Z Qi;jAX; = W; + AW; 

j i 


where W; is the normal value of intermediate demand for a given size of 
country. For Case A, AW;=0 since AX;=0 for all sectors. The sector 
growth function then depends only on income and size: 

(11a)  X:= [1 — u:(Y, MWY, N) + DAY) + EXY)). 


Under the less restrictive assumptions of Case B, resource differences 

cause variations in intermediate demand at a given income level, and 

the growth function becomes: 

= [1 — aK, S, R, N, R)J[W:(Y, N) + DY) + EK, S, R, Ri) 
+ AW(AX:, «+ +, AXa)) 

Il. Statistical Estimation of the Sector Growth Functions 


Although either time-series or cross-section data could be used for the 
estimation of the sector growth functions, the latter have very sub- 
stantial advantages. For any particular country, it is not possible to 
separate the effects of universal and particular factors, and technology 
and trading possibilities change very substantially over a long period. 


x 
(11b) 


manufactured goods to an abnormal extent. The opposite may be said of Ceylon and New 
Zealand. 
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Among countries, however, size and income level are practically un- 
correlated and the effects of the two can easily be separated statistically. 
Trading and technological possibilities are also much more similar at a 
given moment in time. Finally; data for international comparisons are 
more widely available. The estimation of sector growth functions in the 
present paper is therefore based on data for a number of countries, 
mainly for years between 1950 and 1956.5 

Since no satisfactory measure of resources, either specific or in the 
aggregate, is available for any substantial number of countries, I shall 
base the statistical analysis on equation (11a), in which the only ex- 
planatory variables are income and population. The effects of the other 
variables in equation (11b) will be evaluated by an analysis of the 
residual variation. 

The regression equations. There are two possible approaches to the 
use of equation (11a). Given data on the three components of demand, 
the more accurate procedure would be to estimate a separate function 
for each element and then to combine the results. However the number 
of countries for which a breakdown of demand into these three com- 
ponents can be made is relatively small. The alternative of estimating 
production and imports as single functions of income and size has the 
advantage of making possible the use of a much larger sample. It is 
therefore followed here. 

A desirable form for the regression equation is suggested by equation 
(2) for final demand, which is logarithmic. (Intermediate demand, Wi, 
is a linear combination of all the final demands.) Since preliminary tests 
also showed that the logarithmic form fitted much better than a linear 
function for most sectors, I used a linear logarithmic regression equa- 
tion in which per capita value added depends on per capita income and 
population: 

(12) log Vi = log Bio + Bu log Y + Bilog N 


where V; is per capita value added, 84; is the growth elasticity 


( = / =) . 
V: Y 
=/5 
\vV:i/ wl 


A similar function is assumed for imports: 
(13) log M: = log yio + ya log Y + ya log N. 


“In a parallel study, [4], the same theoretical framework is applied to the analysis of 
Japanese growth patterns from 1914 to 1954. 





and fie is the size elasticity 
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It will be shown below that the separate estimation of these two equa- 
tions also yields an estimate of the import ratio in equation (11a), wi, 
as a function of Y and NV. 

The two elasticities in these equations include both supply and de- 
mand effects. Since factor proportions as well as demands vary with 
rising income, (1 and Yı, are called growth elasticities rather than in- 
come elasticities. Similarly, the size elasticities, }. and Y2, represent the 
effects of larger domestic markets both on the cost of production and on 
the demand deriving from import substitution in other sectors. Bio and 
Yio are the values of V and M at Y = $100, N = 10 million, which are 
taken as units of measurement. 

The regression analyses." The sample of countries used for the analy- 
sis of manufacturing output is given in the first 38 countries of Table 1. 
These are countries for which both national income data and a postwar 
industrial census are available. I have used value added instead of total 
output as the dependent variable because the former is less affected by 
variations in product mix. The values given for the explanatory vari- 
ables apply to the year of the industrial census. Results of the regres- 
sion analyses for fifteen sectors of manufacturing are given in Table 2. 

In order to extend the analysis to nonmanufacturing production and 
to check on the results of the preceding calculations, a second sample 
containing production data from national income sources was used. 
This sample includes 13 additional countries for which it is possible to 
calculate the average breakdown of the national product by major sec- 
tors in 1950-1955. Values of the dependent variable in each regression 
analysis were obtained by applying these percentages to the United Na- 
tions estimates of average per capita income in 1952-54. The regression 
coefficients are shown in Table 3. 

For estimating the import function of equation (13), data are avail- 
able for many more countries, and a sample of 63 was used. Commodi- 
ties imported were classified according to the categories in the census 
of production in order to make possible the addition of imports and 
domestic output in each sector. An average for 1952-54, the years to 
which the national income estimates apply, was taken for all countries, 
since it seemed more important to have uniform trade conditions than 
to match the dates of the industrial censuses. The regressions are given 
in Table 4, which also includes primary products. 

T Additional statistical data and discussion of the methodology used are contained in a 


mimeographed appendix to the present paper, available from the Research Center in Eco- 
nomic Growth, Department of Economics, Stanford University. 

8 Countries whose production data could not be reconciled with the two-digit interna- 
tional classification of industries or for which comparable national income estimates are 
not available (mainly communist countries) were excluded. Prewar censuses were used for 
Italy and the United States because the postwar census does not give comparable data. 
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TABLE 1—Basic Data For SAMPLES 1 AND 2° 








Average Share of Major Sectors in GNP, 
1950-1955 




















I 
Country Year TA IB | Total] H il Iv 
ri- | Min- | Pri- | Indus-| Trans-j Serv- Source 
culture} ing | mary] try | port | ices 
B+ 
(3) (4) (5) © | (7) (8) 
1. India 1950 48.4 0.9 | 49.3 | 16.6 — ee c) 
2, Kenya 1956 49.3} 0.9 | 49.9 | 13.5 7.0 | 29.6 z i) 
3. Pakistan 1953 58.3} 0.2 | 59.0 | 11.2 | 2.8} 27.0] (ci) 
4, South Korea 1956 42.3 | 1.2 | 43.5 | 14.7] 1.9 | 39.9 | (c) 
5. Egypt 1950 38.9 2.1 | 41.0 | 19.4 5.0 | 34.6 c) 
6. Ceylon, 1951 53.4 | 0.1 | 53.5 | 13.3 7.4 | 25.8 | (c) 
7. Rhodesia & Nyasaland 1955-56 18.8 | 32.3 i 51.1 |-15.8 | — —~ | (g, j) 
8. Iraq 1954 23.9 | 26.4 50.3 | 19.3 sar —_— Cf) 
9, Peru 1954 32.7 | 11.9 | 44.6] 19.9 | — — i 
10. Honduras 1955 52.3 1.6 | 53.9 | 14.0] 5.0 | 34.6 | (c 
11, El Salvador 1951 - 52.4 0.5 | 52.9 na _ — le 
12. Turkey 1950 45.0 1.4 | 46.4 | 16.8 7.1 | 29.7 | (d) 
13. Guatemala 1946 45.5 0.4 | 45.9 | 21.2 — Crm ü, Ì 
14, Japan 1953 23.4 3.0 | 26.4 | 29.7 7.0 } 43.9 | (c3) 
15. Brazil 1950 27.6 | 0.6 | 28.2 | 23.3 | 10.8 | 37.7 | te) 
16. Mexico 1951 20.2 4.1 | 24.3 | 23.3 4.2 | 48.2 8 
17. Colombia 1953 33.0 2.6 | 41.6 | 16.8 6.4 | 35.2 e 
18. Italy r 1938 28.1 1.2 | 26.3 | 39.6 6.3 | 27.8 (9 
19, Union of South Africa 1949-50 15.4 | 12.5 | 27.9 | 25.9 | 8.2 ] 38.0 | (c, 8) 
20. Chile 1952 14.9 5.4 | 20.3 | 20.6 7.3 | 51.8 9 
21, Costa Rica 1950-51 44,3 | 0.1 | 44.4) 15.0] — _ i) 
22, Lebanon | 1955 19.7 | 0.1 | 19.8 | 16.0 4.6 | 59.6 | (¢, 3) 
23. Puerto Rico 1949 ee 
24. Ireland 1953 25 1.0 | 33.5 | 25.1 — ~~ c, h) 
25, Netherlands 1950 2.@ | 1.0 | 13.0 | 41.9 | 8.5 | 36.6 | (c, h) 
26. Argentina 1950 18.1 1.1 | 19.2 | 28.7 | — -— c i) 
27. Germany (West) 1954 9. 3.0 | 12.9 | 47.1 | 7.7 | 32.3 | (c, h) 
28. Israel 1956 12, 0.6 | 12.8 | 28.5 | 7.7 | 51.0 | (cj 
29, Finland 1955 24.7 0.2 | 24.9 | 41.1 7.2 | 26.8 | (c, J 
30. Norway : 1952 14.3 1.6 | 15.9 | 36.3 | 17.0 | 30.8 | (c 
3i. United Kingdom 1951 5.2 | 3.5 | 8.7 | 44.9] 8.4 | 38.0 | (c 
32. Denmark 1954 29.5 0.2 | 20.7 | 36.5 9.0 | 33.8 | (c 
33. Belgium 1955 3.4 4.9 | 13.3 | 45.8 | 9.0 | 31.9 | (c, j) 
34. Sweden 1952 3.0 | 2.0 | 10.0 | 48.0 7.0 | 35.0 | (b) 
35. New Zealand 1952-53 23.7 0.9 | 24.6 | 29.9 8.9 | 36.6 Ri 
36, Australia 1955-56 13.3 2.7 | 21.0 | 36.4, — _ J 
37. United States 1939 5.5 1,7 7.2 | 34.7 6.1 | 52.0 | (c 
38, Canada 1952 12.1 3.9 | 16.0 | 38.5 7.6 | 37.9 | (c; 
39, Burma 1952-54 43.9 1.4 | 45.3 | 14.2 1.7 | 38.8 | (c) 
40, Bolivia 1952~54 28.9 | 25.4 | 54.3 | 19.8 | — — | (d) 
41. Belgian Congo 1952-54 27.0 | 21.4 | 48.4 | 17.5 | 8.3 | 25.8 | (c, i) 
42, Thailand 1952-54 49.1 1.7 | 50.8 | 14.9 4.2 | 30.1 (c) 
43, Ecuador 1952-54 38.9 | 2.1 | 41.0 | 19.4 | 5.0 | 34.6 | (c) 
44, Philippines 1952-54 42.7 1.4 | 44.1 | 14.8 2.9 | 38.2 | (c, 5) 
45. Nicaragua 1952-54 40:5} OS | 41.0} — | — | — | ced 
46. Dominican Republic 1952-54 42.5 0.5 | 43.0 | 18.2 — _ iD 
47. Portugal 1952-54 2.1 0.8 | 29.9 | 36.9 4.8 | 28.4 c h) 
48. Greece 1952-54 3E.2 | 1.1 | 36.3 | 24.2 | 6.5 | 33.0 | (ch 
49. Austria 1952-54 18.3 3.0 | 18.3 | 50.1 5.1 | 26.5 | (c) 
50. Venezuela 1952-54 8.0 | 27.0 | 35.0 | 24.2 | — — | tc), 
51, France 1952-54 16.0 1.8 | 17.8 | 31.2 9.0 | 42.0 | (c, 3} 











R Sampie 1 consists of countries 1 through 38, Sample 2 includes all countries except Puerto Rico, Sectors are 
Gained Tom oe Standard Industrial Classification as Primary (0, 1) Industry (2, 3, 4, 5), Transport 
ervices (6, 8, 9). 

b Population and per capita income are given for census years only for countries 1-38 and for 1952-54 for the 
remainder. Population in millions from U.N. Statistical Yearbook. Per capita income in 1953 dollars from United 
Nations [17] and other U.N. publications; 

° Production data from U.N. Statistical Office, Tables of International Comparisons of National Accounts Items, 
1950-1955; (mimeo.) 1959. . 

Production data from U.N., Yearbook of National Accounis Statistics, 1958; 1959. 
peony data from U.N., E.C.L.A., Producto Bruto, Invz-sion Bruta y Estructura de la Production Industrial, 
‘mimeo.). 

Í Production data from U.N., Economic Development in Middle East, 1856-57; 1958. 

8 Production data from U.N., Economic Survey of Africa since 1950; 1939. 

b Production data from O.E.E.C., Industrial Statistics, 1900-1957 ; 1958, 

1 Production data from Kuznets, [13]. 

d Production data from country sources. 
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TABLE 2—REGRESSIONS OF PRODUCTION ON INCOME AND SIZE: MANUFACTURING SECTORS? 




















Pd iehaa é Size a 
ISIC No. Sector Bo efacients oeflicients Ri | Sy.yn| No. ly i 
x A SB; Bs SBa 

(20-21) Food and beverages?| 3.85 | 1.129 | .088 -0015 | .058 | .846 | .178 | 31 | (1-3-6-18-25-28-33) 
(22 Tobacco -51 | 0.928 | .234 .234> | 1156 | .344 | 1469 | 32 | (1-2-4-14-18-28) 

s Textiles ; 1.00 | 1.444 | .133 -401 -085 | .770 | .306 | 38 | None 

24) Clothing* -50 | 1.687 | .127 -065° | .083 | 1837 | .267 | 35 | (1-3-6) 

(25-26) Wood, etc. +35 | 1.765 | .146 080 | 1100 | .815 | .312 | 34 | (1-3-18-20) 

2 Paper „04 | 2.692 | .245 518 «157 | .784 | .540 | 34 | (6-10-26-28) 

28, Printing .32 | 1.703 | .126 +177 -084 | .854 | .272 | 32 | (1-20-25-26-28-33) 
29) Leather 09 | 1.642 | .164 |—.026 | .103 | 1743 | .372 | 37 D 

IER Rubber -06 | 1.998 | .234 -438 -168 | .713 | .518 | 32 1-18-20-23-24-28) 
31 Chemicals -51 | 1.655 | .129 +257 .076 846 271 | 37 15) 

32a) Petroleum products | .O1 | 2.223 | .327 | 1.040 +222 | .650 | .742 | 32 15-18-22-25-26-28) 
32b) Petroleum products’ -06 | 1.568 | .288 -670 -246 | .592 | .522 | 21 | (ame-+1-6-7-10-11 


13-20-21-23-24) 


(33) Nonmetallic minesals| .39 | 1.617 | .155 -164P | .101 | .747 | .358 | 37 | (22) 
ee Metals, etc. ~34 | 2.143 | .234 -419 -149 | .726 | .524 | 32 | (6-17-20-23-24-33) 
36-37) Machinery, etc. -09 | 2.799 | .231 315 120 | .834 | .498 | 30 | (6-9-10-17-18-20-24- 
(38) Transport equipment] .18 | 2.327 | .263 -256 -165 | .717 | .580 | 31 | (6-9-17-18-20-23-33) 
eae All sectors 8.83 | 1.620 | .089 -085° | 1057 | .900 | .205 | 38 _ 
20-39} All sectors? 11,92 | 1.441 | .069 199 -045 | .931 | .145 | 35 | (1-5-6) 





® Symbols: Bo is a constant computed for Y =$i00 and N =10 million; fı and £2 zre the regression coefficients 


and Sg, and By their standard errors; R? is the coefficient of determination (corrected for degrees of freedom); 
Sv.yw is the standard error of estimate. 


b Coefficient not significantly different from zero at 95 per cent confidence level, 


e Sample excludes India, Ceylon, and Pakistea, for which census covers only establishments having 20 or more 
employees. . 


_ d Sector (32b). Eleven zero-entry countries were treated as a separate population and omitted from the sample 
in order to allow for the existence of a large minimum size of plant. The estimate for the remaining countries is 
thereby improved. 


Growth interpretation of the cross-section results, Historically, the 
growth of a country takes place in an environment in which trading 
possibilities and technology are constantly changing. The growth func- 
tions derived from cross-section analysis, on the other hand, represent 
the adaptation of countries at different levels of income to conditions 
of technology and trade existing at one time. Ideally, they may be 
thought of as indicating the path that a typical country would follow if 
its income increased so rapidly that conditions of trade and technology 
were relatively constant. 

Over the past century, the change in the share of major sectors in the 
national product of the presently advanced countries has been quite 
similar to the pattern derived from cross-section analysis.’ Detailed 
comparisons of production trends in individual sectors have not yet 
been made for many countries, but a preliminary analysis of growth 
patterns in the United States and in six Latin American countries*® 
showed considerable similarity to the cross-section results given here. 
Pending further analysis of production series, it seems justifiable to 


” Kuznets concludes that “the direct evidence on long-term trends in the industrial struc- 
ture of national product is thus remarkably consistent with that provided by the associa- 
tion of international differences in industrial structure and in level of per capita income” 
{13, p. 17]. 


Undertaken by the present author in collaboration with the Economic Commission 
for Latin America. 


634 THE AMERICAN ECONOMIC REVIEW 


TABLE 3—REGRESSION OF PRODUCTION ON INCOME AND Size: MAyor SECTORS? 

















(1950-55) 
Sector Bo By Ss, Be Sp, | R? | Sy.yn| No. 
I. Primary production | 46.49 | .494 | .043 | —.090 | .032 | .751 | .122 | 48 
a. Agriculture 38.98 | .474 | .062 | —.082> | .045 | .574 | .173 | 48 
b. Mining 1.79 | .935 | .227 .129 | .166 | .244 | .635 | 48 
IL. Industry 16.95 | 1.362 | .039 -046% | .029 | .963 | .109 | 48 
a. Manufacturing® 11.92 | 1.441 | .069 .199 | .045 | .935 | .145 | 35 
(factory only) 
b. Construction 4.06 | 1.152 | .074 | —.055> | .051 | .882 | .180 | 34 
II. Transportation and 4.64 | 1.288 | .066 | —.048> | .053 | .918 | .161 | 36 
communications 
IV. Other services 32.70 | 1.066 | .038 .014 | .030 | .958 | .093 | 36 








a Based on average percentage breakdown of national income in 1950-55 from Table I 
applied to average per capita national income in 1952-54, So is a constant computed for 
Y=$100 and N=10 million. 6, and ĝz are the regression coefficients and Sg, and Sp, are their 
Standard errors; Ris the coefficient of determination (corrected for degrees of freedom); Sy.rx 
is the standard error of estimate. 

> Coefficients not significantly different from zero at 95 per cent confidence level. 

° Manufacturing from census data (Table 2). 


TABLE 4—REGRESSION OF Imports ON INCOME AND IZE 



























1952-1954. 
i Income Size $ 
ISIC No. Sector Coefficients Coefficients Re Sayn | No 
ve % Sy Sy 
0 iculture 1.17 1.396 2138 -091 -650 432 60 
t inerals 
11, 13 Crude petroleum, gas 
and coal -07 2.363 .402 259 420 1.081 46 
12, 19 Mining 17 1.563 177 117 668 -450 39 
2,3 Manufactured goods 
20-21-22 Food, beverage, and 
tobacco 1.36 1.003 _. 093 2552 443 60 
23 Textiles 2.05 555 -, 078 :547 377 62 
24 Clothing 18 «866 _. 126 -543 524 45 
25-26 Wood and furniture -24 1.320 _. 095 -677 393 44 
27 Paper 43 1.118 —. 043 +862 203 56 
28 Printing .03 1.444 -. 139 506 476 29 
20 Leather -15 1.143 udi 084 -689 361 49 
30 Rubber -24 -578 g 079 584 348 53 
31 Chemicals 1.18 -956 —, 051 808 242 57 
32 Petroleum products -88 1.007 _. 093 576 432 55 
33 Nonmetallic minerals +28 853 -. 075 649 337 58 
34-35 Metals .96 1.192 -ma 064 754 300 53 
36-37 Machinery 2.28 964 —. 071 667 336 55 
38 Transport equipment | 1.48 .790 = 214 -107 313 54 
All imports 20.40 -987 —.281 045 808 217 62 











® The sample includes 14 countries of income less than $100, 15 between $100 and $200, 16 between $200 and 
$400, 11 between $400 and $800, and 7 over $300. 

Import data for 1952~1954 from U.N. Yearbook of International Trade Statistics, 

Symbols: yo is a constant computed for ¥ =$100 and N=10 milion; vy and y, are the regression coefficients and 
Sy, and Sy, are their standard errors; F: is the coefficient of determination; Sar. YN is the standard error of estimate, 

b Coefficients not significantly different from zero at 95 per cent confidence level. 


CHENERY: PATTERNS OF INDUSTRIAL GROWTH 635 


interpret the cross-section results as normal growth functions, although 
experience with cross-section analysis in other fields of economics sug- 
gests caution in making use of this hypothesis. 


Ill. The Process of Industrialization 


Industrialization involves a number of changes in the economic struc- 
ture, including: (1) a rise in the relative importance of manufacturing 
industry; (2) a change in the composition of industrial output; and (3) 
changes in production techniques and sources of supply for individual 
commodities. The first two will be measured from the regression anal- 
yses. I shall then try to determine the relative importance of changes in 
demand and supply in causing the growth of each industrial sector. 

The rising share of industry. The preceding analyses give two sepa- 
rate measures of the rise of industry: (a) the increase in manufactur- 
ing alone, determined from census data (Table 2); (b) the increase of 
“industry” (manufacturing, construction, electric power, handicraft), 
derived from national income estimates.** The growth elasticity of 
manufacturing (1.44) is higher than that for all industry (1.36), of 
which it comprises some 75 per cent. The coefficient of determination 
(R’) is high for both regressions: .931 for manufacturing alone and 
.963 for all industry.” 

The changing shares of the major sectors in the national income are 
shown in Figure 1, which I interpret as the contemporary pattern of 
growth. The principal feature of this pattern is the rise in the share of 
industrial output from 17 per cent (12 per cent for manufacturing 
alone) at an income level of $100 to 38 per cent (33 per cent for manu- 
facturing alone) at a level of $1000. The share of transportation and 
communication also doubles over this range, while primary production 
declines from 45 per cent to 15 per cent. The regression analysis con- 
firms Kuznets’ conclusion [13] that the share of services (other than 
transport) in national product does not vary significantly with the level 
of per capita income, since the regression coefficient for income is not 
significantly different from one at a 95 per cent confidence level. 

™ Censuses of manufacturing normally cover establishments of more than four persons 


and omit handicraft and other very small-scale manufactures. For low-income countries, 
the latter component is quite important in a few sectors. 


“Tf the share of industry is taken as the dependent variable, the regression equation 
becomes: 
Vin 
F = BoY Or NP: 


The estimates of the parameters are unchanged in this form, but R? is reduced from .96 
to .64 because the variance of the dependent variable is lower. The growth elasticity for 
the share of industry (Bı — 1) is thus .36 with a standard error of .04. 
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Figure 2 shows the extent to which individual countries deviate from 
the normal relation between income level and industrial output (coun- 
tries are numbered as in Table I). The standard error of estimate is 
equivalent to 28 per cent of output. The extremes are indicated ap- 
proximately by the two dashed lines corresponding to outputs 50 per 
cent above and below normal. In a steadily growing economy, indus- 
trial output will increase by this amount over a twenty-year period if 
per capita income grows at 1.5 per cent a year. In these terms, there is 


100 š 1,000 
i 
t 
l 
I 








I 
1 
l 
t 
Vit. industry 
IV. Other services 
ol ila. Manufacturing 
l 
l 
I 
I 
i 
l 
| 
1 
l 
i 
f 


I. Primary 
production 
Hi. Transportation 


- Hb. Construction 


_ 
eer ia 
- 
~— 


“oe 
„m 
-m 
— 


‘PER CENT OF NATIONAL PRODUCT 
© 
~ 
\ 





2 





50 100 200 560 1000 
PER CAPITA INCOME (DOLLARS) 


Ficure 1. Tse SHARE or Mayor SECTORS IN NATIONAL Propuct 
(Logarithmic Scale. Population 10 million.) 


no country in which industrial development is either advanced or re- 
tarded by much more than twenty years. 

Figure 2 also shows that the linear logarithmic regression equation 
fits quite well for the range of incomes from $100 to $1000 to which I 
shall restrict my analysis. The fit would be somewhat better if size dif- 
ferences were allowed for. As suggested in the appendix, the regression 
would also fit the highest-income country, the United States, quite well 
if purchasing power exchange rates were used, since its actual exchange 
rate is substantially overvalued in terms of European purchasing 
power. Although no sector of the economy can have a growth elasticity 
greater than unity over an indefinite income range, the linear logarith- 
mic function gives an adequate description of industrial growth over 
the range so far experienced in the world. 


CHENERY: PATTERNS OF INDUSTRIAL GROWTH 637 


The pattern of industrial growth. The change in the composition of 
industrial output is just as marked as the change in the pattern of out- 
put as a whole. In Table 5, the regression equations from Table 2 have 
been used to determine normal output levels for three groups of in- 
dustries, classified according to the nature of the demand for their 
products as: (A) investment and related products, (B) intermediate 
goods, and (C) consumer goods. As will be shown in the next section, 


V Normal 
1 é 


VALUE ADDED IN INDUSTRY (DOLLARS) 





50 100 200 500 1,000 2,000 
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FIGURE 2. INDUSTRIAL Output AND INCOME LEVEL 
(Logarithmic Scale) 


there is considerable overlapping in these categories due to aggregation. 
Apart from metals and nonmetallic minerals, which go predominantly 
into investment goods, I have kept intermediate goods as a separate 
category because their growth characteristics are somewhat different 
from either of the other two groups. The opposite procedure is fol- 
lowed by Hoffman [10], who divides group B fairly arbitrarily between 
the other two and omits several mixed sectors. 

The difference in growth elasticities between investment goods and 
consumer goods is almost as great as the diference between agriculture 
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TABLE 5—INCREASE OF MANUFACTURING OUTPUT WITH INCOME® 











Growth | Size 
ISIC Industry Elastic- | Elastic- Normal Output at: Ratio 
No. Sector ity ity | 600/100 
s Bı Bz $100 $300 $600 
Group A. Investment and Related Products 
36-37 Machinery 2.80 .32 08 1.84 12.82 | 151.4 
38 Transport equipment | 2.33 26 .18 2.28 11.44 64.6 
34-35 Metals 2.14 42 34 3.62 15.97 46.6 
33 Nonmetallic minerals 1.62 16 39 2.30 7.05 18.1 
Subtotal 2.16 .99 10.04 47.28 47.8 
Per cent 12.0% | 23.6% | 34.5% 
Group B. Other Intermediate Goods 
27 Paper 2.69 52 04 16 4.94 | 124.1 
32a Petroleum products 2.22 1.04 .01 .13 .59 53.7 
30 Rubber 2.00 44 .06 53 2.13 35.5 
31 Chemicals 1.66 26 SÍ 3.16 9.95 19.4 
23 Textiles 1.44 .40 1.00 4.90 13.31 13.3 
Subtotal 1.50 1.62 9.48 30.92 14.3 
Per cent 19.7% | 22.3% | 22.6% 


Group C. Consumer Goods 








25-26 Wood products 1.77 08 35 2.46 8.36 23.6 
28 Printing 1.7 .18 .32 2.06 6.71 21.1 
24 Clothing 1.69 .07 .50 3.21 10.31 20.5 
29 Leather products 1.64 | —.03 09 53 1.65 18.9 
20-21 Food, beverages 1.13 00 3.85 13.29 29.07 7.6 
22 Tobacco 93 23 .51 1.42 2.70 5.3 

Subtotal | 1.31 5.62 22.97 58.80 10.5 

Per cent 68.3% | 54.0% | 42.9% 

Total A-C : 8.23 42.49 | 137.00 15.6 
20-39 All manufacturing 1.44 .20 11.92 57.99 | 157.40 13.2 











a For a population of 10 million. Calculated from regression equations in Table 2. 


and industry. At an income level of $100, 68 per cent of manufactur- 
ing consists of consumer goods and only 12 per cent of investment 
goods.** At income level $600, the share of group A has increased to 
35 per cent of all manufacturing, while group C has fallen to 43 per 
cent. Group B maintains a fairly constant share of the total. (The in- 
terval from $100 to $600 will be used throughout to illustrate the ef- 
fects of industrialization.) 

The regression of value added on income and population also gives 


“The errors due to aggregation between groups B and C are approximately offsetting 
(see Table 6). 
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a reasonably good fit for almost all sectors. The coefficient of determi- 
nation, R?, is below .70 in only two cases, tobacco and petroleum prod- 
ucts, and its median value is .78. A similar result was found for the 
import regressions, where the median R? is .68. Except for the three 
sectors (food, clothing, printing) in which imports are a very small 
fraction of total supply, equation (11a) therefore gives almost as good 
an explanation of imports as of production. The import results are the 
more striking because a simple regression on either income or size shows 
a very low correlation. The scale variable explains about a quarter of 
the variation in production levels, but about half that in imports. 

These results confirm the existence of a fairly uniform pattern of 
change in production and imports of industrial products as income 
rises. They also suggest that equation (11a) provides a useful first ap- 
proximation for the study of the causes of sector growth. Among the 
variables in equation (11b) that are omitted from (11a), the effect of 
sector-specific resources is most noticeable. Resource variation proba- 
bly accounts for the lower correlation coefficients in mining, agricul- 
ture, and petroleum products. The importance of other omitted factors 
will be investigated in Section IV. 

The causes of industrialigation. The present analysis sheds some light 
on the factors causing the industrial sectors to grow more rapidly than 
the rest of the economy. It is possible to distinguish three causes of in- 
dustrial growth: (1) the substitution of domestic production for im- 
ports; (2) growth in final use of industrial products; (3) growth in 
intermediate demand stemming from (1) and (2). Only the first of 
these factors can be measured directly from the regression results. Ad- 
ditional information from a smaller sample of countries will be used to 
give an indication of the further breakdown between final and inter- 
mediate demand. 

The phenomenon to be explained is taken to be the positive deviation 
from proportional growth for each industry. My procedure will be to 
calculate the deviation from proportional growth in each sector and 
then to use the sector growth function to explain the source of this de- 
viation. 

For the income range from $100 to $600, proportional growth con- 
sists of a six-fold increase in each element of demand, production and 
imports. From equation (11a), we can write: 

(14) X? = AX? = MI — 2 )(W°+ D? -+ E’) 

where the superscript 0 indicates the initial income level, p applies to 
proportional growth, and ) is the increase in income (Y!1/¥°=6). From 
this definition, the following expression can be derived for the deviation 
of the actual production level from proportionality: 

(15) 6X = (X! — X”) = (1 — u) (W + ôD + 8E) + (u? — p)! 
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Here the symbol 6 refers in each case to the deviation from proportional 
growth; X‘ and Z! are the values of production and total supply at the 
upper income level. 

To apply this expression, we first need to measure the normal values 
of X and Z from the regression analysis. X° and X* are derived from 
the value added given in Table 5, using the average ratio of value added 
to total output (vi) for each income level: 


, V; 
(16) X; = — 
Vi 
Z° and Z' are taken as the sum of production and imports (with con- 
stant population) : 


Ze = x? + MM? 
(17) 
Ae X! + M! = (= zyx NF: + MA“, 
gi 


On the basis of equation (15), the three causes of nonproportional 
growth can be stated as: . 


(1) Import substitution: (p° — p) Z*. 
This expression measures the difference between the growth in output 
with no change in the import ratio and tke actual growth. 

(2) Nonproportional increases in final demands: 

(1 — YD + ôE) = (1 — uD! — D? + E! — Er) 

where, from (2) D! = DA“ 

(3) Nonproportional increases in intermediate demand: 

(1 — u) W 

Data for calculating these three components are given in Tables 5 and 
6.” 


The calculation may be illustrated as follows for Sector 23, textiles: 











: Initial [Proportional| Actual Deviat} Breakdown 
Element Value Growth Growth evano of 6X 
Production (X) 2.09 12.54 32.34 19.80 | 19.80 
Imports (42) 2.05 12.30 5.54 —6.76 13.22 
Import ratio (x) 495 495 .146 349 
Total supply (Z) 4.14 24.84 37.88 13.04 
Final Demand (D+) 1.90 11.43 16.31 4.88 2.46 
Intermediate Demand (W) 2.24 13.41 21.57 8.16 4.12 





* The calculation is as follows: 
1, Import substitution is measured from the vaiues of X° and M° in Table 6 by means 
of equations (16) and (17), using the normal value-added ratios in columns (1) and (2). 


CHENERY: PATTERNS OF INDUSTRIAL GROWTH 641 


The difference between the actual production at income level $600 
(32.34) and the six-fold expansion of the initial production level 
(12.54) is shown as the deviation from proportionality (19.80). The 
breakdown of this total deviation into its component causes is: 


(1) Import substitution 349 (37.88) =13.22 (67 per cent) 
(2) Growth in final demand: 505 (4.88)= 2.46 (12 per cent) 
(3) Growth in intermediate demand: .505 (8.16)= 4.12 (21 per cent) 


Similar results for all sectors are shown in Table 7. These are summed 
to give an estimate of the relative importance of the three factors for 
all sectors of industry. 

This analysis shows that the effect of income growth on final demand 
accounts directly for only 22 per cent of industrialization. To this 
should be added the intermediate demand deriving from the growth in 
final demand, which increases the pure demand effects to 32 per cent of 
the total deviation from proportionality. 

The increased share of domestic production in total supply, defined 
here as import substitution, is more important than the pure demand 
effects, since it accounts for 50 per cent of industrialization. This total 
may be subdivided into three components, using a breakdown of the 
last term in equation (15): 


(1) (2) (3) 
(15a) (p? — w)Zt = (u? — u) Zr + (u? — w) (D + 8E) + (u? — uY (OW) 
(111) (43) (37) (31) 


The first term represents pure import substitution, that which would 
have taken place if there were only proportionate growth in demand. 
The other two elements result from the deviation from proportionality 
in final and intermediate demands. I have classed them as supply ef- 
fects, however, because without a change in comparative costs and 
hence in import proportions they would be zero. 

There remains a residual of 18 per cent in group (3), attributable to 
changes in prices and errors of estimation, which cannot be analyzed 
without further information. There is probably some net substitution 
of manufactured goods for other goods and services—e.g., for handi- 


2. Initial final demands (D° -+ E°) are calculated in column (6) of Table 6 by apply- 
ing the average proportion of final to total demand in Japan and Italy (which are near 
the middle of the income range) to the total supply given in column (5). Fina] demand 
at the upper income level is determined from equation (12), using the income elasticities 
of column (13). Since manufactured exports are quite small in this income range, the 
same growth elasticity is applied to foreign and domestic demand. 

3. Intermediate use is measured as the difference between total supply and final demand. 
Changes in this residual element include the effects of substitution on final as well as 
intermediate use and of errors of estimation. 
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craft products and personal services—which is not reflected in the in- 
come elasticities derived from budget studies. There is also some sub- 
stitution of manufactures—e.g., fuels and fertilizer—for labor inputs 
in production. 

The breakdown by product categories throws further light on the op- 
eration of supply and demand factors. In groups A and B, imports pro- 
vide 64 per cent of the total supply of commodities at an income level 
of $100. In all sectors except nonmetallic minerals, economies of scale 


TABLE 7—THE CAUSES OF INDUSTRIALIZATION? 






































Deviations Effects of: 
2 
nter- 
BIC Sector Imporż| Final Inter- a) (2) Per mediate 
a Ratio | Demand | medizte Import Per | Final Cent Demand ¢ 
wm |aD+ak Demand Substi- Cent | Demand ©&2 and ent 
ow tution Substi- 
tution 
Group A. Investment and Related Products 
36-37 Machinery -60 20.5 2.6 22.7 94 1.2 5 2 1 
38 Transport 
equipment -65 17.6 4,4 21.2 86 2.8 Mi 7 3 
34-35 Metals -40 4.4 30.5 17.9 55 1.8 6 12.8 39 
33 Nonmetallic 
minerals 35 6.2 1.7 2.5 31 4.5 54 1.2 15 
Subtotal 48.7 39.2 64.3 72 10.3 11 14.9 17 
Group B. Other Intermediate Goods 
27 Paper .65 11.0 2.2 10.6 85 1.7 13 3 2 
32 Petroleum 13 —.4 1.2 8 98 0 0 (.02) 2 
30 Rubber .50 2.0 8 2.6 73 7 19 3 8 
31 Chemicals -29 1.8 20.3 9.6 50 —.9 5 10.4 55 
23 Textiles .35 4.9 8.2 13.3 67 2.5 12 4.1 21 
Subtotal 19.3 32.7 36.9 66 4.0 7 15.1 27 
Group C. Consumer Goods 
25~26 Wood products 13 10.7 6.3 3.0 19 8.0 51 4.7 30 
24 Clothing «il 3.0 16.6 2.9 15 2.6 13 14.3 72 
28 Printing .02 .8 7.0 2 2 8 11 6.6 87 
29 Leather 14 7 2.6 &% 29 5 16 1.7 56 
20-22 Food, beverage, 
tobacco .02 23.9 4.2 2.6 9 21.7 77 3.8 14 
Subtotal 39.1 36.7 9.6 13 33.6 45 31.1 42 
Total 107.1 108.6 110.8 50 47.9 22 61.1 28 








Induced by final demand 10% 
Residual 18% 





b Soure Tatless and g 7 PT eroun. 
relative to the size of the market are substantial, as indicated by the 
scale elasticity; this is doubtless one of the main reasons for the high 
proportion of imports. In these two groups, the substitution of domestic 
production for imports is the cause of the high growth rate, accounting 
for 70 per cent of the total deviation. For consumer goods, on the other 
hand, the scale coefficient is not significantly different from zero in any 
sector and import substitution is a minor factor. The income elasticities 
derivable from budget studies, however, explain only about half of the 
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observed growth of consumer industries. In wood products, clothing, 
and leather goods, a shift from handicraft to factory production is 
probably equally important. This change in relative costs is analogous 
to the change in comparative advantege that is the main source of 
growth in the other two groups. 

The growth elasticity of total supply (or total demand) varies rela- 
tively much less than the growth elasticity of production. For all in- 
dustrial sectors, the average growth elasticity of supply is 1.40. Only 
three (food, petroleum and textiles) are less than this, and only two 
(paper and metals) are above 1.75. Among the three groups, the range is 
from 1.64 for investment goods to 1.29 for consumer goods. Intermediate 
demand in general grows more rapidly than final demand because im- 
port substitution requires increased production of intermediate goods; 
this accounts for the difference between 1.50 for the former and 1.36 for 
the latter.*® 

These results contradict the usual assumption that changes in the 
composition of demand are the main cause of industrial growth. If a 
country has an increase in income with no change in comparative ad- 
vantage, the analysis suggests that only about a third of the normal 
amount of industrialization will take place. Changes in supply condi- 
tions, resulting from a change in relative factor costs as income rises, 
cause a substitution of domestic production for imports and, to a lesser 
extent, of factory goods for handicraft goods and services. These sup- 
ply changes are more important in explaining the growth of industry 
than are the changes in demand. 


IV. Variation in Growth Patterns 


The differences in income level alone explain 70 per cent of the vari- 
ance in the levels of total industrial output among countries and some- 
thing over 50 per cent for the average sector of industry. I shall now 
examine the factors responsible for the remaining variation. 

The most satisfactory method of determining the effect of other vari- 
ables is to include them in the regression analysis. This requires an 
adequate measure, direct or indirect, of the theoretically relevant vari- 
able. Only for market size, for which population provides a satisfactory 
indicator, has this been possible, although several indirect measures of 
resource endowments were tested. A serious obstacle to the analysis of 
the remaining variation in industrial output is the existence of several 
sources of bias in the data.** The effects of other elements—factor pro- 


* An allowance has been made for substitution phenomena in group C. 
* The main sources of bias are discussed in the appendix. 
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portions, income distribution, and national policies—will therefore be 
indicated in less precise ways. 

Effects of market size. Recent theoretical discussions [12, 14, 16] 
have given considerable emphasis to market size as a determinant of in- 
dustrial growth. An important by-product of the present study is a 
quantitative measure of the net scale effect for each sector of industry. 

Market size is increased by a rise in either income level or popula- 
tion.” For final products, total demand is given by equation (2): 
DN = aY%N, The demand increases proportionately with population 
but generally more than proportionately with income, since % is greater 
than 1 for most manufactured goods. If income level is held constant, 
however, population may be taken as an indicator of the net effect of 
market size. 

When there are economies of scale in production, an increase in mar- 
ket size lowers costs and thus permits the substitution of domestic 
products for imports. An increase in size also affects output indirectly 
by increasing the intermediate demand from other industries which 
experience a substitution of domestic production for imports, This dual 
effect of size is indicated in the sector growth function, equation (11). 
The net relation between per capita output and population that has 
been estimated above therefore reflects economies of scale throughout 
the economy, both in the sector itself and in its customers. Only when 
intermediate demand is negligible can the result be inputed entirely to 
import substitution in the sector in question. 

The quantitative effect of size on industrial output is shown in Table 
8, which has been computed from the regression equations with the in- 
come level held constant at $300. The table includes only the indus- 
tries for which the scale coefficient is significant at a 95 per cent con- 
fidence level, but the coefficients are also positive in all but one of the 
remaining six sectors. Industries having significant scale effects pro- 
duce about 40 per cent of manufacturing output at an income level of 
$300 and 57 per cent at $600. 

Although the elasticity of output with respect to size is only .20 for 
manufacturing as a whole, the relevant range of variation is substantial. 
An increase in population from 2 to 50 million causes manufacturing 
output per capita to nearly double and the sectors having significant 
economies of scale to more than triple. Beyond some point, market size 


“The use of national population as a measure of the market area must be qualified by 
the geographical location and trade policy of the country. In Western Europe, both geog- 
raphy and trade liberalization favor an expansion of industrial markets beyond national 
borders. This is much less true in Latin America, Asia, or Africa, where protection of new 
industry is the predominant policy’and transport facilities are much less developed, The 
quantitative significance of these factors will be considered below. 
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should have less effect, but at the income level of $300 chosen here, 
economies of scale are probably significant up to a population of 100 
million or more in most of these industries (a market equal to about 
10 million people at U. S. income levels). In Latin America, where 
markets for manufactured goods do correspond quite closely to national 
boundaries, Brazil may be expected to have twice as much industrial 
output per capita as the countries of Central America because of scale 
factors alone. The actual differences are even greater, since the large 
countries of Latin America have predominantly positive residuals from 


TABLE 8—NoRMAL INCREASE OF MANUFACTURING OUTPUT WITH SIZE oF CounTRY® 


ices 








Size Normal] Output at Population of: } Ratio 








a Sector Elasticity Column 

f (B2) 2 mil, 10 mil. | 50mil. | (4) to (2) 
(1) (2) (3) (4) (5) 

23 Textiles -401 1.95 4.90 9.36 4.80 . 
27 Paper i .518 .33 .76 1.76 5.33 
28 Printing 177 1.37 2.06 2.73 1.99 
30 Rubber -438 20 53 1.08 5.40 
31 Chemicals .257 1.79 3.16 4.88 2.73 
32/b Petroleum products .670 .07 .34 1.01 13.73 
34-35 Metals .419 1.37 3.62 7.05 5.15 
36-37 Machinery 315 1.11 1.84 3.06 2.76 
38 Transport equipment |  .256 1.27 2.28 3.47 2.73 
Subtotal 9.46 19.49 34.40 3.64 
20-39 All Manufacturing» .199 42.05 57.99 79.92 1.90 





® For all sectors where £z is significant. Income level held constant at $300. 
b Predicted from the aggregate regression equation which omits countries 1, 3, 6. 


the regression equations while the Central American countries have pre- 
dominantly negative residuals (see Table 9 on p. 648). 

Effects of income distribution. On thecretical grounds, we should ex- 
pect variations from the normal income distribution to affect the levels 
of demand and production for commodities having income elasticities 
substantially different from unity. The eifects of abnormally unequal 
income distributions are notable in countries such as South Africa, 
Kenya, and Peru, in which predominantly European communities have 
much higher per capita incomes than the larger native communities. An 
indication of the importance of this phenomenon is given by applying 
equation (12) to each community separately and adding the results. 


* There are too few very large countries in the sample to demonstrate this fact statisti- 
cally. 


` 
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Assuming two communities, the following formula shows the ratio of 
true normal output, V, to that calculated from the average income level: 


V Vu\et Vp\'t 
(18) . 7v. = (=) + m(—) 


where 
V. is the output calculated from the average income level, 
wa is the fraction of population in community A, 
wz is the fraction of population in community B, 
Y, is the per capita income in community A, 
Ys is the per capita income in community B, 
Y is the average per capita income for the whole country. 


For commodities having unit or zero income elasticity, income distribu- 
tion will therefore have no effect. 

To illustrate this result, assume an average income of $125, income 
levels of $300 and $50 for A and B, and 30 per cent of the population 
in A, which may not be far from the situation in Peru. From equation 
(18), the ratio of true to calculated values is 1.84 for a sector having a 
growth elasticity of 2.0 and 1.30 for an elasticity of 1.5.*° 

Although I have not been able to estimate the income-distribution 
effect in quantitative terms, it is probable that it explains the positive 
deviations in many sectors of manufacturing shown in Table 9 for 
Rhodesia-Nyasaland, South Africa, Kenya, Brazil, and Peru. 

Factor proportions. Although natural resources are now given less 
importance as determinants of the rate of growth than they once were, 
their effect on the pattern of growth is undeniable. A common expecta- 
tion [12, p. 351] is that countries lacking resources will turn to manu- 
facturing at an earlier stage in their development in order to make up 
for their lack of primary products for export and domestic use. When 
they are successful, the result is to substitute capital and skills for 
natural resource inputs. 

A quantitative analysis of this process is beset by many difficulties. 
Attempts to improve the regression analyses by introducing additional 
variables representing resource endowments have so far met with only 
limited success because of tae inadequacy of the available measures. 
Since no single measure of resource endowments has proved satisfac- 
tory, a more promising approach is to compare countries which on 
several criteria can be classed as having relatively low or relatively 
high resource inputs for their income levels. This procedure has been 


Jn this case, a better prediction of output comes from taking the high-income com- 
munity alone if the growth elasticity is above 1.4. 


TABLE 9—DEVIATIONS FROM PREDICTED OUTPUT AND IMPORTS? 




















(Logarithms) 
Output of Major Ou Manufac- 
tput of Per Per 
Country and Region” Sectors Manufacturing Cent Tees tured Cent 
Primary |, Industry Total (+) (—) | Positive l oy (=) Positive 
7 (1) @ 8 © ® (5) (7) (3) ©) | ao 
Africa 
2. Kenya -152 11 3 79 a251 
2. Kenya and Uganda — .093 —.008 : 002 13 0 100 
41, Belgian Congo — 053 -068 326 lie 0 100 
7. Rhodesia & Nyasa- 
land 025 — .023 567 iL 3 79 408 1 9 100 
5. Egypt 016 015 —.154 4 il 27 .052 12 2 86 
19. Unionof South Africa 030 006 -241 12 3 80 .246 9 2 82 
Average of region 015 012 202 66 -214 94 
Asia 
39, Burma —.138 019 -029 6 2 75 
1, India «055 —.001 —.467 0 9 0 —.143 6 2 75 
3. Pakistan .106 —.265 —.431 3 7 20 — 223 2 8 20 
4, S, Korea ~.077 —.021 A 3 E 13° 1 93 — .001 
42, Thailand .015 —.035 .038 
6. Ceylon 074 —.117 —.303 3 7 20 200 6 4 60 
8, Iraq „118 —.010 —.064 °8 7 $3 9 6 60 
vy Philippines «096 —.138 — .O47 10 2 83 
4, Japan —.020 100 -333 12 2 86 -048 4 10 29 
if Turkey 194 —.136 —.062 8 7 §3 —.201 8 6 57 
22, Lebanon — 239 —.135 —.168 4 9 41 074 4 8 33 
Malaya 402 14 0 100 
28, Israel —.290 019 —.013 8 2 £0 048 3 10 23 
Average of region — 009 —.052 —.107 47 019 56 
Latin America 
40. Bolivia —.109 185 069 2 1 67 
Haiti —.200 1 1 50 
46, Dominican Republic 012 —.014 P A —.065 4 8 33 
13, Guatemala 054 .047 —.100 4 it 27 —.255 1 10 91 
10. Honduras -079 —.110 —.063 5 8 38 —.126 4 10 29 
45, Nicaragua —.097 3 8 27 
11. El Salvador .075 S5 10 33 —.160 5 8 38 
9, Peru 018 043 097 11 2 & 055 7 2 78 
15. Brazil 033 —.027 193 12 1 $2 — .031 8 6 57 
16, Mexico —. 068 — 006 010 11 .4 73 —.104 7 7 50 
Paraguay —.354 
17. Colombia 160 —.152 .119 10 2 &3 ~—.059 8 6 57 
43. Ecuador — .007 -016 —.256 0 6 0 
Jamaica -030 0 i 0 
20, Chile —.096 —.108 —.015 6 3 67 —.205 .2 8 20 
.. Panama —.029 6 7 46 
uba .109 7 4 64 
21, Costa Rica «118 —.171 —-.076 5 10 33 —.202 4 10 29 
Uruguay “ — .095 2 9 22 
26, Argentina — 025 — .023 108 11 1 $2 —.186 
23, Puerto Rico —.062 4 8 33 
50, Venezuela 223 —.09) 087 6 3 67 
Average of region 030 —.032 -026 €0 —.099 43 
Euro, 
48. Greece 056 -035 —.090 9 5 64 
47, Portugal — 048 234 —.031 7 7 50 
18, Italy ~062 -160 0176. 7 #1 E8 -052 8 6 57 
49, Austria —.132 -272 -006 7 7 50 
24, Ireland 120 —.027 004 7 5 58 2145 12 2 86 
27, Germany —.137 «156 228 13 2 &7 .059 9 5 64 
51, France 07 —.079 —.049 5 9 36 
25, Netherlands ~.193 176 027 9 3 75 352 12 0 100 
30, Norway —.068 -038 -046 10 5 67 -123 9°65 64 
29, Finland 112 104 .031 12 3 &0 —.052 3 6 33 
32. Denmark -059 +038 —.09 7 8 47 .080 10 4 71 
Iceland . —.066 5 9 36 
3i. United Kingdom —.213 «068 132 8 7 53 -138 10 4 71 
33. Belgium —.090 -106 —.295 1 9 10 202 i4 0 100 
34, Sweden -186 -105 —.023 7 8 47 -032 10 4 71 
Switzerland 6 5 55 
Average of region —.042 -099 .022 61 -056 63 
Other 
35. New Zealand 167 —.084 —.170 5 10 33 .006 6 6 50 
36. Australia 157 —.019 —.038 4 it 27 — 015 10 4 71 
38. Canada 116 — 056 —.042 4 1l 27 .098 8 6 57 
37. United States —.059 —.204 —.147 0 15 0 —.421 2 12 14 
Average of region .095 —.091 —.099 22 — .083 48 





8 Sources: Cols. () and (2): Deviations computed from Table 3. 


ees ® to (6): 
Cols. 8) to (10): Petons i of 


Deviations in 


all manufacturing from Table 2. 


Distribuion of joate and negative deviations from Table 2. 


eviations in 


> Countries are given in ascending order of 
country indicates its place in Table L 


al l inporta from Table 4, 
deviations in imports of manufactured goods from Table 4. 


per capita income within each region. The number preceding each 
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followed in another study of this body of data [3]. One result was to 
identify a characteristic pattern of import substitution. The high-re- 
source countries (such as New Zealand, Denmark, and Costa Rica) 
tend to have relatively low domestic production of machinery, transport 
equipment, chemicals, textiles, and metals, and to compensate by high 
imports of these commodities, financed by high primary exports. The 
low-resource countries (such as Japan, Italy, Germany, and the United 
Kingdom) do the opposite; they offset low exports and high imports 
of primary products by high domestic production of these same groups 
of manufactured goods. Machinery is the sector most sensitive to re- 
source endowment; a large proportion of it can be supplied more eco- 
nomically by imports when a country has a comparative advantage in 
primary production and exports. For this sector at least, the inclusion 
of a measure of trade in primary products in the regression equation 
does give a significant improvement in the results. 

Regional differences. The residuals from the regression equations can 
be used to test the effects of a variety of other factors, such as climate, 
government policy, or cultural elements, on the levels of production and 
imports. A simple procedure is to classify countries according to the 
given characteristic and then to determine whether the variance among 
the means of the groups is significantly greater than would be expected 
from the variance within the groups. The present analysis takes up the 
effect of a regional grouping which reflects variation in several of these 
factors. 

Deviations from the predicted values in all three sets of regressions 
are summarized in Table 9 for five regions. These are geographical 
groupings except for the classification of the United States and Canada 
with Australia and New Zealand. The variance ratio (F-test) was com- 
puted for the deviations in primary production, industrial production, 
and total imports by region. It shows that for primary output the re- 
gional difference is not significant, for industrial production it is sig- 
nificant at a 95 per cent confidence level, and for imports it is probably 
significant also.” The following reasons for these regional effects may 
be suggested. 

Industrial output in Europe has an average positive deviation of .10 
in logarithms, equivalent to 25 per cent above the predicted values. 
Asia and the four “other” countries (New Zealand, Australia, Canada, 
and the United States) have average negative deviations equivalent to 
13 per cent and 23 per cent respectively. For the two high-income 
groups the difference is probably attributable mainly to the difference 

*The chi-square test for deviations in imports is significant at a 99 per cent level 


(grouping Asia with Africa and “Other” with Europe), but an F-test of the deviation in 
regional means is only significant at 80 per cent. 
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in per capita resource endowments and to the earlier start of industrial 
growth in Europe. The negative deviations in industry in Asia are con- 
centrated in a few sectors, since almost half of the sector observations 
have positive deviations. Colonial policies and cultural factors may be 
suggested as possible explanations of the small lag in industrial develop- 
ment in Asia, but it may merely be that the normal relationship is not 
a linear one. The normality of industrial output in the African coun- 
tries contradicts the latter hypothesis, however. 

In imports, Europe and Africa have positive deviations averaging 14 
and 64 per cent respectively, while Latin American countries have an 
average negative deviation of 25 per cent. Protectionism in Latin 
America and relatively free trade in Europe and Africa provide a par- 
tial explanation, but the relatively high level of primary exports from 
Africa (and correspondingly high imports) also reflect its rich resource 
endowment relative to a low income level. (Latin America would have 
been much closer to this pattern thirty vears ago.) Among Asian coun- 
tries, the effects of colonial development of primary exports are only 
apparent in the high import levels of Ceylon and Malaya, and the re- 
gional average is close to normal. There is no normative implication of 
this result, however, since the regressions only indicate the prevailing 
conditions. 

Although the regional breakdown does indicate the effect of some set 
of factors other than size and income on levels of industrial production 
and imports, the deviations are not sufficiently pronounced to reject the 
basic assumptions of similar wants and production possibilities on 
which the study is based. The regional associations do suggest that an 
attempt to identify other systematic influences on production and trade 
may be fruitful. 


V. Implications for Resource Allocation 


The association between industrialization and rising income tells us 
very little about the factors causing the rise in income itself. What the 
analysis does indicate is the pattern of resource allocation that nor- 
mally accompanies a rise in income. Growth is likely to be accelerated 
by anticipating desirable changes in resource use and retarded by in- 
stitutional arrangements or government policies that inhibit such 
changes. 

Some of the specific conclusions which affect resource allocation poli- 
cies are the following: 

1. When allowance is made for variations in size of country, there is 
a well-defined growth pattern for individual sectors of the economy. 
Deviations from this normal pattern are smallest for services, agricul- 
ture and most manufactured consumer goods. 
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2. The greatest variation in output levels is in industries producing 
machinery, transport equipment, and intermediate goods, where econo- 
mies of scale are most important. Differences in factor endowments are 
reflected mainly in the variation in proportions of imports and domestic 
production in these sectors. 

3. Where a country deviates considerably from the normal output 
pattern, there is some evidence that lagging sectors of industry are 
likely to grow more rapidly than normal and tend to approach the nor- 
mal pattern. A tendency of lagging sectors to approach normal levels 
was found in a preliminary study of six Latin American countries and 
also in Japan [4] and Israel. 

4. Although additional evidence is needed to prove the importance of 
economies of scale, the association of output with market size in a ma- 
jority of sectors strongly suggests their significance. For all but the 
largest underdeveloped countries, the introduction of regional markets 
would substantially increase the expected level of industrial production. 

5. The explanation of industrialization in the twentieth century that 
emerges from this study is rather different from the nineteenth-cen- 
tury pattern. In Rostow’s terminology, leading sectors are likely to be 
industries in which import substitution becomes profitable as markets 
expand and capital and skills are acquired. Even in Japan, the most 
successful of the low-income countries in increasing industrial exports, 
import substitution accounted for nearly 40 per cent of the rise of in- 
dustry (from 23 per cent of GNP to 33 per cent between 1914 and 
1954) as compared to less than 10 per cent for exports.” 

6. Development policies are usually guided as much by analogy to 
other countries as by an explicit analysis of the factors peculiar to a 
given situation. While the present analysis has focused on the similari- 
ties in the pattern of growth, it has also revealed the substantial varia- 
tion that exists and the need to separate particular from universal fac- 
tors. An analysis of the part played by comparative advantage and 
other particular factors in a given country must therefore be added to 
a knowledge of general growth patterns to arrive at the best allocation 
of resources. 


APPENDIX: SOURCES oF Bras IN ESTIMATION 


Biases in the statistical estimates arise from systematic errors of measure- 
ment, from conceptual differences between the statistical measures available 


This result was derived in [4], which uses an analytical framework similar to the 
present study. In this case, it was possible to calculate the effects of substitution and 
technological change as a separate element, since the input-output coefficients at the end 
of the period were known. The low proportion attributable to changes in demand (16 
per cent) is due to the fact that per capita income somewhat less than doubled in this 
period. 
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and those desired, and from the estimating procedures used. The following 
sources of bias may be significant: 

1. The only verifiable error of measurement is the variation in coverage of 
the industrial censuses. In India, Pakistan and Ceylon the difference is most 
pronounced, since establishments employing less than 20 workers are omitted, 
whereas most of the other censuses include those above four or even less. 
These three countries have been omitted in two sectors where small plants are 
important. In the low-income countries, there is also some evidence of a lower 
coverage of the establishments that are nominally included. The apparent non- 
linearity of the production-income relations below $100 per capita may result 
from this fact. 

2. National income serves here as an indicator of both market size and rel- 
ative factor costs. In neither case is a conversion at the official exchange rate 
appropriate; it is used only for lack of a feasible alternative. A conversion 
using purchasing power for consumer goods would give a better indication of 
market size. Gilbert and Kravis [8] give such rates for four European coun- 
tries and the United States, and they have also been estimated for a few other 
countries. 

The following formula gives the corrected ratio of observed to calculated 
values in manufacturing (Vn°/Vin°), allowing for the exchange rate applied 
to all income (P,) and for the exchange rate applied to manufactured goods 
(Pm): 

T o 


Vn 
(19) log (= 





") = [log Va — log Val + [log Pm — 6b: log Py] 


m 


Taking the average of the four European countries in [8] as unity, the value 
of P, for the U. S. is about .7 and for Japan [19] is about 1.33. The average 
wholesale prices of all manufactures are almost equal in Japan and the U. S. 
at the official exchange rate [19]. The price of manufactured goods must be 
close to unity in both countries, since their export trade is mainly in manu- 
factured goods. On this assumpticn, the correction for the exchange rate would 
be of the following order of magnitude: 























log Vm — Va| Pm P, log Pn |— 1.44 log P, 
U.S. —.147 1.0 7 0 223 +.086 
Japan + .333 1.0 1.33 0 —.178 +.155 





Although comparable corrections have not been made for other countries, it is 
probable that they would be considerably less than those indicated for Japan 
and the United States in most cases. This calculation suggests that the lower 
share of manufacturing in total cutput in the United States may be the result 
of differences in relative prices of manufactured goods and services, resulting 
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from differences in the growth of productivity, rather than from factors on the 
demand side. 

3. Differences in value-added ratios, resulting from protection, monopoly or 
technological differences, are a -hird probable source of bias. Their effect is 
also included in equation (19). Although there does not seem to be a sys- 
tematic relation between value-added ratios and income level in most sectors, 
there is some evidence that prices of manufactures are higher in the less de- 
veloped countries. To the extent that there is a negative correlation between 
prices and income level, the growth elasticities will be understated. 

4. Although the coefficients were estimated for each sector independently 
of the others, the total of the predicted values of output from Table 3 is close 
to total national income. The tctal is about 1 per cent high at an income of 
$100 and 2 per cent high at an income of $1000 and population of 10 million, 
but for other population sizes the difference may be larger. 
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CREDIT CONTROLS AND FINANCIAL INTERMEDIARIES 


By Davip A, ALHADEFF* 


Two important views with regard to credit controls have been ex- 
pressed in recent discussions of monetary policy. One view holds that 
` existing controls of commercial banks are inadequate and recommends 
that new control techniques be investigated [11, pp. 588-606]; the 
other points to structural changes in the economy which have under- 
mined the effectiveness of traditional credit controls and recommends 
that bank-type controls be considered for nonbank financial interme- 
diaries [7, pp. 536-38] [13, p. 879] [3, pp. 81-82] [2, p. 223]. Both 
agree that monetary policy is insufficiently effective; both lead to policy 
recommendations for additional controls. It is the purpose of this paper 
to examine (with special reference to credit restriction) some of the 
proposals for additional bank controls and for extending bank-type 
controls over nonbank financial intermediaries. 


I. Federal Reserve Control and Liquidity 


At present, the only control over banks is the authority of the Fed- 
eral Reserve to set reserve requirements for member banks. This au- 
thority is not in fact nearly so critical for control of commercial banks 
as is generally assumed. Legal reserve requirements are not the only 
and not even the most important means by which the central bank can 
influence commercial bank policy. Banks would hold liquidity reserves 
even without legal compulsion; and the Federal Reserve can have a 
powerful impact on the banking system without recourse to its author- 
ity over reserve requirements and even without direct dealings with 
banks. In the absence of legal reserve requirements, the Federal Re- 
serve could tighten credit by open-market operations even if it were to 
refrain from making sales of securities to commercial banks. Open- 
market operations to mop up excess liquidity of the public could affect 
the banks because the latter are the repository for an important part 
of the public’s liquidity. However, bank deposits are not the only source 
of funds for security purchases by the public. People could pay for the 
securities by liquidating near-liquid assets which are held in the form 
of the indirect debt of some other financial institutions. Although the 


*The author is professor of business administration at the University of California, 
Berkeley. 
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public may tap nonbank sources of funds to buy the securities, the 
banks could not avoid the impact of the open-market operations. This 
is because assets from other sources must be converted into money be- 
fore being used to pay for securities. 

The main problem for credit policy is that all the instruments of 
credit policy together do not ensure sufficient control of bank liquidity.* 
The major way in which the banks can offset the pressure on their re- 
serves is by tapping idle funds and thereby increasing velocity. To en- 
hance the effectiveness of credit policy, additional controls have been 
considered: on bank assets, on bank lending, and on bank holdings of 
securities. 

The proposal to control the volume of bank credit by basing reserves 
on bank assets rather than on bank deposits is not substantially differ- 
ent in effect from the present system of basing reserves on deposits. 
Moreover, it would not touch the problem of bank-induced increases in 
velocity; for banks would still be in a position to offset pressure on their 
reserves by tapping idle funds. The effectiveness of asset reserve plans 
which are designed to induce banks to keep their most liquid assets by 
providing for differential reserves against different types of assets would 
depend on the comparative profitability of different portfolio combina- 
tions. During a period of economic expansion, such plans might delay 
but would not be likely to prevent velocity-increasing portfolio shifts 
in banks. 

The proposals to control bank lending may also be inadequate. Al- 
though most bank-induced increases in velocity are brought about by an 
expansion of bank loans based on security liquidations, bank lending 
per se is not at the heart of the control problem. If bank lending were 
controlled by law, bankers might increase their purchases of new se- 
curities. They might also develop loan substitutes which use new credit 
forms. For example, they might develop a kind of private-placement 
mechanism as a substitute for large business loans. Under such circum- 
stances, central bank control of bank lending might not be enough to 
control bank-induced increases in velocity. Moreover, the activation of 
idle funds could take place, despite rigid control of loan volume and in 
the absence of suitable loan substitutes, if banks were to develop facili- 
ties for increasing the marketability of loans. Loan marketability (or 
shiftability) exists when the present holder of a loan can transfer it to 
another holder. At present, a bank can increase velocity when it acti- 

1A study of clearing house banks in New York City revealed very wide fluctuations in 
liquidity ratios when liquid assets were defined as excess reserve balances at Federal Re- 
serve Banks, one-year or shorter-term government securities, call loans to brokers and 
dealers, bankers acceptances, and commercial papar, Between 1947 and 1952, these ratios 


ranged from less than 20 per cent to more than 45 per cent of adjusted demand deposits 
[8, pp. 42-44]. ` 
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vates idle funds by selling government securities to nonbank investors 
and uses the funds to make loans to customers. If there existed a mar- 
ket for loans similar to the market for securities, bankers could sell 
their loans rather than their securities. A degree of marketability for 
loans already exists for government-guaranteed mortgages because 
there is a secondary market for those mortgages. 

€The proposal for a variable secondary reserve composed of govern- 
ment securities of any maturities also might not assure adequate con- 
trol for a variety of reasons. First, banks could shift from one to 
another maturity of U. S. government security. This shift among dif- 
ferent government securities could be just as inflationary as a shift from 
securities to loans. Second, the authority to vary secondary reserves 
would no doubt be granted within fixed limits and, in a particular situ- 
ation, these limits might not be adequate. Third, the plan could not 
prevent the unstabilizing consequences from liquidation of the uncon- 
trolled part of the security portfolio. Fourth, a variable secondary re- 
serve would not affect the bank’s ability to tap idle funds by selling 
existing loans to nonbank holders in order to make new loans or to buy 
new securities and thereby to increase velocity. Finally, the authority 
of the Federal Reserve to impose a variable secondary reserve would 
probably cover member banks only. This could undermine the effective- 
ness of the plan not alone because of its limited coverage but also be- 
cause the Federal Reserve authorities might be inhibited from exercis- 
ing their powers fully lest member banks leave the Reserve system.) 

The common weakness which is shared by the foregoing proposals, 
and which would limit their effectiveness, is the fact that they do not 
fundamentally impair the excessive liquidity of the banking system. As 
an alternative to more controls, it may be more efficient to strike at the 
sources of bank liquidity by altering the environment in which banks 
operate, i.e., by a structural change instead of by additional controls 
on the_existing structure. In principle, both loans and securities are 
potential sources of liquidity for banks. At present, however, the su- 
perior shiftability of securities makes them more important than loans 
as a source of bank liquidity. The largest component in the security 
portfolios of commercial banks consists of the securities of the federal 
government. Bank holdings of government securities for short-term - 
liquidity reserves are not troublesome for credit policy. The potentially 
troublesome government securities are those purchased with funds 
which are temporarily surplus on the customer loan market and which 
are held for income purposes pending a revival of loan demand. As a 
rough approximation, let us assume that the former category consists of 
Treasury bills and certificates while the latter category consists of 
longer-term securities. This division could be the basis of a possible 
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structural change in lieu of additional controls. For example, instead of 
a variable secondary reserve requirement, the same purpose might more 
effectively be served by requiring that, with the exception of short-term 
liquidity reserves, all other bank-eligible government securities be non- 
marketable.” This would preserve for banks most of the advantages of 
government security holdings while preventing their potentially un- 
stabilizing effects. The volume of reserves could still be altered by 
open-market operations and the potential money supply could thereby 
be kept under control. In addition, bank-induced increases in velocity 
would be significantly reduced. 

An important source of bank liquidity at the present time, govern- 
ment security liquidation, would be precluded except at the discretion 
of the monetary authority operating through the discount window. This 
structural change would be more effective than imposition of a variable 
secondary reserve requirement because it would be the equivalent of a 
100 per cent secondary reserve of government securities held (other 
than those constituting short-term liquidity reserves), effective for non- 
member as well as member banks of the Federal Reserve, without the 
disturbing effects-on the banks of arbitrary changes in the percentage 
of required secondary reserves, without the possibility of banks tapping 
idle funds and activating them in the interests of some new government 
issue, and fully effective without compulsion on banks to buy and hold 
government securities. 

It should be stressed that this structural change could not stabilize 
the velocity of money. Banks could still tap idle funds by liquidating 
corporate or municipal securities and, to a very small extent, by liqui- 
dating loans. In addition, the public could tap idle deposits by new pri- 
mary security issues.” However, this change could substantially reduce 
the degree of uncertainty which exists for the monetary authority about 
the impact of credit policy upon the liquidity position of banks. The 
main disadvantage for individual banks would be the greater inflexibil- 
ity in portfolio management. 


II. Reserve Requirements and Nonmonetary Intermediaries 


[This section examines the proposals to extend bank-type controls 
over nonbank financial intermediaries. A reserve requirement could be 


The absence of legal compulsion to hold these securities would help to raise their 
yields above the levels that might prevail in a completely captive market and perhaps 
above rates ‘on marketables depending on the availability of suitable alternative outlets 
for surplus funds. The present volume of government securities in bank portfolios sug- 
gests that suitable alternative outlets for funds could not readily be discovered. For maxi- 
mum effectiveness, the supply of Treasury bills would also have to be limited. 

* This amount of slack may even be desirable. Lawrence Ritter has argued that: “Within 
limits, monetary policy can make a positive contribution toward . . . [controlled expan- 
sion], in part because of—rather than in spite of—fluctuations in velocity” [9, p. 1291. 
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most readily imposed on the intermediaries whose liabilities are nearest 
to money, the financial intermediaries in the savings deposit industry. 
The most important ones are commercial banks—with respect to time 
deposits—(TD), savings and loan associations (SLA), and mutual sav- 
ings banks (MSB). Although the savings deposit industry operates de 
facto on a fractional reserve basis, only commercial bank time deposits 
are subject to legal reserve requirements imposed by the Federal Re- 
serve. In analyzing the effects of extending the authority of the central 
bank to set reserve requirements, it will be assumed that any legal re- 
serves which might be required for the deposit intermediaries would be 
held as deposits in commercial banks. 

Direct effect of legal reserves on savings deposits. The deposit inter- 
mediaries,* like the commercial banks, can raise the velocity of money 
(defined as demand deposits and currency). In order to be effective, 
therefore, credit policy which is aimed at the reserves of the deposit in- 
termediaries must ultimately influence their velocity-affecting activities. 
However, it is possible for credit policy to affect velocity without af- 
fecting the volume of intermediary deposits. Thus, if intermediary re- 
serve requirements were raised, velocity would be affected but the vol- 
ume of intermediary deposits would be unchanged.° It is also possible 
for an intermediary to change the amount of credit it grants (i.e., to 
increase the turnover of its credit) without making any change in the 
volume of its outstanding credit. For example, the volume of outstand- 
ing credit of a deposit intermediary would not be affected though the 
velocity of money would be increased, if the intermediary were to tap 
idle demand deposits by selling a loan to a nonbank holder and using . 
the proceeds to lend to a new borrower. In a similar way, by a sufficient 
increase in the turnover of its loans, it would also be possible for a de- 
posit intermediary to raise velocity while the volume of its outstanding 
credit actually fell. In view of these possibilities, in the discussion which 
- follows, the actual variation in the volume of credit corresponding to 
different assumptions about changes in reserves may only approximate 
the variations in credit-granting activities. 

*In this paper, hereafter, “deposit intermediaries” or “intermediaries” refers to SLA 


and MSB but does not include TD. 


ë Donald Shelby found only a small effect on liquid assets of the public (defined as the 
public’s holdings of demand and time deposits and the shares of savings and loan associa- 
tions and mutual savings banks) from assumed wide variations of reserve requirements 
on intermediary deposits. He concluded that “. . . if there has been any serious erosion of 
the powers of the Federal Reserve, it cannot be attributed to its inability to control di- 
rectly the reserve ratios of intermediaries” [10, p. 539]. It should be noted, however, that 
variations in intermediary credit outstanding, and therefore also in velocity, as a result of 
variations in assumed reserve requirements for intermediaries are consistent with no 
changes whatever in liquid assets (as defined above). Moreover, as shown in the text, 
velocity can also vary without any change occurring in the outstanding volume of credit 
of the intermediaries, 
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A given increase in reserve requirements (assuming no excess re- 
serves) would force asset liquidation of earning assets in both banks 
and deposit intermediaries. Higher reserve requirements on time de- 
posits would not lead to an automatic reduction in time deposits but 
(ceteris paribus) it would lead to a reduction in demand deposits and 
to a corresponding reduction in bank credit. Thus, asset liquidation by 
banks restores reserve levels by reducing the volume of both assets and 
liabilities by a multiple of any increment which is impounded in legal 
reserves. Higher reserve requirements on other savings deposits (MSB 
and SLA) would not directly reduce the volume of those deposits as 
long as the public’s propensity to hold those deposits remained un- 
changed. In deposit intermediaries, asset liquidation restores reserve 
levels by altering the composition of assets and by leaving the liability 
structure unchanged. Hence, the volume of outstanding credit in those 
institutions would decline, but only by an amount equal to the dollar 
increase in reserve requirements. 

Although a given increase in legal reserve requirements would, in the 
absence of excess reserves, have a strong impact on the credit volume 
of commercial banks, it would have a comparatively weak impact on 
the credit volume of deposit intermediaries. This important difference 
in the effects of a given change in reserve requirements is not based on 
different assumptions about the level of reserves which might be re- 
quired for bank deposits (including demand deposits) and for inter- 
mediary deposits. The difference exists because, following an increase in 
reserve requirements, intermediaries could increase the volume of in- 
termediary reserves whereas the banking system could not increase the 
volume of bank reserves.’ a 

In spite of these differences,lthe monetary authority could manipu- 
late legal reserve requirements for intermediaries so as to bring about 
a contraction in the volume of intermediary credit comparable to the 
multiple contraction of credit in commercial banks. However, in order 
to achieve this similar effect, reserve requirements in the intermediaries 
would have to be increased substantially more than any increase in the 
legal reserve requirements for commercial banks. Under those circum- 
stances, it may be misleading to treat legal reserve requirements for in- 
termediaries as if they were simply an extension of a bank-type control. 
It is likely that the difference in degree of change required would be 
widely regarded as tantamount to a different kind of control. 

° This differs from the situation with demand deposits. Even if the public’s propensity 
to hold demand deposits were unchanged after Ligher reserve requirements on demand 
deposits, the banks would be unable to sustain that volume of demand deposits, assum- 


ing no excess reserves. 
‘Except by borrowing from the central bank: and that borrowing is subject to control. 
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Indirect and secondary effects. Could credit policy reach the deposit 
intermediaries indirectly by the application of pressure on the required 
reserves for commercial bank demand deposits? The answer would de- 
pend on whether (and if so, how much) the pressure on commercial 
banks could alter the volume of intermediary deposits. This would de- 
pend on the public’s propensity to hold different kinds of deposits. 
Higher reserve requirements jor demand deposits would initially alter 
the composition of the liquid asset holdings of the public by forcing a 
reduction in the volume of demand deposits. If the public wished to 
maintain the same distribution in its liquid asset holdings as before the 
higher reserve requirements on demand deposits, the pressure on de- 
mand deposits could be transmitted to the intermediaries and could 
force a contraction of their credit as well. On the other hand, if the pub- 
lic were disposed to maintain the level of its savings deposits, despite a 
decline in demand deposits, the pressure on demand deposits would not 
be transmitted to the deposit intermediaries. i 

The possibility that raising reserve requirements on intermediaries 
might have a secondary effect on the intermediaries could be analyzed 
in a similar way. Higher reserve requirements for intermediaries would 
not directly affect the volume of total deposits, demand and intermedi- 
ary. However, the higher reserve requirements would reduce the vol- 
ume of demand deposits available to the public because the intermedi- 
aries would impound additional demand deposits to hold as reserves. 
This change in the composition of the liquid asset holdings of the pub- 
lic could lead to a secondary effect on the intermediaries under certain 
assumptions about the public’s propensity to hold different kinds of de- 
posits. These propensities and their consequences for credit policy are 
examined in greater detail in the following section. 


II. Reactions to an Excess Demand for Money 


A restrictive credit policy on the part of the Federal Reserve would 
bring about an excess demand for money. A well-known textbook has 
explained the effects of an excess demand for money in this way: 
“When the demand for money balances is in excess of the supply of 
money, the community attempzs to satisfy its excess demand for money 
by decreasing its expenditures for output, by borrowing more to add to 
its money balances, or by decreasing the supply of loan funds” [4, p. 
272]. For our purposes, however, this description is insufficiently de- 
tailed because it does not look inside the aggregate of the “community.” 
Everyone is not equally affected by, nor reacts in the same way to, the 
excess demand for money. This is more than a matter of degree: some 
may alter the composition of their assets in an effort to overcome the 
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shortage of money (availability effect); others may experience no 
shortage of money but may alter the composition of their assets be- 
cause interest rates have changed (rate ezfect). 

The reactions to an excess demand for money may also reflect the 
particular manner in which the tight money policy is carried out, be- 
cause different methods of achieving the same initial quantitative credit 
impact could have different availability and rate effects. For credit 
policy, it would be important to know the specific reactions to an ex- 
cess demand for money, because these reactions serve to communicate 
the impact of a restrictive credit policy to different financial institutions 
and to influence which particular institutions will be affected. Certain 
reactions to an excess demand for money could even have the result of 
converting a restrictive pressure into an expansionary effect for partic- 
ular intermediaries. It is the purpose of this section to examine the most 
important reactions to an excess demand for money, to identify some 
of the major considerations which influence the public’s choices among 
the alternatives, and to show the implications of different reactions for 
credit policy. The various ways in which the public can react to a tight 
credit policy are discussed in terms of the variables which are of special 
interest for credit control, viz., demand deposits, time deposits, SLA 
and MSB deposits, and securities.’ 


Interest Rate Effect 


Shifts away from money. One possible rate effect of an excess de- 
mand for money could be the result of unequal movements of different 
interest rates. For example, concern has been expressed that higher in- 
terest rates associated with a tight money period, far from inhibiting 
credit extensions of the (deposit) intermediaries, may even stimulate 
their growth by raising the opportunity cost of holding cash balances 
[3, p. 50]. This is a possible reaction, but it needs to be restated to 
take account of differences among individuals. Unequal interest rate 
movements are not felt equally by all individuals, and, for some indi- 
viduals, the rise in intermediary deposit rates may not signal a corre- 
sponding rise in the opportunity cost of holding cash balances. The in- 
crease in interest rates that could be earned on intermediary deposits 
may not induce bank borrowers to shift away from demand deposits 
because banks commonly require them to maintain larger compensa- 
tory balances (or banks enforce normal balance requirements more 
strictly) when credit becomes tight. Similarly, higher intermediary de- 
posit rates may not induce some depositors to shift away from money. 
Periods of rising interest rates accentuated by a tight money policy are 
often associated with inflation. When inflationary rises in bank costs 


8 The possible reduction of expenditure for output is ignored in this analysis, 
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lead to higher service charges on demand deposit accounts, the net ad- 
vantage of shifting from demand deposits to other assets is reduced for 
some depositors. 

A significant shift away from money to intermediary deposits may 
be held down for another reason. The fluctuation of intermediary de- 
posit rates is a less sensitive (and, therefore, for some depositors, a less 
compelling) measure of the changing opportunity cost of holding de- 
mand deposits than the fluctuation of rates on other liquid assets, such 
as U. S. Treasury bills. Table I compares the fluctuations of Treasury . 
bill rates, time deposit rates, and intermediary deposit rates from 1951- 
1957. It is clear that, during a period of generally rising interest rates, 
movements of the intermediary deposit rates were generally quite slug- 
gish compared with movements of the Treasury bill rate. 


TABLE 1—INTEREST RATES ON TREASURY BILLS AND VARIOUS 
Savines Deposits, 1951-1957 








Treasury Time SLA Share ‘ 
Year Bills Deposits Accounts MSB Deposits 
(per cent) (per cent) (per cent) (per cent) 
1951 1.55 2.7 2.1 
1952 1.77 2.8 2.4 
1953 1.93 2.9 2.5 
1954 .95 2.9 2.6 
1955 1.75 3.0 2.7 
1956 2.66 3.1 2.8 
1957 3.27 3.3 3.0 








Sources: Treasury bill rates are reported in Federal Reserve Bulletins; other rates are given 
in [14, p. 22]. The savings deposit rates ere effective interest rates, i.e., ratios of interest paid 
to the volume of savings deposits. 


A shift from demand deposits to time deposits is another possible 
rate effect of an excess demand for money after a restrictive credit 
policy raises the opportunity cost of holding demand deposits as meas- 
ured by the rate of return on time deposits. The decision about this 
shift would be influenced by the same considerations which have been 
described in connection with the shift from demand to intermediary 
deposits. In addition, a shift tc time deposits could be inhibited by an 
effective ceiling rate on time deposits. However, for several years prior 
to 1957, the ceiling seems to have exerted no undue pressure on the 
time deposit rate in member banks. 

A restrictive credit policy would be weakened for different reasons if 
it were to induce a shift away from demand deposits either to interme- 
diary deposits or to time deposi=s. A shift from demand deposits to time 
deposits would per se transmit no pressure to the deposit intermedi- 
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aries. Moreover, the shift would offset Federal Reserve pressure on 
commercial banks because time deposits carry lower reserve require- 
ments than demand deposits. Similarly, a shift from demand deposits 
to intermediary deposits would per se put no pressure on the commer- 
cial banks and it would offset a restrictive credit policy by the increase 
in intermediary credit. Although bank credit could expand when de- 
mand deposits are shifted to time deposits, because reserve require- 
ments differ for time and demand deposits, the expansion of intermedi- 
ary credit when demand deposits are shifted to intermediary deposits 
would not depend on lower reserve requirements for intermediary de- 
posits than for demand deposits. The intermediaries could expand their 
credit, following a shift from demand to intermediary deposits, regard- 
less of the level of fractional reserves which they might be required to 
hold. This net increase in credit could occur because the shift of. de- 
posits would not force the banks to reduce the volume of bank credit 
while it would enable the intermediaries to increase the volume of in- 
termediary credit. 

Shifts among nonmonetary assets. It has also been suggested that an 
excess demand for money might cause a shift from time deposits to in- 
termediary deposits (as well as from demand deposits to intermediary 
deposits) because: “During periods of tight money, the rise in interest 
rates on primary securities enables nonbank financial intermediaries to 
raise the rates that they pay on their own obligations relative to the 
controlled rates paid by commercial banks on deposits” [6, p. 105]. 
The strength of this reaction depends upon the degree of responsiveness 
of deposit placement, as between different types of deposit institutions, 
to changing rate differentials among different deposit intermediaries, as 
well as the extent to which a tight meney policy actually widens the 
interest-rate differences. 

Deposit placement as between institutions is a function of many vari- 
ables [1, pp. 1-22] and the interest rate is only one of these.” More- 
over, a tight money policy may not always widen interest-rate differ- 
ences among the deposit institutions. For example, except during the 
recession of 1953-1954, the general level of interest rates moved up- 
wards between 1950 and 1957. During those years of rising primary 
security rates, interest rates paid by the uncontrolled intermediary 
changed relative to those paid by the controlled intermediary—but not 
in the expected direction. Table 2 shows that the ratio of SLA interest- 
dividend rates to time deposit interest rates actually fell from 278 per 
cent in 1950 to 157 per cent in 1957. During the same period, the ratio 

°For small depositors, comparatively small rate changes are hardly worth bothering 


about because the disutility of shifting the account may exceed the utility of the negligi- 
ble absolute interest difference. 
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of savings bank rates to time deposit rates fell from 222 per cent in 
1950 to 143 per cent in 1957,7° 

There are many reasons why the higher primary security rates asso- 
ciated with a tight money policy may not widen interest rate differences 
very much among savings deposit institutions. On the one hand, rates 
in the controlled intermediary may rise when the ceiling rate is not 
seriously limiting. This appears to have been the case until 1957 when 
the ceiling rate was raised. In addition, rates in the uncontrolled inter- 
mediary may not rise very much as compared with the increase in the 
general level of primary security rates. This is because interest-divi- 
dends are paid from earnings and not even gross earnings rates are tied 
directly to primary security rates. Most of the assets in the intermedi- 


TABLE 2—Deposit INTERMEDIARY RATES AND Trove Deposit Rares, 1950-1957 











Year SLA Rate/Time Deposit MSB Rate/Time Deposit 





Rate (per cent) Rate (per cent) 
1950 i 278 222 
1951 236 191 
1952 245 218 
1953 255 227 
1954 223 200 
1955 207 193 
1956 188 175 
1957 157 143 





Source: Calculated from [14, p. 22]. The ratios are based on effective interest rates. 


aries’ portfolios would carry the old rate levels; only new credit would 
reflect new rate levels. Moreover, the new credit may not reflect the full 
increase in the general level of primary security rates because the de- 
posit intermediaries deal with only a few kinds of primary securities. 
Their most important asset is usually mortgages; and mortgage rates, 
even on conventional mortgages, are less flexible than other primary 
security rates, such as those on government securities. Furthermore, 
the higher interest rates charged to borrowers may not be promptly 
reflected in higher dividend rates because, among other reasons, divi- 
dend rates are changed at discrete intervals. Finally, the dividend rates 

During this period when time deposit rates were rising relative to intermediary de- 
posit rates, the ratio of SLA deposits to time deposits was rising and the corresponding 
ratio for savings banks also rose somewhat. Specifically, the former rose from 40 per cent 


in 1950 to 78 per cent in 1957; the latter rose from 57 per cent in 1950 to 59 per cent in 
1957 (reaching a high of 64 per cent in 1956). These ratios are calculated from [14, p. 13]. 

“For example, during the years 1950 through 1958, SLA (effective) dividend rates 
ranged between 2.5 per cent and 3.5 per cent; MSB interest rates moved between 2.0 
per cent and 3.2 per cent. During this same period, Treasury bill rates fluctuated between 
.94 per cent and 3.23 per cent [14, p. 22] (Fed. Res. Bulls.). 
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which might be paid by deposit intermediaries may not be predictable 
solely from a knowledge of the changes in primary security rates be- 
cause dividends depend on costs, on reserve ratios, and on deposit 
growth in the intermediaries as well as on their earnings from higher 
interest rates on primary securities. 

Table 1 showed that rate movements both on time deposits and on 
intermediary deposits are generally smaller than the rate movements 
on another liquid asset, Treasury bills. These uneven rate movements 
suggest another possible rate effect of an excess demand for money, the 
shift from savings deposits to securities. This is an important alterna- 
tive for savers and the slowdown in the accumulation of time deposits at 
commercial banks during the fourth quarter of 1958 has been attrib- 
uted by one financial newsletter partly to the shift into Treasury bills 
of sizable deposits by corporate and institutional investors [15, p. 1]. 
The same source concluded that: “. . . the temptation to relate com- 
mercial bank losses in time deposits to savings and loan gains and to 
attribute such shifts to the rate differential between these institutions 
is probably an oversimplification of the events which are taking place” 
[15,p. 1]. 

During several years of generally rising interest rates on primary 
securities, interest rates paid by an uncontrolled intermediary (SLA) 
have not risen relatively to the rates paid by a controlled intermediary 
(commercial bank time deposits). This fact does not preclude the pos- 
sibility that, with effective ceiling rates on time deposits, interest rate 
differences may widen in the expected direction during some future 
tight-money period and bring about a shift from time deposits to in- 
termediary deposits. With respect to the implications for credit con- 
trol, if an excess demand for money were to induce a shift among non- 
monetary assets from time deposits to intermediary deposits, the level 
of demand deposits would increase because intermediary reserves are 
held mostly in commercial banks. The net increase in demand deposits 
would be smaller than the amount shifted from time deposits to inter- 
mediary deposits (assuming the banks to be fully loaned) because re- 
serve requirements are different for demand and time deposits. Hence, 
the volume of bank credit would decline. However, under present effec- 
tive reserves held by banks and by nonbank intermediaries, the decline 
in bank credit could be more than compensated by the increase in in- 
termediary credit. 

When an excess demand for money raises the interest rates on liquid 
primary securities more than those on savings deposits, the public may 
decide to convert some of its savings deposits into securities. A shift 
either from time deposits or from intermediary deposits to securities 
would be the equivalent of a shift from time deposits or intermediary 
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deposits to demand deposits when the system is fully loaned. The credit 
control implications of this shift are discussed below in connection with 
the availability effect of an excess demand for money. 


Availability Effect 

The possibility that a tight money policy might induce a direct shift 
from savings (both time and intermediary) deposits to demand de- 
posits is generally ignored in the literature. This neglect is probably be- 
cause changes in the substitutability of savings and demand deposits 
are usually related to interest rate changes.” The shift is entirely plau- 
sible, however, when viewed as an availability effect of a tight money 
policy. Those directly affected by the shortage of money, either because 
they are denied credit from the usual sources or because the credit is 
very costly owing to higher borrowing rates, can restore money bal- 
ances in this way. The credit control implications of a shift away from 
savings deposits to demand deposits will be different depending on 
which kind of savings deposit is transferred. When commercial bank 
time deposits are shifted to demand deposits, the volume of demand 
deposits would increase but the higher reserve requirements for demand 
deposits would force a contraction of outstanding bank credit. Hence, 
the net increase in demand deposits would be less than the amount 
which is shifted from time deposits. Moreover, this shift would have no 
direct effect on the volume of intermediary credit outstanding. By con- 
trast, when the availability effect of a restrictive credit policy takes the 
form of a shift from intermediary deposits to demand deposits, the vol- 
ume of commercial bank credit would not be affected but the volume of 
intermediary credit would decline. 

To conclude this catalogue of possible reactions, the availability ef- 
fect of an excess demand for money may take the form of a shift from 
securities to demand deposits. This well-known reaction to a tight 
money policy would not alter the quantity of money (though it would 
probably raise velocity) nor would it directly affect the intermediary 
credit volume. However, the shift would probably raise interest rates 
on primary securities and bring about some of the effects described 
earlier in this section under Interest Rate Effect. 


IV. Credit Control and Deposit Intermediaries 


In order to be effectiveLa policy of credit restriction must impair the 
liquidity of the intermediaries. The liquidity of commercial banks can 
be impaired in two ways: (a) by reducing their ability to tap idle funds 

“The more usual expectation is for shifts from time deposits to demand deposits as a 


result of a fall in interest rates, i.e., during easy money periods, Cf. the implicit statement 
to this effect in [12, p. 545]. 
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by means of asset liquidation, and (b) by reducing the amount of their 
liquidity reserves available for credit extension. The possibilities of 
impairing the liquidity of nonbank savings deposit institutions can be 
analyzed along the same lines. 

“Impaired asset shiftability. Commercial bank liquidity could be im- 
paired by permitting banks to hold only nonmarketable government 
securities, except for secondary reserves. Would a similar regulation 
for the savings deposit intermediaries have a comparable effect on the 
liquidity of the intermediaries? The answer depends on whether the 
sale of government securities is potentially an important source of funds 
for the intermediaries. Between 1951 and June 1959, the SLA govern- 
ment security account increased from S1.6 billion to $4.4 billion [5, 
p. 1169]; hence, the sale of government securities was not a net source 
of funds for SLA during this period. During the same period, although 
government securities were a source of funds for loans or other invest- 
ments by MSB, the liquidation of those securities was not a very im- 
portant source of funds. While the MSB government securities declined 
from $9.8 billion to $7.3 billion, the corporate and other security ac- 
counts increased from $2.6 billion to $5.6 billion and the mortgage ac- 
count increased spectacularly from $9.7 billion to $23.8 billion [5, p. 
1168]. 

For many years, the intermediaries have been able to dispose of 
their investable funds between mortgages and corporate securities, and 
they have not sought government securities as a repository for tempo- 
rarily surplus funds [12, pp. 550-51]. Moreover, mortgages are nor- 
mally the most important asset for the deposit intermediaries—and 
mortgages are the sole loan asset for which there is something of a sec- 
ondary market. Accordingly, in the deposit intermediaries, loan shift- 
ability is an important alternative to security shiftability as a source of 
funds. Under these circumstances, it is unlikely that credit policy to- 
wards the intermediaries would be made very effective by requiring the 
intermediaries to hold only nonnegotiable government securities. 

v Reduced liquidity reserves. An impairment of intermediary liquidity 
by reducing the volume of intermediaries’ reserves available for credit 
extension could proceed along three lines. The first is direct control in 
the form of legal reserve requirements for the deposit intermediaries. 
For reasons explained earlier, the direct effect of a given change in 
reserve requirements on the credit volume of an intermediary is much 
smaller than the corresponding effect or commercial banks. The inter- 
mediaries would experience a strong secondary impact from higher 
reserve requirements for the deposit intermediaries if the public could 
be induced to shift from intermediary deposit accounts either into 
demand deposits or into securities. However, these shifts would not be 
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more likely to occur because reserve requirements were imposed on the 
intermediaries than they would be if an excess demand for money were 
brought about without controls on the intermediaries. 

A second possible way to reduce intermediary reserves or at least to 
retard their growth would be to equalize the competition between com- 
mercial banks and deposit intermediaries. One widely suggested pro- 
posal would subject all savings deposit intermediaries to uniform ceil- 
ing rates on interest-dividends paid to savers. The purpose of this con- 
trol would be to limit the shift from demand and time deposits to 
intermediary deposits and to encourage the shift from intermediary 
deposits to securities when there is an excess demand for money. By 
itself, this policy is unlikely to be very effective. The competitive impor- 
tance of rate differences as well as the extent of the rate differences 
among savings deposit institutions can be overemphasized. In addition, 
the rate difference between time deposits and other intermediary de- 
posits is not fully explained by the ceiling rate on time deposits. In 
part, this is because the ceiling rate has not always been effective 
Aside from this fact, however, there are differences in the economic cir- 
cumstances between commercial banks and the deposit intermediaries 
which would make rate differences both possible and also, in the ab- 
sence of rate regulation, likely [1, pp. 1-22]. Accordingly, a ceiling rate 
set at the same level as the ceiling on time deposit rates would simply 
permit more intensive product competition by those institutions which 
now pay more than the ceiling rate. Product competition could then 
substitute for rate competition and could undermine the attempt to 
extend the impact of an excess demand for money to the intermediaries. }._ 
The alternative, which is to set the uniform rate ceiling at the highest “2 
level of rates paid by any of the savings deposit institutions, would be 
ineffective because it would leave the existing rate competition un- 
changed. 

fA third possible way to reduce the liquidity reserves of the inter- 
mediaries would be to impair their liquidity indirectly instead of intro- 
ducing new controls. In this approach, pressure could be applied either 
directly or indirectly on the public’s liquidity. In either case, the mone- 
tary authorities would concentrate on the reactions of the public to an 
excess demand for money. If the public were to react to pressure on its 
liquidity either by transferring intermediary deposits to demand de- 
posits or by converting intermediary deposits to securities (necessarily 
passing through the stage of demand deposits), the intermediaries 
would lose liquidity reserves. In this indirect way, the intermediaries 
could be obliged to conform to the requirements of a restrictive credit 
policy. 

The indirect approach to the control of deposit intermediaries could 
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take a variety of forms, For example, as compared with direct regula- 
tion of the intermediaries, a restrictive credit policy might put greater 
pressure on intermediary liquidity if the commercial banks were per- 
mitted to hold only nonmarketable government securities (except for 
short-term liquidity reserves). As long as government securities con- 
tinue to provide a source of funds for bank lending, the commercial 
banks will often be able to relieve the pressure upon the public’s liquid- 
ity when there is an excess demand for money. If government securities 
held by banks were nonmarketable, the banking system could not use 
the Treasury’s securities to frustrate central bank credit policy and the 
public would have to look elsewhere for relief. These circumstances 
increase the probability that the availability effect of an excess demand 
for money would take the form of a shift from near-money to money. 
Any shift of near-money away from savings accounts at the deposit 
intermediaries would reduce the liquidity of the intermediaries and 
force them to contract their credit volume. 

Another example of an indirect way to reduce intermediary liquidity 
is suggested by the Treasury’s experience in 1959 with the $2.2 billion 
issue of 5 per cent notes with a maturity of four years and ten months, 
the so-called “Magic Fives” [16, p. 4]. In that operation, the Treasury 
was able to attract a large volume of deposits from savings deposit 
institutions with an appropriate rate magnet on marketable govern- 
ment securities.” That experience suggests an important way for the 
Treasury to support monetary policy; it also suggests an important 
supplement to the Federal Reserve’s own credit policy. Federal Reserve 
open-market sales to the public put pressure on commercial banks by 
absorbing the public’s holdings of demand deposits.[The open-market 
sales could also reduce intermediary liquidity if the public were to pay 
for the securities by liquidating their intermediary deposit accounts. 
To a very great extent, the intermediary deposit accounts are held by 
small savers who are not accustomed to buying marketable government 
securities. The probability that open-market sales would tap inter- 
mediary deposits could be increased in various ways, such as greater 
efforts at public education designed to encourage small investors to 
think of marketable government securities as possible substitutes for 
intermediary deposit accounts. It would also be necessary to reorganize 
the government securities market which is not at present geared to 
handle small transactions. It may be useful, too, to experiment with 
new techniques to supplement open-market sales of securities, such as 
public subscription sales with securities supplied from Federal Reserve 
portfolios. Institutional modifications along these lines would raise 


It would undoubtedly require more experimentation to discover how often and under 
what circumstances this kind of operation could be repeated successfully. 
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highly technical problems about the internal organization of the govern- 
ment securities market and would deserve careful study by experts in 


that area] 


1. 


NANAWD 
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¥. THE RADCLIFFE REPORT AND EVIDENCE 
A Review Ariicle 


By Joun G. GURLEY* 


‘ 


A drama critic recently wrote of an evanescent Broadway play: “It was 
paved with good intentions, and, like most pavements, it was trodden under- 
foot.” While for myself, I hesitate to call this an epitaph to the Radcliffe Re- 
port, it describes pretty well the initial responses of the Report’s horde of 
critics, some of whom judged it the most monumental flop of the 1959 season, 
and most of whom felt that it had nice stage settings and all that, but was 
terribly weak in the theme. 

These judgments are understandable and probably not grossly unfair. 
Nevertheless, I believe that they are based on the worst the Report has to offer 
and not on the best. At its worst, the Report is full of exaggerations, errors, 
confusions, conflicting statements, and careless writing. These no doubt rep- 
resent, as the critics suggest, the “real” Report. But, if one attributes the 
exaggerations to a desire to escape the conventional, the conflicting and hazy 
statements to the task of achieving unanimity among diverse committee mem- 
bers, the confusions and errors to deadlires—if, in short, one excuses the 
weaknesses—and chooses the very best from its pages, the Report has much 
to recommend it. 

In this idealized form, the Report presents a pioneering analysis of Britain’s 
fmancial system, in which the monetary system and money are considered as 
only part of a complex, but integrated, structure of financial institutions, as- 
sets, and markets, and in which monetary policy, debt management, and fiscal 
policy are treated as coordinating techniques of a general financial policy 
aimed at regulating spending through this financial structure. In the under- 
lying theme of the Report, all issuers of financial assets are relevant to finan- 
cial policy; the private sectors issuing their debts and equities; the Treasury 
issuing various forms of government securities; the monetary system creating 
money and other claims; and nonbank intermediaries creating liquid claims. 
The idealized Report sees the level and structure of interest rates, which are 
the immediate targets of financial policy, determined partly by the whole 
range of financial assets—the level by the relation of liquid assets, including 
money, to holdings of financial and physical assets, and the structure to the 
composition of financial assets and demands for these components, with ex- 
pectations playing their role in both cases. It sees money as only one asset 
among many, banks as only one type of institution among many, and the con- 

*The author is a senior staff member of the Brookings Institution. The interpretations 


and conclusions are those of the author and do not necessarily reflect the views of other 
members of the Brookings staff or of the administrative officers of the Institution. 
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trol of money as only one aspect of an over-all financial policy. This is the 
Report at its best. 

The Committee on the Working of the Monetary System, known as the 
Radcliffe Committee, was appointed by the Chancellor of the Exchequer in 
May 1957 “to inquire into the working of [Britain’s] monetary and credit 
system, and to make recommendations.” The Committee was composed of the 
chairman, Lord Radcliffe, two businessmen, two bankers, two trade union 
leaders, and two academic economists, the latter being Professors A. K. Cairn- 
cross and R. S. Sayers. During the fifty-nine days of hearings, scattered from 
July 1957 to April 1959, evidence was obtained from the Treasury, the Bank 
of England, clearing banks and other financial institutions, dozens of trade 
associations, business leaders, and many economists. In addition, the Com- 
mittee received memoranda from many of these witnesses and from others, 
including the National Institute of Economic and Social Research, the Central 
Statistical Office, and, inevitably, a few monetary cranks. 

The unanimous Report of the Committee was published in August 1959. 
This was followed in March 1960 by four volumes of evidence.t The first of 

_ these, Minutes of Evidence, is a huge, 980-page, double-column tome of the 
hearings. The other three volumes—Memoranda 1, 2 and 3—contain 142 
papers submitted by various groups and individuals. As a rough guess, the 
Report and four volumes of evidence are packed with upwards of 314 million 
words, a fact that I must note because it is possible that I have inadvertently 
slid over a hundred thousand or so here or there, and by so doing have done 
less than full justice either to the Committee or to some of its contributors. 

I begin with a brief outline of the Committee’s principal views on monetary 
theory and policy. I shall then discuss these views, in about the same order, 
supplementing the discussion with material from the oral and written evi- 
dence.? Since this procedure misses three areas that occupied much of the 
Committee’s time—international finance, the status of the Bank of England, 
and financial statistics—I touch upon these briefly at the end. 


I. The Report’s Monetary Theory and Policy: An Outline 


The following appear to qualify as the Committee’s dominant views on 
monetary theory and policy: 

1. The money supply has been largely uncontrolled during the postwar 
period; neither the banks’ cash ratio nor their liquidity ratio has placed an 
effective upper limit on monetary growth. 

2. But the money supply is of no great concern. First, it is incidental to 
the level of interest rates. These rates, though affected by liquidity, are de- 
termined largely by the expectations and confidence of the public, which in 


*The five volumes of the Committee on the Working of the Monetary System are: 
(1) Report (London 1959), pp. viii, 375, 15s; (2) Minutes of Evidence (London 1960), 
pp. ix, 980, £7; (3) Memoranda 1 (London 1960), pp. vi, 308, £2 10s; (4) Memoranda 2 
(London 1960), pp. vi, 227, £2; (5) Memoranda 3 (London 1960), pp. vi, 251, £2. 

* Unless otherwise indicated, footnote references have the following meanings: R, 000 
refers to the Report and its paragraph number; MinE, 000 refers to Minutes of Evidence 
and the number of the question-answer; M-1, 000 refers to the first volume of Memoranda 
and its page number; and similarly for M-2, 000 and M-3, 000. 
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turn are determined by what the monetary authorities say. Second, there is 
virtually no direct relationship between the money supply and spending. 

3. Interest rates, in and of themselves, have had little or no direct effect 
on spending decisions. 

4, While spending is not directly affected by interest rates, it is affected 
by liquidity, which is composed of the money supply and the money people 
can get hold of. The private sector’s liquidity is increased by the lending of 
commercial banks and other financial intermediaries, because such lending 
increases the supply of loanable funds (“the money people can-get hold of”), 
and the growth of liquidity stimulates spending. The important thing about 
financial institutions is not the liquid liabilities (monetary or otherwise) they 
create but the lending they do—the assets they purchase. 

5. The lending of all financial institutions can be indirectly controlled 
through changes in the level and structure of interest rates. A rise in interest 
rates will slow down their lending by imposing capital losses on their security 
holdings. Thus, while a rise in interest rates has little direct effect on spending, 
it depresses spending indirectly by reducing the lending of financial institu- 
tions and so the public’s liquidity. 

6. This means that the “centre-piece” of monetary action is the level and 
structure of interest rates, and not the money supply. The structure of rates 
can best be influenced by debt management policy working on the composi- 
tion of the national debt. Since, however, it is not a good thing to have highly 
fluctuating interest rates, and since the lending of financial institutions in 
ordinary times should not be directly controlled, more emphasis should be 
placed on fiscal policy as a short-run stabilizer, leaving monetary policy to | 
set the tone of longer-run developments. 

7. But, during emergency situations, when runaway inflation threatens, 
monetary policy should be used vigorously. In these cases, lending should 
be restricted directly, by controls on commercial-bank lending, perhaps by 
the extension of such controls to other intermediaries, by consumer credit 


regulations, and by restrictions on issues of long-term securities. , 


II. Control of the Money Supply 
A. Definition. of Money 


The Committee regards the money supply as consisting of notes? (but evi- 
dently not coins!) outside of banks plus net deposits, the latter being liabili- 
ties of London clearing banks and of Scottish and Northern Irish banks.* 
However, nowhere in the Refori—and, indeed, nowhere in the Minutes of 
Evidence or the three volumes of Wemoranda—is there an extended series of 
the money supply in accordance with this definition. Bank deposits com- 


* Most of them issued by the Bank of England but some by Scottish and Northern 
Trish banks. R; 347, 349, 

“R, 388, 478. 

* Partial series, which are either inconsistent with one another, refer to different things, 
or are for different dates, are scattered around like Easter eggs. The Report shows total 
deposits of London clearing banks (R, 134) and af Scottish banks (R, 149), but only for 
1958; net personal deposits in London clearing banks for four postwar years (R, 478); 
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prise not only current accounts, which earn no interest and are repayable on 
demand, but also deposit accounts, which are similar to our time deposits, 
not subject to check, and hence, strictly speaking, not used as money by the 
public.6 The Committee recognizes that deposit accounts are not quite the 
same as current accounts, but nevertheless they are counted as money. The 
reason seems to be that they are easily exchangeable for money.” The inclusion 
of these accounts raises the question of why other highly liquid claims, such 
as deposits in acceptance houses, in hire-purchase companies, in Trustee 
Savings Banks, and so on, are excluded.* While the Committee does lay down 
an explicit definition of money, at other times it goes out of its way to “fuzz 
up” the concept, by placing the supply of money in quotation marks, followed 
by “however that is defined,” “whatever that may be made to mean,” and 
similar derogations.® 


B. Cash and Liquidity Ratios of Banks 


The Bank of England normally attempts to control the volume of bank 
deposits in the traditional way—by controlling the supply of certain bank 
assets which are held, by convention and not by statute, in fairly constant 
proportions to deposit liabilities. The conventional cash ratio is 8 per cent, 
with cash consisting of vault cash and deposits at the Bank of England. De- 
posit expansion is also limited potentially by a conventional 30 per cent liquid- 
ity ratio, where liquid assets for this purpose include cash, Treasury bills, call 
loans, and commercial bills.® There has been a spirited debate in recent years 
concerning which ratio, if either, is the effective one. 

To reduce bank deposits, the Bank of England can decrease the banks’ 
cash and thus their liquid assets by selling securities in the market. To regain 
liquidity, the banks can sell short-dated bonds, which do not count as liquid 
assets, to the discount houses, the latter financing the bonds by borrowing at 
call from the banks, with call loans counting as liquid assets. Or the banks 
may sell bonds and buy Treasury bills or commercial bills. It has been easy 
enough for banks to get liquid assets, but none of these operations replenishes 
their cash. For this purpose the banks must borrow from (or sell something 
to) the central bank. In the United States, borrowing is done directly; in 
Britain it is done indirectly through the discount houses. These houses hold 


and a chart of the ratio of the money supply to national income for 1946-58 (R, 478). 
Elsewhere, data are presented for currency with the public and net deposits of clearing 
banks (M-3, 69), note circulation and clearing bank deposits (M-3, 184), in chart form 
the ratio of the money supply (currency with the public and net deposits of clearing 
banks) to GNP (M-3, 102), note issues and deposits of all reporting banks and acceptance 
houses, with intergroup items not omitted (M-2, 202-03), and in chart form the ratio of 
net bank deposits to national income (MinE, 10433). 

€R, 128-31, 

1R, 131. The Scottish banks appear to treat their deposit accounts somewhat differently. 
See, R, 153. 

*For example, see MinE, 8033-35 and 8132 for evidence that deposits in Trustee Savings 
Banks are more and more being used as current accounts. 

° R, 125, 504; also 395, 523, 

2R, 143-48, 351; M-1, 9-10 
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Treasury bills, short-dated government bonds, and commercial bills, and they 
borrow at call from London clearing banks and other banks. In addition, they 
and not the clearing banks are permitted to borrow from the Bank of Eng- 
land. When the clearing banks lose cash, therefore, they may call some loans 
from the discount houses. Under pressure, these houses may then either sell 
Treasury bills to or borrow from the Bank of England, and in these ways re- 
store to the clearing banks the cash initially lost. But, as the Bank ex- 
plained to the Committee: 


It should be noted that the creation of a cash shortage is not without 
effect. For, particularly, if it is such as to compel borrowing from the 
Bank of England, which is relatively expensive to the Discount Houses, 
they will try to reduce such borrowing so far as possible by raising their 
bids for money [that is, selling bills or short bonds], thus causing short- 
term interest rates to rise.*? 


This was further explained, in response to a question from the Committee, 
as follows: 


If we wanted to raise interest rates, then we would give less or possibly 
no help in the ordinary way [by purchasing bills from the discount 
houses], and we would say: “If you want cash you must come to the 
Discount Office for it.” And moreover we could if need be so arrange 
things that the market needed a great deal of cash. . . .8 


This is the familiar process by which open-market sales of a central bank 
reduce the “cash” of commercial banks and force them to reduce earning 
assets and the money supply, raising market rates of interest. Commercial 
banks can get more cash from the central bank any time they want to, but 
they presumably have a demand schedule for cash that is negatively related 
to its price. Hence, if the central bank raises the price, the banks will demand 
less cash, and so less earning assets and less monetary liabilities. 

The Committee seems to have misunderstood this evidence, taking it to 
mean that, since banks could get more cash at any time, the cash ratio was 
therefore ineffective in limiting the money supply. This confusion appeared 
several months later when the Committee was again questioning spokesmen 
for the Bank. The latter stated that during times of inflationary pressure it 
would be better for the government to finance a deficit by selling Treasury 
. bills to the market than by borrowing from the central bank (by Ways and 
Means advances), inasmuch as, though either measure could increase the 
liquid assets of banks, the latter would raise their cash base. This prompted 
the following exchange:1* 


“R, 175, 355-58; M-1, 9-10; MinE, 183-89, 1568-96. 

2 M-1, 10. 

* MinE, 98. For a similar statement, see MinE, 421, which the Committee quotes in R, 
369. 

“In this and subsequent exchanges quoted here, the first part of each paragraph is a 
question from some member of the Committee, and the second part, after the dash, is the 
answer by one of the witnesses. I have not thought it necessary most of the time to identify 
the interrogators and respondents. 
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I understood their policy of increasing deposit liabilities would be deter- 
mined by their total of liquid assets, not the amount of cash? 
The two things come out to the same, in the sense that the total of liquid 
assets in either case is affected in the same way; but the composition of 
their liquid assets would be different. With the Bank of England making 
Ways and Means Advances, their cash would be inflated. It would be 
inflated to a point beyond the 8 per cent, they require, and to that extent 
they would be looking round for earning assets. ... 

Is not this a different doctrine from what we have been told hitherto? 
—I do not think so.... 

We are now back on the question of the whole control of the volume of 
bank deposits; we have been taught hitherto that it is the liquid assets 
ratio that matters? Surely we have said there are two aspects of this 
control... 1° 








Passing over this and other evidence, the Committee in its Report states 
that the cash ratio was ineffective.1* Nevertheless, at other times, the Com- 
mittee seems to recognize that this is incorrect, for it is stated, in substance, 
that the cash ratio would be ineffective only if the Bank of England set out 
to stabilize the Bill rate (which it generally has not done); otherwise, it 
would be effective." But it is the former view that carries the day. In the 
Committee’s eyes, the more effective ratio is the liquidity ratio, though it is 
stressed that banks have found it comparatively easy to evade this, through 
the mechanism described above, and that it has been thirty years since bank 
lending has been restrained by liquidity considerations.1* In the end, one 
gathers that the Committee believes that the money supply has been largely 
uncontrolled. 

These views are not easily reconciled with the fact that interest rates have 
increased sharply during the last decade in Britain, unless of course it is 
held that the money supply has nothing to do with the level of interest rates, 
a proposition I turn to in a moment. The banks have been subject, it is true, 
to requests to hold the line on or to reduce their advances (loans and over- 
drafts), but these restrictions have been short-lived, and in any case the banks 
could always purchase other earning assets and so increase their deposit lia- 
bilities.*° In view of all the evidence, it seems more reasonable to conclude 


1 MinE, 2262-70. It should be noted, though, that at times even the Bank argued that 
the cash ratio was largely ineffective because it had to act as a lender of last resort to the 
discount market. (M-1, 38). However, it was brought out in testimony that this meant 
only that the Bank, as lender of last resort, would give the market, at a price, all the cash 
it wanted; it did not mean that the Bank, as lender of last resort, relinquished all control 
over interest rates (MinE, 94-101). 

* R, 120, 376, 430, 583. In fact, in direct opposition to the above evidence, the Report 
says: “But now that the credit-creating capacity of the banks is limited by the 30 per cent 
liquid assets’ convention, an increase in cash precisely balanced by a decrease in the Treasury 
Bill issue has become irrelevant to the credit-creating power of the banks” (R, 167). 

7 R, 376. See also R, 121, 355, 357. 


BR, 120, 167, 175, 505-7. For further discussion of the weaknesses of the liquidity ratio, 
see MinE, 183-89, 1568-96, 1654-58, 1909-13, with supplementary notes to 1909 on 
pp. 952-54, and 3738-65. 


*R, 411, 417, 422; MinE, 2677 ff., 3265-72, 3523-3645; and M-1, 40. However, if ‘the 
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that there has been more or less effective control of the money supply, at least 
since 1951, and that this control has probably operated primarily through the 
cash base of the banks, as described by Bank officials. 


III. Interest Rate Determination 


At one point in its Report, the Committee presents an admirable account 
of the determination of the level of interest rates. After extolling the role of 
liquidity in economic analysis, the statement continues: 


‘We would nevertheless emphasize that the amount of money... is of 
considerable significance. The other classes of liquid assets . . . are in- 
ferior, in convenience to the holders, and this inferiority has to be com- 
pensated by the payment of interest. If there is less money to go round, 
in relation to the other assets (both physical and financial), it will be 
held only by people willing to make a greater sacrifice in order to hold it: 
that is to say, rates of interest will rise. But they will not, unaided, rise 
by much, because in a highly developed financial system ... there are 
many highly liquid assets which are close substitutes for money, as good 
to hold and only inferior when the actual moment for a payment arrives 
. .. (ie. the more efficient the financial structure, the more can the 
velocity of circulation be stretched without serious inconvenience being 
caused) .?° 


Unfortunately, this statement is in sharp conflict with what appears to be 
the Committee’s principal view of this subject. While it can be reasonably 
argued’ that the Report does not in fact present a theory of interest rate 
determination—or, perhaps better, that it obliquely presents several—it is 
fair to say, I think, that the Committee looks upon “expectations and con- 
fidence” of the public as the chief determinant of rate levels—though lip 
service is paid now and then to the role of liquidity. And these expectations 
are greatly affected by what the authorities say, by the public’s interpretation 
of their mood. That is, expectations are molded by the “faces” made by the 
authorities; presumably, a squinty-eyed look might raise interest rates, a 
vapid stare maintain them, and an ebullient expression lower them. When this 
theory takes over, the authorities never change interest rates by operating on 
the money supply or on liquidity generally; rather: “The authorities must 
seek . . . to influence the general liquidity situation by operating on rates 
of interest.”** It is even stated that the money supply is incidental to interest 
rate policy.” It is for this reason that the Committee can properly hold the 
view that the money supply has been largely uncontrolled in the face of sharp 
changes in levels of interest rates; for after all money has little or nothing 
to do with interest rates.” 








control over bank advances forces the banks to purchase other earning assets that are more 
liquid than those they would have purchased, a given money supply is likely to be associated 
with a higher interest rate structure, other things the same. 


2 R, 392 and footnote. 

2 R, 504; also 385, 397 ff. 

= R, 397. This is also suggested in R, 394. 

In other words, while there may be a liquidity-preference schedule, drawn against 
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The theory that interest rates are determined by words and faces is indi- 
cated repeatedly in the Minutes of Evidence.?4 As an example, consider this 
exchange with Winfield Riefler, then assistant to the chairman of the Board 
of Governors of the Federal Reserve System: 


Then is not much the most important thing you do not the buying and 
selling of Bills, not the raising or lowering of [discount] rates, but what 
you say? No. 

Why do you have to operate in the market as well as telling the market’ 
what you think about things? Our operations in the market actually 
determine the funds available.?5 


This evidently left the Committee incredulous. Though there are some indi- 
cations that it was not willing to accept wholeheartedly the dominance of 
expectations in interest rate determination,?° the truth is that this factor, by 
elimination, becomes the only solid explanation of rate movements in the 
Report, a theory which suggests that bond markets in Britain are peopled by 
a lot of nervous wrecks. The Committee was also influenced in this view by 
R. F. Kahn,” to whom I shall return later. 

The Committee landed in this position despite the fact that F. W. Paish 
and others presented data to show the very close postwar relationship between 
the ratio of money to national income and bond rates,” and despite Paish’s 
excellent testimony about this relationship. Here is a sample of it: 


During the period up to 1956 during which there was this tremendous 
drop in the ratio of bank deposits to national income, was there not 
considerable liquidity in business?) —— If there is so much liquidity, 
why are firms willing to pay very high rates of interest for raising long- 
term loans on the London market? 


They may expect prices to rise? —— It is liquidity in relation to what 
they want to do. I would say that the long-term rate of interest is the 
inverse of liquidity. 

Would this mean that you would feel that if you knew the ratio of bank 
deposits to net national money income you could predict what the rate of 
interest would be? ——— So long as the conditions remain, I would say 
almost exactly. 








The point you are putting to us is that there is an inverse relationship 


interest rates, the schedule is subject to such wide shifts, as expectations change, that interest 
rates are in fact little influenced by the amount of liquidity in the system. 

“I admit that it is a tricky business to impute views to the Committee from questions 
asked and statements made by it during examination of witnesses. But I have done this 
only when such evidence seems consistent with the final views of the Committee as stated 
in its Report. È 

2 MinE, 9760-61; also 10220, 10236. My emphasis. 

=% See, for example, R, 563, as modified by 565. Note also the Bank’s stress on confidence 
as the prime determinant of interest rates in MinE, 2398-99, qualified slightly in supple- 
mentary notes of the Bank, pp. 955-56. 

7 R, 395. For Kahn's opinions on this, see M-3, 144. 

2 MinE, 10433; M-3, 102, 184-85. 
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between the liquidity of the system and the rate of interest, liquidity 
being defined not just in the terms of the money supply, but to include 
near-money? —— I would put it in terms of the money supply. One 
would expect the amount of near-money to affect the shape of the 
curve. ... 


The issue is whether the relationship is sufficiently close and the lags 
sufficiently limited to allow of operational application? I would say 

* that in the short run one can get it down to pure expectations if one can 
‘persuade people that long term rates are going to fall and that they will 
have a heavy capital appreciation. There could be very marked temporary 
shifts on those expectations; but if the authorities wanted to stabilize 
the long term rate round about 414 per cent., they would have to allow 
the ratio of bank deposits to national income to rise to more nearly 
40 per cent than 35 per cent.?° 





And in response to an additional question about the effects of near-money, 
he answered: 


I would say that whereas they could get a given rate of interest with a 
40 per cent. ratio of bank deposits to national income if there was not 
very much near-money in the system, they might need 35 per cent. to 
get the same rate if there was a lot of near-money in the system. They 
would have to set off the increased liquidity due to large holdings of near- 
money by having less real money, in order to get the same effect on total 
liquidity.°° 
Excellent memoranda and testimony were also submitted on this question 
by many others. Altogether, there seems to be an impressive body of evidence 
to support the view that the money-income ratio, modified by the presence of 
other liquid assets, and within the context of “real” variables, was the prin- 
cipal determinant of the level of interest rates in Britain during the postwar 
period.** But, for some reason, the Committee chose to ignore this evidence.* 


IV. The Direct Effects of Interest Rates on Spending 


The Committee adopts a “three-gears” view of interest rates. At any time, 
people believe that interest rates are either in low, middle, or high gear. Any 
play of rates within a given gear is not likely to have much, if any, direct 
effect on spending. If people “are to be shaken into some change of course, 
the gear must be changed.”** A rise in the Bank Rate from 4% per cent to 
7 per cent, for example, would generally be regarded as a shift from middle 
to high gear. 

Nevertheless, though such upward shifts have occurred in postwar Britain, 
and so might have produced downward pressure on spending through the “in- 
terest rate effect,” the Committee states tha: it found very little evidence that 


2 MinE, 10431-32, 10434, 10436, 1€438. 

2 MinE, 10441. See also MinE, 10443-53 for further discussion of these points. 

= See M-3, 66, 179, 183-85, 85, 113, 146-48; and Mink, 10425-512. Outstanding memo- 
randa on this subject were produced by James V. Morgan and J. C. R. Dow. 

“For one flagrant example, see R, 570, where the Committee presents three reasons 
for the ‘rise in bond rates without once mentioning the money supply or national income. 

"R, 442-43, 
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this has in fact happened.** According to the Committee, it found no evidence 
that higher interest rates, in and of themselves, reduced consumption; there 


was practically no indication that interest rates were important to large firms _ 
with respect to investment in either inventories or fixed capital; expenditures - 


of the nationalized industries were also largely impervious to changes in in- 
terest rates; the same was true for local authorities’ expenditures; and spokes- 
men for the smaller firms treated the interest rate effect with general skepti- 


cism.** “It has become clear that, as the system works at present, changes gn 


rates of interest only very exceptionally have direct effects on the level of 
demand. . . .”¢ If we accept these statements, they would seem to dispose 
once and for all of the subject, as it relates to postwar Britain up to 1959. 

But, from other material presented to the Committee by witnesses and 
others,®7 it is doubtful that the statements can be accepted in their present 
extreme form. When this evidence is compared with the conclusions of the 
Committee, it is hard to escape the feeling that its final appraisal should have 
been more guarded. 

There is, first of all, the survey made by the Federation of British In- 
dustries of its manufacturing members with respect to the impact of higher 
interest rates in early 1955 on their investment decisions. Among the ques- 
tions, was: “Was the rise in Bank Rate from 3 to 444% during January and 
February, 1955 a major factor in taking your business decisions?” (Their 
italics.) Almost 12 per cent (179) of the firms answering (1526) said that it 
was. Of these 179 firms, 40 per cent were in the engineering, shipbuilding, 
electrical, and textile industries. The rest were found among more than a 
dozen other industries. These firms reported deferment or reduction of in- 
vestment projects, or reduction or deferment of inventory purchases, or other 
action.%& 

The Committee, in commenting on this survey in its Report, states: 


The response rate... was relatively low, and it may well be that answers 
came for the most part from those who had some positive reaction to 
report .. . in discussions with us representatives of the Federation were 
not confident that these figures could be regarded ¿ as firm enough to be 
the basis for general conclusions.*® 


The first part of this statement suggests that those who did not answer the 
survey may have had a lower ratio of yes-to-no answers than those who did. 
This may well be: but it should be noted that the questionnaire contained 
dozens of questions on other subjects, so that the nonrespondents could have 
had many other reasons for not participating. 

As to the second part of the statement, I can find nothing in the Minutes 


“R, 386. 

R, 450-51, 489, 495. 

=R, 487. Sayers kept pressing the view on witnesses that an increase in interest rates 
will raise actual investment in the short run. His theory was that higher rates will lower 
consumption and so leave more room for investment, given aggregate demand. No witness 
accepted this, and it does not show up in the Report. See, e.g., MinE, 4189-92 5656-61. 


% Some of this material appears in the Report, R, 452-53. 
% M-2, 118-22, 
? R, 453, 
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of Evidence to support it. What I do find is a continual “hounding” of the 
witnesses, a barrage of counterarguments and suggestions from the Committee, 
until finally the witnesses wilt under extreme pressure and state that “it might 
not be so.” First of all, the Committee made it quite clear to the witnesses 
that it considered the figure of 179 out of 1595 “astonishingly high” and “most 
surprising,” especially in view of the fact that the firms at the time probably 
anticipated inflation. The witnesses, after some hesitation, finally agreed that 
the figure might indeed be surprising. The Committee then asked them 
‘ whether such expectations of inflation might not swamp the effect of higher 
‘rates [yes], whether other measures that accompany the higher rates might 
nat be responsible for reduced spending [very likely], whether the interest rate 
can be isolated from other influences [yes], and whether the interest rate is 
really a factor taken into account before investment is made [not a principal 
factor]. Having prodded the witnesses into saying that interest rates are 
relatively unimportant, the Committee next asked them how, in view of that, 
the interest rate came to be a major factcr with 179 firms. The answer and 
the Committee’s response to it follow: 


[First witness:] I am becoming nervous about how well the question 
was understood by these 179 people. [Second witness: | I do not think the 
179 merely took account of the rise in interest rates alone; they took it in 
the context of the other measures. It is not explicit in the answers, [First 
witness: ] We could go back to these 179 firms, and cross question them 
about this, and perhaps get more information. 


It is rather vital to our discussions. We have had so many people tell 
us over so many years that, at any rate in the manufacturing indus- 
tries, the rate of interest hardly affects these decisions at all, and one has 
come to think that whatever else Bank Rate changes can do they cannot 
do anything much about investment in the manufacturing industries. 
—— | Answer not relevant. ] 


And, finally, after the witnesses agreed that the factor of uncertainty in 
investment projects diminished the importance of interest rates—still another 
observation having nothing directly to do with the survey results—we find: 


That is exactly what the university lecturer says when he is lecturing. 
He is describing the position correctly when he says that? —— In my 
limited experience, yes. 


You will see why, after having had years of that, one finds these figures 
so surprising? ——— It is a complex of factors, and this expectation of 
inflation has, I am sure, been a- very prominent consideration in that 
complex. 


My experience as a partner in an issuing house is relevant [to what has 
just been said], I cannot remember a case where a company has come to 
my firm, and asked what the cost of money would be. [Answer not 
relevant. ] 





Is there not another aspect to this? A great deal of capital expenditure 
so classified is in fact a total of a very large number of small decisions 
taken throughout the period; in relation to those decisions all sorts of 
practical considerations of the market such as have been mentioned are 
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really far more riea and major considerations than the cost of money? - 
—— Yes,*° 


Well, the theory of the caved lecturer won out over the facts. “In dis- . 
cussions with us,” the Committee said—and I come back to this without- 
further comment-—‘“representatives of the Federation were not confident that 
“these figures could be regarded as firm enough to be the basis for general, 
conclusions.” i 

Another survey in March 1958 was taken by The Association of British - 
Chambers of Commerce, inquiring about the effects of the credit squeeze: ` 
after September 1957 on a wide range of companies. 16,000 questionnaires’ 
were sent out, but there were only 3404 usable responses. Of those stating that 
they had, since September 1957, experienced reductions in their turnover or 
in investment programs, only 4 per cent said they were due to the higher 
cost of borrowing, though 20 per cent attributed them to that plus tight money 
and restrictions of bank credit. And 30-per cent of those firms said that they 
had taken steps to reduce or pay off their bank borrowing because of increased 
costs.** After noting this, the Committee throws doubt on the results in this 
way: 

. . . but it may well be that the dramatic rise in cost, which certainly 

attracted much attention, was being blamed for reductions many of which ` 

were in fact dictated much more by expectations of a decline in the level 

- of activity than by the rise in the rate of interest.” 


Its concluding remarks about these two surveys are also interesting: 


The results of these questionnaires add up to substantial evidence that a 
proportion, big enough to be relevant to policy, of business firms were’ 
vaguely discomforted by the changes in monetary conditions in 1955-57, 
and especially in September 1957; but we have not found sufficient evi- 
dence to justify a conclusion that in the conditions of the 1950s the rise 
in interest rates would by itself have directly provoked a worthwhile cur- 
tailment of demand.** 


` 
Aside from what is “worthwhile,” the last part of this statement is necessarily 
true because the surveys did not seek to determine the amount of reduction | 
in demand due to higher interést rates but only the ‘number of firms reporting 
such a reduction, ~ 

A third survey was carried out, in October 1957, by the Birmingham 
Chamber of Commerce; questionnaires were sent to 3,400 member firms, and 
610 responded. 185 firms reported that they had postponed or cancelled plans 
after 1955 for new factory or office buildings, extensions to existing buildings, 
replacement of machinery or equipment, or orders for new machinery or 
equipment. Of these, almost 40 per cent attributed such reductions to the in- 
crease in interest rates on borrowed capital.“ 


* This is part of the full exchange found in MinE, 5566-5617. 
'M-2, 88-96; R, 453; MinE, 11119 (and footnote). 
2R, 453. 
» 8R, 453. 
“ M-2, 87-88. 
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During the hearings with the representatives of the Association of British 
Chambers of Commerce, this was brushed aside rapidly, in the following way: 


In the Birmingham inquiry about 40 per cent. of those who postponed or 
cancelled plans attributed this to an increase in interest’rates. That is a 
very high proportion. Did it not surprise you? I have no explanation 
of the results. It may be something that was peculiar to Birmingham. I 
wonder whether this may have had something to do with the recession 
in the motor industry. 


If we leave the Birmingham inquiry aside for the moment, and concen- 
trate on your own much more elaborate inquiry. .. .* 





As it turned out, the “moment” proved to be of infinite duration. 

That is by no means all of the evidence submitted to the Committee that 
ran contrary to its general conclusions. Nat all of the following evidence is 
clear-cut; in fact, much of it is at best sketchy, but all of it stood up under 
sharp questioning. 

For example, representatives of the British Engineers’ Association stated 
that higher interest rates increased their costs and so hurt their business; +° 
those of the Country Landowners’ Association testified that higher interest 
rates had cut back farm improvement projects substantially;*7 The Scottish 
Landowners’ Federation had essentially the same story, claiming that capital 
expenditures in agriculture and forestry had been reduced by higher interest 
rates and would almost certainly be stimulated if credit became easier;** for 
this reason capital expenditures were also reduced by wholesalers, and their 
demand for inventories was curtailed;*® it was the opinion of representatives 
of The Association of Investment Trusts that higher rates had cut back busi- 
ness spending all along the line;*° a furniture dealer said that the rise in rates 
in September 1957 caused him to reduce capital expenditures, and that an 
increase in the Bank Rate “does come very much into our planning for the 
present and for the future”;*" a dealer in wine and spirits offered similar testi- 
mony;°? witnesses for the Association of Municipal Corporations knew of sev- 
eral instances, involving water projects, housing programs, and so on, where 
expenditures were cut back because of higher interest rates;** a small amount 
of local authority’s expenditures was said to be affected by a change in rates; *4 
there is some evidence, though not much, that rubber merchants reduced 
inventories because of higher rates; a survey carried out by the Council of 
Scottish Chambers of Commerce found that one-third of those firms replying 
stated that they had taken steps after September 1957 to reduce bank loans 
because of the higher cost;°* the Commi:tee heard that the high cost of 
money was a factor in reducing inventories of automobile dealers;® it also 
heard that retail chemists reduced or postponed capital expenditures and in- 
ventory purchases partly because of higher borrowing costs, though this was 
qualified in response to questioning; a representative of the North of Scot- 


** MinE, 11169-70. “Mink, 6266-69. 

“ MinE, 6427-29. “ MinE, 6490-93, 6499.  MmE, 6734-47.  MinE, 7568-79. 

5 MinE, 8149, 8155-67, 8171-75, 8178. MinE, 8188, 8206. *MinE, 8263-66, 8276. | 
But see 8279 where this view seems to be modified. *MinE, 8544. * MinE, 8583-85. 

*%MinE, 8918. "MinE, 11360-62, 11414. “Mine, 11605, 11618-28. 
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land Hydro-Electric Board stated that higher rates undoubtedly slowed down 
their program for distributing electricity;*® the building of an hotel was de- 
ferred partly because of higher borrowing costs;® evidence was put forth 
that some wholesale tobacconists, timber people, and others reduced inven- 
tories because rates went up;® two bankers stated that the higher rates after 
September 1957 caused some businesses to reduce overdrafts; the ‘same was 
reported by other bankers, who further claimed that merchants, and to a 
lesser extent, industrial concerns reduced inventories and that some capital 
expenditures were curtailed for interest-rate considerations, though this view 
was modified under questioning; ®* London clearing bankers, too, reported that 
bank loans probably fell after September 1957 due to higher borrowing rates.* 
The Committee also had the opinions of several economists that a change in 
interest rates was effective in altering spending throughout the economy; 508 
and the Bank of England concurred with this.6° 

It is far from certain, of course, what all this adds up to, especially since 
an equally impressive list could be produced for the other side. But, as a mini- 
mum, it would seem that the Committee’s extreme conclusions are presump- 
tuous in view of the evidence it heard. 


V. Liquidity and Financial Institutions 


As I have noted, the Committee all but eliminates the money supply as a 
factor in the determination of interest rate levels; it believes that changes in 
-these rates have had little direct effect on spending; and it does not think 
that there is any direct, close connection between the money supply and 
spending. But, while money is shoved out of the house through the front door, 
for all to see, it does make its reappearance surreptitiously through the back 
as a part of general liquidity: and the most important source of liquidity is 
the large group of financial institutions.*” 

This is the reason the Committee devotes much space in its Report not 
only to the monetary system but also to the large number of nonbank financial 
intermediaries. The more important of these intermediaries are the discount 
houses, hire-purchase companies, insurance companies, superannuation and 
pension funds, Post Office Savings Bank, building societies, and investment 
trusts. At the end of 1958 the assets of this group exceeded those of the mone- 
tary system by about 60 per cent.*®® 

It is no simple matter to discover in the Report by what process the 
intermediaries alter liquidity, for the Committee shifts around from one point 
of view to another and never does get down to definitions. But its principal 
view seems to be that the public’s liquidity is composed not only of the 


° MinE, 11726, 

© MinE, 12287, “ MinE, 12992-96. ® MinE, 12952-55 

= MinE, 4976-86. “ MinE, 3617, 3646. © M-3, 178-82, 182-88, 95, 213. ® M-1, 35-38. 

“R, 125, 389. 

The monetary system is composed of the Bank of England, the London clearing 
banks, and the Scottish and Northern Irish banks. The assets of the separate financial 
institutions for several postwar years are given in the memorandum of the Central 
Statistical Office (M-1, 130-41), but the most recent data are in the Report, Table 20, 
and referred to in R, 313. 
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money supply but of the amount of money it can get hold of; at one point, 
the matter is put in even vaguer terms when it is stated that liquidity in the 
broad sense depends on “the amount of money people é#ink they can get hold 
of.”®? Since people can get hold of money from financial institutions, liquidity 
is increased when such additional borrowing sources become available: the 
greater the number of potential lenders, especially institutional lenders, the 
greater is the public’s potential liquidity, because it is then easier to raise 
funds.”° 

Put somewhat differently, the notion is that the proliferation and growth of 
financial intermediaries increase the demand for “bonds,” which “makes 
money more available” and stimulates spending for current output, even 
though the banking system is tightly controlled. With one possible exception, 
nowhere in the Report is there a statemeni as explicit as that, and nowhere 
does the Committee attempt to explain the process just described.’ The 
reader is simply left with the thought that if a new intermediary comes along, 
or if an old one grows, the aggregate demand for “bonds” is somehow in- 
creased—there is an increase in the supply of loanable funds, and more money 
is made available to potential spenders. 

The Committee fails to note that the extent to which this is true depends 
on whether the growth of iniermediaries reduces the public’s demand for 
money—and so money becomes vital to the analysis. This may be illustrated 
as follows. Assume that there are three financial assets—bonds, money, and 
savings deposits—which are liabilities of the public, the monetary system, 
and nonbank intermediaries, respectively. Assume, further, for simplification, 
that the assets of all financial institutions consist only of bonds. Then, in the 
usual definition, the supply of loanable funds is defined: 


(1) Supply of Loanable Planned saving by public 
Funds = 4 -+ Increase in stock of money 
‘ | — Increase in demand for money (hoarding). 


To simplify further, assume that saving and investment are done by different 
groups and that savers do not repay debts. Then planned saving is equal to 
the public’s increase in demand for bonds, money, and savings deposits; the 
public’s increase in demand for savings deposits is equal to nonbank inter- 
mediaries’ increase in demand for bonds; and the increase in the stock of 
money is equal to the monetary system’s increase in demand for bonds. Hence, 


(2) Supply of Loanable [ener in demand for bonds by the public, 
Funds = 4 nonbank intermediaries, and the monetary sys- 
| tem. 


It may be seen, then, that an increase in demand for bonds by nonbank 
intermediaries will increase the supply of loanable funds only if it is not 
accompanied by an equivalent or greater decrease in demand for bonds by the 
public and the monetary system. Suppose the public increases its demand for 


® R, 390. My italics. 
0 R, 316, 389, 390. 
™ The possible exception is R, 392. 
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savings deposits, enabling nonbank intermediaries to increase their demand 
for bonds. Given the public’s propensity to save, this means that there is a 
reduction in ‘the public’s demand for either money or bonds. If bonds, then 
the reduction in demand for bonds by the public is exactly offset by the in- 
crease in demand for bonds by nonbank intermediaries, and so the supply of 
loanable funds remains the same. On the other hand, if the shift is away from 
money, then the public does not reduce its demand for bonds, and neither 
does the monetary system reduce its demand for bonds (because a decrease in 
demand for bank liabilities will not alter the monetary system’s outstanding 
liabilities and so will not change its bond assets). Hence, in this case, there is 
a net increase in the supply of loanable funds. 

It is possible, therefore, that the purchase of bonds (lending) by nonbank 
intermediaries will not increase the supply of loanable funds. If it does not, 
then the public’s increase in demand for money and savings deposits is 
matched exactly by the increase in the stock of these assets. There are more 
“liquid assets” in the economy, but there is also an equivalent increase in 
demand for them. The amount of funds made available to the public, at given 
interest rates and other terms of lending, is exactly the same as before; the 
growth of nonbank intermediaries has not changed the over-all situation. 

It follows that the extent to which the growth of nonbank intermediaries 
will increase the supply of loanable funds (or “liquidity” in the Committee’s 
terms, i.e., the excess stock of liquid assets) depends on the degree of sub- 
stitutability between savings deposits and money, so that an answer to this 
question requires an analysis of the types of claims issued by the inter- 
mediaries. By concentrating on the asset side of the intermediaries’ balance 
sheet, and neglecting the liability side, the Committee fails to come to grips 
with the problem. Its failure to compare what is being withdrawn from the 
market with what is being issued to the market—or, put another way, its 
failure to consider the demand for liquid assets as well as the supply of them 
—is at the heart of the difficulty. This one-sided view is reflected in many 
conclusions in the Report: that nonbank intermediaries are important only 
because they lend; that banks are important not because they create money 
but because they make loans; that it is not the money supply that should be 
controlled but bank advances; and so on.” 

I cannot say that the Committee is wrong in stating that nonbank inter- 
mediaries have increased liquidity and the supply of loanable funds, and have 


%2 On this last point, the basic difficulty with the Committee’s approach stands out most 
clearly. It is stated that “regulation of the banks is required not because they are ‘creators 
of money’ but because they are the biggest lenders at the shortest (most liquid) end of 
the range ‘of credit markets.” (R, 504). That banks lend at the “most liquid end of the 
range of credit markets” is an argument against controlling them. The more the assets 
purchased by a financial institution resemble the liabilities it creates, the less need is 
there to control that institution, An institution, for instance, that purchased money and 
created money would not have to be controlled. (In another context, the Committee 
comes to this conclusion with respect to the note issues of Scottish banks which are 
backed by Bank of England notes.) Nor would one that purchased bonds and issued 
what the market considered to be identical bonds need to be controlled. Financial inter- 
mediaries become potentially more dangerous to the stability of the economy the more 
illiquid their assets are relative to their liabilities, given the rate and pattern of their growth. 
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done this in such a way as to exert a destabilizing influence on spending. 
These views may well be correct as appliec to postwar Britain. The point is 
that the analysis leading to these conclusions is faulty, which not only leaves 
the reader unconvinced of them but leads the Committee.down some wrong 
policy paths. 

The Committee raises the question of whether the destabilizing activities 
of nonbank intermediaries should be controlled as the banks’ are. On this it 
states: 


If we are right in believing that the level of total demand is influenced 
by the lending behaviour [the asset side again! ] of an indefinitely wide 
range of financial institutions, and not just by the supply of money, it 
might be supposed that we should substitute for the traditional control 
of the supply of money a complex of controls of that wide range of 
financial institutions. Such a prospect would be unwelcome except as a 
last resort, not mainly because of its administrative burdens, but because 
the further growth of new financial institutions would allow the situation 
continually to slip from under the grip of the authorities.” 


The Report later adds that: 


Any severely restrictive control of [bank] operations is certain, over a 
period of time, to be defeated by the development of rival institutions; 
during the interim, the community will have suffered loss by interference 
with the most efficient channels of lending. We therefore begin with some 
presumption against discriminatory control of banks, at any rate in ordi- 
nary times."* 


In principle, then, there should be no discriminatory controls on banks in 
ordinary times; but only as a last resort should controls be imposed on other 
financial institutions; and whether they are imposed solely on banks or on a 
wider range of institutions they are bound to be undermined in the long run 
by the development of rival institutions. Leaving this somewhat ambiguous 
principle, which, not surprisingly, was endorsed unanimously by the Com- 
mittee, it is stated that when you get right down to it the banks must be 
controlled.” However: 


If, in the light of future experience, it should appear desirable to rein- 
force the authorities’ power by raising the minimum liquidity ratios of 
the banks appreciably above their present levels, the practicability of 
imposing comparable restraints on other groups of financial institutions 
should be considered.”° 


The question of controlling other financial institutions was raised with 
«several witnesses, and other individuals expressed their opinions (or those of 
their organizations) in memoranda to the Committee. The most extensive 
discussion of this was carried on with M. H. de Kock, Governor of the South 
African Reserve Bank. Here is how a small part of it went: 


BR, 394. 
“R, 504. 
SR, 505. 
“ R, 509. See also R, 510-11, 527. 
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Does it follow from [your] argument .. . that there is a danger that 
when you operate on the quantity of money the banks as particular 
financial institutions may be penalized, and that, if you are going to 
operate a credit squeeze, it should if possible operate widely over the 
whole field of finance and not narrowly on one set of institutions? 
Yes. Years ago, when commercial banks were the main financial inter- 
mediaries, the authorities could by contracting bank credit achieve all 
that they wanted to achieve. In the thirties we considered that that was 
all that was necessary. Since that time the development of these other 
financial institutions has been far more active than that of the banks, and 
they are encroaching more and more on the field of the banks in all sorts 
of little ways; and today the banks are hampered in their attempts to 
follow the requests of the central bank.”” 





Roughly similar views were expressed by T. Balogh and by representatives 
of the Trades Union Congress.” There were of course many dissenters, among 
whom was Winfield Riefler, who was torn between two opposing views: that 
nonbank intermediaries, when borrowing funds from the public, have no 
effect on monetary equilibrium; and that such intermediaries, when creating 
money substitutes, do upset monetary equilibrium.”® He was not asked to 
reconcile these views. Others, including M. W. Holtrop, president of The 
Netherlands Bank, were on the same side. Holtrop stated that, inasmuch as 
nonbank intermediaries simply redistributed the community’s savings, there 
was no reason to believe that they would create a monetary disturbance, but 
that his bank, nevertheless, collected data on their activities—why, he did 
not say.®° 


VI. Debi Management and Monetary Policy 


The Committee’s views up to this point seem to leave us in a box. The 
money supply has little to do with the determination of interest rates; changes 
in these rates have had little direct effect on spending; spending is instead 
influenced by liquidity, which is increased when financial institutions lend; 
but only as a last resort should lending by nonbank intermediaries be di- 
rectly controlled, and only in emergency situations (as we shall see) should 
bank lending be so controlled. How is spending, then, to be regulated effec- 
tively by monetary techniques? 

The answer is that the authorities can ¿indirectly control the lending of 
financial intermediaries, and, hence, the liquidity and spending of the public, 
by changing the level and structure of interest rates. A rise in interest rates, 
for example, will slow down lending by these intermediaries to the private 
sector by imposing capital losses on their security holdings. Or, as Sayers put 


™ MinE, 9377. For de Kock’s full views on this, see M-1, 289-90. 

18 M-3, 37; MinE, 10172-80. 

This testimony is in MinE, 9822-27. Riefler also dealt with this problem in his 
memorandum, in which he stated that nonbank intermediaries play a neutral role in the 
saving-investment process and that control of the money supply has pervasive influences 
throughout the whele financial structure. See M-1, 301. 

°° MinE, 11812-18, For similar, though milder, statements, see the memorandum of 
The Bank of Australia, M-1, 249, and the British Treasury’s statements, MinE, 1607-11. 
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it during the hearings, “you insert the gelatine of uncertainty into their liquid- 
ity.”8+ Moreover, if the national debt is lengthened at the same time, the 
liquid-asset base of commercial banks will be limited and thus their lending 
depressed.®? 

This brings debt management to the head of the dis because it is the 
principal means of affecting the level and structure of interest rates, and the 
rate structure should be considered “the centre-piece of monetary action.” It 
is through this mechanism that regulation is exerted on the lending ability of 
banks and other financial intermediaries and on the public’s ability to spend.** 
The authorities, in managing the debt, should not concentrate exclusively on 
short rates but should give a lead to the market on long rates as well; it is this 
structure of rates they should keep their eves on and not “some notion” of 
the money supply.** In principle, during inflationary periods, the debt should 
be lengthened and interest rates raised; during deflation, the opposite policies 
should be followed.®® 

Thus the national debt, and not the money supply, becomes the focal point 
in the economy for the control of interest rates, and through these rates, for 
the control of institutional lending and thus the economy’s liquidity "and 
spending. In this set-up, banks are important because they are key lenders: 


It is the level of bank advances rather than the level of bank deposits 
that is the object of this special interest; the behaviour of bank deposits 
is of interest only because it has some bearing, along with other influ- 
ences, on the behaviour of other lenders.*® 


In looking upon the national debt as the focal point of financial control, the 
Committee claims that it is following the evidence submitted to it by Kahn.” 
But, when one looks at this evidence, it is apparent that the Committee has 
gone somewhat further than Kahn did. Kahn stated his main thesis on this 
point in the following way: 


Within wide limits it is possible to achieve any desired structure of in- 
terest rates by a suitable combination of monetary policy with manage- 
ment of the National Debt. The Exchequer, by issuing short-dated securi- 
ties in the place of long-dated, or vice versa, can secure the desired shift 
in relative rates of interest against the ptee ound of a monetary policy 
which operates on rates in general.®® 


Now Kahn further added that the authorities, in conducting a monetary 
policy, should not control the money supply “as an end in itself” but only 
because the money supply, other things given, determines the general level 
of interest rates.®° He underlined this by saying: 


5! MinE, 9366. 

& R, 374, 393. 

S R, 395, 514, 603. 

*R, 499, 395. 

SR, 562. 

"R, 395. 

"R, 393. 

58 M-3, 145. My emphases. 
®M-3, 145. His emphasis. 
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It is the lower level of interest rates, not the larger quantity of money, 
which exercises an expansionist influence . . . it is immaterial what 
changes in the quantity of money have to occur as part of the process of 
securing a particular desired behaviour of rates of interest.°° 


Kahn is clearly advocating a monetary policy that controls the money 
supply for the purpose of setting the general level of rates, and a debt policy 
that controls the composition of debt for the purpose of setting the rate struc- 
ture. But, presumably because of Kahn’s oft-repeated assertion that the money 
supply is not important as an end in itself, the Committee seems to have been 
misled into believing that he was de-emphasizing the link between money and 
interest rates, and thus removing money from any central role in policy de- 
cisions, that he was putting all of his eggs into the debt-management basket, 
and that he was advocating the structure of rates as the “centre-piece” of 
monetary action. In any case, the Committee in its Report and in its question- 
ing of witnesses seems obsessed with the idea of debt managers “doing some- 
thing” about the structure of rates, while control of the money supply as a 
means of influencing the level of rates, or the price level, receives only pass- 
ing mention, and then usually for the purpose of ridiculing the notion. 

Presumably, then, debt management should operate in this way: the 
managers set the general level of interest rates by forcibly playing on the 
expectations and confidence of the public; they then go to work on the struc- 
ture of rates by manipulating the composition of debt. In pursuit of this 
policy, debt managers may be called upon at times to change the level and 
structure of interest rates markedly. Also, in view of the record of the 1950s, 
rates would have to fluctuate very widely to affect spending directly. Are such 
fluctuations desirable? In answering this, the Committee states that if the wide 
fluctuations could be confined to the short-end of the rate structure the case 
for this policy would be fairly strong. But, since movements in short-term 
rates cannot much influence spending, either directly or indirectly, it is the 
long-term rates that must move. And there are three reasons why this policy 
should be rejected. First, while long-term rates can be raised quite high, the 
reverse policy of lowering them sharply during recessions would require a flood 
of liquidity into the economy that would play havoc with attempts at stability 
when the economic climate reversed itself;** and this liquidity would at the 
same time inspire a speculative swing against sterling. Second, widely fluctuat- 
ing long-term rates would gravely weaken the foundations of financial institu- 
tions, by involving them, when rates are rising sharply, in capital losses on 
large blocks of securities.°? Third, changes in long-term rates, no matter how 
marked, probably have little direct impact on spending in the short run. 


 M-3, 144. See also Kahn’s testimony, MinE, 10983-87. 

"This statement recognizes the connection between liquidity (lending) and the level 
of interest rates, and it is therefore in opposition to what I have called the dominant 
view of the Report on this matter. 

“R, 487-91. N. Kaldor, in his memorandum, advanced an additional argument against 
highly fluctuating rates: namely, that the average rate over time would then be higher, 
due to risk considerations, which would push the economy more toward consumption 
and away from investment, and so slow down its growth rate. He also felt that saving, 
under these conditions, would be allocated less efficiently to investment alternatives, M-3, 
148. 
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Inasmuch as short-run movements in interest rates, in the Committee’s 
opinion, can get at spending only through imposing capital losses on financial 
institutions’ security holdings, and inasmuch as this policy is rejected partly 
because it would “gravely weaken” the foundations of these institutions, where 
do we go from here? Well, the Committee states, interest rates do have a direct 
effect on spending in the long run, and they do influence institutional lending 
in the long run, so they should be used carefully and slowly in a way to set 
the general long-term tone of the economy.** 


Our conclusions on rate of interest policy are therefore that, while there 
can be no reliance on this weapon as a major short-term stabilizer of 
demand, the authorities should think of rates of interest—and particu- 
larly long rates—as relevant to the domestic economic situation. The 
authorities should not aim at complete stability of interest rates, but 
should take a view as to what the long-term economic situation demands 
and be prepared by all the means in their power to influence markets in 
the required direction.” 


To fill the policy gap in the short run, the Committee would like to see 
more use made of fiscal policy, as a short-run stabilizer (after some of its 
present defects are corrected), leaving monetary policy to act on the longer- 
term situation.” Thus, the standard policy prescription is turned on its head; 
it now reads: Use fiscal policy to iron out short-run fluctuations and monetary 
policy to guide the economy for the longer period. 

So much for poor old monetary policy in ordinary times. However, during 
an emergency, when the danger is that of “headlong inflation,” monetary 
measures should be used vigorously. This does not mean restriction of the 
money supply—for that is not important—but rather striking “more directly 
and rapidly at the liquidity of spenders.”®? Now, since most of us are immedi- 
ately inclined to identify the money supply as a major part of liquidity, these 
pronouncements seem contradictory, until we remember that, for the Com- 
mittee, liquidity often refers only to lending (or borrowing). So it comes as 
no surprise that the monetary measures the Committee has in mind in such 
an emergency are direct controls of capital issues, bank advances, and con- 
sumer credit—and perhaps the control of lending by nonbank intermediaries.®* 

The role envisaged for monetary policy, in ordinary times, as modest as it 
may be, nevertheless requires that the authorities take positive action from 
time to time to influence the level and structure of interest rates. The Com- 
mittee notes that during most of the 1950’s the monetary authorities con- 
centrated on short-term rates and were unwilling to admit “there was much 


SR, 492-97, 

“R, 498. 

R, 516-17. See also the Committee’s discussicn of this with the Treasury MinE, 
13311-22. 

Along these lines, for what is probably the mos: extreme statement ever made on the 


relative merits of fiscal and monetary policies, see the memorandum by I. M. D. Little, 
R. R. Neild, and C. R. Ross, M-3, 159-67, 


"R, 524, 
"R, 520-29. 
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scope for the exercise of official influence over long-rates’”’; it recommends that 
the authorities give a more positive lead in the long end of the market. 

This seemingly innocent recommendation was actually the upshot of a 
running debate between representatives of the Bank of England and the 
Committee that was one of the hottest of the hearings, rivaling even those of 
recent years in this country between the Federal Reserve and its Nemesis in 
Congress. The Bank authorities defended, with the greatest of moral fervor, 
the doctrine that they do not, and most certainly should not, influence in any 
direct way the level of long-term rates; and, moreover, at times they argued 
that they should not exert such influence, except on a very temporary basis, in 
any indirect way, such as by operating at the short-end of the market. They 
simply “follow the market,” permitting the natural forces of supply and de- 
mand to determine the level of rates. Spokesmen of the Bank were never 
ready to concede that operations at the short-end were meant to influence the 
entire rate structure, though they did think that at times their operations 
probably did have some impact on long-term rates, undesirable and annoying 
as that may have been.?°° 

At one stage, Bank officials were asked why, in view of strong inflationary 
pressures, they did not act more energetically in getting long-term rates 
higher. The answer and subsequent exchange follow: 


I want it to be quite clear that we do not set out to intervene in a trend. 


Even though it was reasonably plain that the reason for the action was to 
establish a long-term rate of interest that was needed to the general eco- 
nomic health of the country? -—— Yes, even doing one’s best to make it 
plain that “it hurts me more than it hurts you.” 


Bank officials felt that their operations had not in fact pushed up long 
rates, that these rates had increased because of the public’s fear of inflation,” 
and that it was really the impersonal forces of supply and demand that had 
“a pretty big influence” on long-term rates.: Under questioning, however, 
it was admitted that the Bank could affect both supply and demand, but the 
officials made it clear that under no conditions would they wish to do this in 
any direct way, because such a policy would lead the public to cry “stinking 
fish” at government securities and would damage Her Majesty’s Govern- 
ment’s credit. But the officials were hard put to defend this position: 


When you say that “it would greatly damage the Government’s credit,” 
what effect have you in mind there? Put briefly, that if we have just 
issued a new stock at, let us say, 100, and we then proceed actively to 
sell it down ourselves to 95, we have largely by our own direct actions on 
that security forced a book loss of five points on the people who took 
the security at 100. 


*R, 428 
: ; 
This is noted in R, 428, 552, 583. The Committee states that “we were sometimes 
assured that the bill rate has practically no connection with long rates.” 


 MinE, 1884, 1887. See also MinE, 1792, 1796, 1804, 1845. 
1 MinE, 1849-31. 
8 MinE, 1870, 
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It operates in a similar way in your sales of Treasury Bills from day to 
day; the Bank Rate will very definitely affect the Treasury Bill rate. 
You impose a loss on all holders of Treasury Bills? —— I accept that, 
but that is the recognized play of the money market. 





Why is the one transaction objectionable and the other not? —— The 
Treasury Bill and short bond market is a technical market, where these 
things are clearly understood . . . [The institutional market is different] ; 
if, shortly after you bought [a security] at 100, you found someone else 
buying it at 92 or 93 your confidence would be very seriously reduced. 
We cannot afford to impair people’s confidence. . . .1°4 


VII. The Bank's Status, Sterling, and Statistics 


In the foregoing, I have neglected several areas that received much atten- 
tion in the Minutes of Evidence and that were dealt with at some length in the 
Report. There is space only to skip across the high points of three of these 
areas. 


A. The Status of the Bank of England 


The Committee rejects the theory that the Bank of England should be 
completely independent of political influence.?°® It believes that the function 
of the Bank “is to act as a highly skilled executant in the monetary field of 
the current economic policy of the central Government,” and that “the policies 
to be pursued by the central bank must be from first to last in harmony with 
those avowed and defended by Ministers of the Crown responsible to Parlia- 
ment.” The Bank should generate advice, views, and proposals of its own, 
but the will of the government should be paramount.?” 

The Committee’s opinions on the status of a central bank were not shared 
by Riefler, whose comments on this subject prompted the committee to ask: 


This means, leaving Congress on one side, that, as between the Adminis- 
tration and the Federal Reserve on an issue of policy, the initiative and 
the last word rest with the Federal Reserve? Suppose that the Adminis- 
tration want a certain economic climate tc be created, they can merely 
discuss their desires with the Federal Reserve? The only question 
that comes up relates to the reading of the business and credit situation. 
Sometimes there are differences of view. The question then is whose 
judgment is going to prevail. Our position is that obviously the people 
who are more specialized in reading the business and credit situation 
have to make the judgment. It would make no sense to have us try to 
make a judgment on what the business and credit demand is, and then 





1 MinE, 1849, 1855-60. For a fuller discussion of these questions, see MinE, 1762-63, 
1792-1805, 1841-98. The Committee’s views are in R, £51, 575-76. The Treasury’s position 
was much the same as the Bank’s; see MinE, 2387-98, 2953-72, 2799-2995, 

Subsequently, the Bank did use open-market operations to influence long-term rates. 
For a justification of this and a slight modification of its initial position, see MinE, 11919, 
12000-01, 12008-14, 13416, 13453. This change is discussed by the Committee in R, 341, 
428, 553. 

E R, 768. 

E R, 767, 769. 


W R, 761-62. See also MinE, 256-58. 
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have somebody else super-imposing another judgment. It ought to be 
made by whoever is most capable of making it.1°8 


Riefler returned to the point later: 


If the System is in this way by statute independent of the executive, and 
therefore from direct political pressure, and also independent of private 
interest, is the argument ever heard that, by being so insulated, they are 
in an ivory tower and out of touch with what is going on in the length 
and breadth of the United States? Yes, Mr. Elliott Bell does say 
that in Businessweek [sic]; anyone wishing to criticize the system is very 
likely to say that. I do not think it is taken very seriously. The system, 
through the directors of the Banks and the branches, and through its 
contacts, is intimately bound into the structure of the economy. In a sense 
it is the most important recorder of the state of the economy of the 
country; often the same people who are opposed to some action taken 
and who raise the cry of the “ivory tower” rush to us to corroborate any 
judgment they have on economic questions.°° 





The Report recommends the formation of a Standing Committee which 
would be advisory in character; it proposes that changes in the Bank Rate 
be made in the name of the Chancellor; and that part-time directors of the 
Bank be retained, a subject that had been discussed at length before the 
Parker Tribunal.?*° 


B. International Aspects 


The Committee says nothing in this portion of the Report that will upset 
foreign confidence, steps gingerly around many touchy issues, and generally 
approves of official postwar policy toward sterling. 

It has little confidence in the ability of changes in short-term rates to cor- 


3 MinE, 9407. 


1 MinE, 9454. Compare Riefler’s statement with that of the Governor of the Bank of 
England, who said in part: “I have no doubt that in modern conditions it is proper 
that Government should have the final word on policy and that the central bank should 
not be free to pursue a completely independent line.” MinE, 12813. 


ER, 771, 773, 778-87; MinE, 262-63, 269. A similar body has been suggested here 
many times in recent years, but the proposal has been attacked partly because it would 
jeopardize the independence of the Federal Reserve. Four years ago, before the Joint 
Economic Committee, Elliott Bell submitted a remedy: 

If... it is felt that the Federal Reserve Board is so sensitive that contact with the 

President would corrupt it, then I suggest there might usefully be formed a Na- 

tional Economic Council without regular representation by the Federal Reserve Board. 

In this event, the Fed might be invited to send an observer with the express under- 

standing that he could sit near an open door ready to fly to the sanctuary of Con- 

stitution Avenue if he felt the danger at any point of political contamination, 


See Hearings before the Subcommittee on Economic Stabilization of the Joint Economic 
Committee, on December 10-11, 1956, p. 7. 

The Committee received and heard an unusually large amount of evidence concerning 
the status of the Bank. For the Bank’s views, see M-1, 5-9; MinE, 249-86, 752-60, 
12813-900. For opinions of part-time directors of the Bank, see M-1, 44-45; MinE, 
12066-188. Riefler’s statements are found in MinE, 9395-9407, 9422-36, 9452-54. The 
views of former Chancellors and others are found in M-3, 47-48, 70-71, 207-11, 248-49; 
MinE, 11250-99, 12301-640. 
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rect balance-of-payments difficulties. “We have had little evidence of actual 
movements of funds in response to changes in short-term rates... ,” though 
it adds that there is some indication that a rise in long-term rates has induced 
purchases of long-term securities in London. However, “the fact that changes 
in rates have had only a limited effect on the movements of funds in a period 
when sterling was weak does not imply that they will be correspondingly in- 
effective if sterling is strong.” Rather than relying on movements of interest 
rates, it perhaps would be better at times to support the forward rate of ex- 
change, though many weaknesses of this proposal are noted.*** The Committee 
favors a fixed parity for sterling, rejecting freely fluctuating exchange rates, 
which were advocated by James E. Meade, and devaluation as a policy, 
“though as a way of escape it cannot be excluded,” ™=? 

Despite the recent improvement in reserves, the Committee states that they 
are still far from adequate; but it is noted that the U.K.’s problem in this 
respect is really part of a world-wide “shortage” of international reserves rela- 
tive to levels of trade.*** This raises the question of whether there should be 
a substantial increase in the world price of gold, a proposal that is rejected 
by the Committee as not “immediately necessary [nor] the most helpful 
approach to the problem of international liquidity.” Moreover, an increase in 
the price of gold would alter the existing distribution of reserves “very much 
in favor of the countries that are most amply provided. ”™ 

It is felt that this problem can best be attacked by utilizing existing inter- 
national machinery, such as the International Monetary Fund, but the Com- 
mittee believes that in its present form the IMF has many defects. Several 
suggestions are offered to remedy these defects, including relaxing the require- 
ments on drawing rights, but the Committee seems more enthusiastic in 
suggesting that the IMF might be turned into an international central bank, 
with its own unit of account, along the lines originally suggested by Keynes.?"5 

The Committee approves the steps taken toward convertibility and non- 
discrimination in trade. It is hopeful about the international position of the 
United Kingdom, and believes that the dollar problem “is likely to be more 
intermittent and less intractable than is sometimes supposed, and that it has 
already changed in character, and is likely to continue to do so.”!6 It is re- 
ported that the Treasury is looking ahead to a larger current account surplus 
in the early 1960s." This is all to the good, because it is necessary “to main- 
tain a balance of payments sufficiently favorable to leave a margin for loans 
and other investments. This margin must be correspondingly widened to allow 
of grants in aid of colonial development.” Since, however, it is better for the 
United Kingdom to use its surplus more to build up reserves than long-term 


uR, 695-702, 703-07. See the Treasury's spirited objection to the support of the 
forward rate in M-1, 121-22. 

#2 R, 716, 719-22, 728. 

3 R, 670-71; Mink, 2531. 

n R, 672-74. 

1 R, 678. 

ER, 684. 
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assets, other sterling countries should be encouraged to borrow more in other 
areas of the world.*® But the United Kingdom should remain a major source 
of capital to the Commonwealth even if it has to borrow abroad for this pur- 
pose.1?° 


C. Financial Statistics 


Although many trade associations, the Bank of England, the Treasury, and 
others submitted economic data to the Committee that had not previously 
been published,??° the Committee was frequently handicapped by a lack of 
information on matters into which it was inquiring. The Committee discussed 
this problem in its Report at some length and carefully pointed out the means 
of correcting it.1?4 As anyone who is at all familiar with the paucity of British 
economic data might guess, the Report called for more reporting and publish- 
ing of statistical series in almost every field of conceivable interest to the 
authorities and the informed public. This required a certain amount of courage 
on the Committee’s part, considering what it went through in its examination 
of some witnesses. To give the reader some idea of this, I cannot do better 
than follow through the trials and tribulations of the Committee in its attempt 
to gain one small piece of information—that on the distribution of invest- 
ments held by commercial banks. The Committee, early in the game, con- 
fronted the Bank of England: 


What information does the Bank of England now receive from the clear- 
ing banks about their investments? I should like to take that one 
away, Mr. Chairman; you see, the banks are our customers.??? 





Rebuffed there, the Committee turned next to the Treasury, in this way: 


Then is it the case that the holdings of the clearing banks, in the cate- 
gories, say, nought to five year bonds, five to ten, ten to fifteen, or what- 
ever the broad categories may be, are not known in aggregate either to 
the Bank of England or to the Treasury? There is no regular return 
to my knowledge; but it is not true that we do not know.*?3 





Since the Treasury knew but was not telling, the Committee raised the 
question with the London clearing bankers: 


It is suggested that the aggregate figure of the distribution of the clear- ' 
ing banks’ investments may be an important thing from the point of view 


18 MinE, 2492-2507, and p. 956. 

™ R, 741-47. The Bank’s views on the international aspects in M-1, 13-17, 34-35; 
MinE, 833-947, 948-71; the Treasury’s in M-1, 105 112-22; MinE, 2483-2615, 3211-22, 
9695-9734. Economists addressed themselves to these issues in M-3, 71-76, 132-36, 243. 

*°The Bank presented a memorandum on the current sources of banking statistics 
(M-1, 66-70); the Central Statistical Office prepared data on sources of financial and 
economic statistics relating to the monetary system and on assets of financial institutions 
(M-1, 129-62); The National Institute of Economic and Social Research presented a 
comprehensive memorandum on financial and economic statistics (M-3, 3-27); and the 
many data presented by trade associations are found throughout the evidence. 

"The recommendations are found principally in Ch. 10 of the Report; but see also 
R, 366-67, 580, 582, 629. 
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of an informed study by the public. The question is: could that have any 
adverse effect upon the interests of the banks, as banks? { Mr. 
Robarts] I should like to consult Mr. Tuke on this point. [Mr. Tuke] I 
have been brought up in an atmosphere of not disclosing our affairs or, so 
far as possible, any of these things; and (though perhaps I have no right 
to say this) I should want to be convinced that it really was in the inter- 
ests of the country that these things should be disclosed. If I was told 
that there was, a sufficient reason, other than what I would call curiosity 
to know about these things, then it might outweigh our disinclination to 
disclose figures. But we have this natural disinclination. 





A great deal of our discussion this morning had to do with the liquidity 
of the banks. Would you not agree that în that connection it was of in- 
terest to know something about this? Mr. Robarts has told you the 
sort of way in which we try to divide these investments up in pretty well 
equal tenths. I would support that. That is our policy, always, in prac- 
tice, with a bias at the lower end; there is more under five years than 
over. 





Would there be any more significance in knowing the proportion of your 
investments under five years than in knowing the money at call and short 
notice, which you do disclose? —— If we give you the figure of stocks 
under five years, someone will come along and ask for more information; 
they will want to know the figure for stocks under two years.3** 


Undaunted, the Committee later tried out the Scottish bankers on this 
delicate issue: 


Do you not think that it would be useful if figures for the distribution of 
your investments by maturities were available to the public? ——- This 
question rather takes me by surprise. If ... it appeared in a certain 
month that the Scottish banks were going longer in investments, what 
reaction would the public have to that announcement? 


Let us for the moment leave the public out. Suppose that you were a 
monetary authority and concerned to operate a monetary policy on behalf 
of the Government; would not the availability of the figures on this ques- 
tion be important to you? It might quite well be important, and the 
Scottish banks would probably be willing to give this information, if it 
were known that it was not for public dissemination." 





Finally, about a year later, the Committee raised the question again with 
the London clearing bankers, with the following disastrous results: 


Subheading (ii) also relates to the division of your figures of holdings of 

gilt-edged securities between under five year bonds and over five year 

bonds. Would you see objection to disclosure of that to the public at some 
. interval? I would see the very greatest objection. 





You observed this morning that I was in some doubt whether any sub- 
stantial change had taken place since before the war in this distribution. 
I imagine that, if we are in doubt, the general public would be still more 
in doubt? —— The general public would not think anything about it. 


1 MinE, 3862, 3864-65. 
15 MinE, 5042-43, 
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I was referring to the informed public. There have been discussions of this 
in the financial Press? Not altogether well informed, if I may say so. 





We are not at 





Would it not be better if they were well informed? 
all keen on the ‘idea of publishing them to all and sundry. 


What is the reason for this? Everything can be picked up by certain 
financial journalists who will fasten on anything which could in any way 
be used to the detriment of the banks’ wellbeing. 





You are giving more rope to the people who make uninformed comments. 
Is that what you really want? We do not want the public to discuss 
our affairs. ts 





That should be enough to indicate the nature of the barriers that faced the 
Committee, but I cannot refrain from reporting one more exchange. The Com- 
mittee suggested to the clearing bankers that it would be of interest to have 
quarterly figures analyzing bank deposits as to holder. The bankers’ answer 
to this was: 


Professor Cairncross used the word “interest”; if I may say so without 
disrespect, if it is merely a question of interesting academic economists 
I am not very anxious to spend a great deal of money on that. 


Do you not think that academic economists have contributed to an under- 
standing of monetary policy? —— They all quarrel amongst themselves, 
so that one does not know what to believe.” 


Finally, for anyone interested in further pursuit of this matter of statistics, 
he could do no better than follow the Committee in its quest for the market- 
able security holdings of the Exchange Equalization Account in 1939, a real 
thriller with a surprise ending.1?° 


VIIL Concluding Remarks 


An English visitor here, when asked what he thought of the Radcliffe Re- 
port, replied that it was “woolly.” He undoubtedly meant that it was con- 
fused and hazy. But there is a colloquial meaning of the word, which is 
“attended with unusual excitement,” as a woolly melodrama. The Report 
is certainly woolly in both senses. 

It is exciting because the Committee’s undertaking was hazardous from the 
very beginning, being nothing less than the development of a general theory 
of finance that would explain the impact of financial variables on the postwar 
British economy. And it must be said, considering the string of celebrated 
witnesses that paraded before it, that the Committee received surprisingly 
little help in its main task. In view of all this, not to mention time limitations, 
the Reporé it turned out, for all its deficiencies, is remarkable. The macro- 
cosmic view the Report gives of the world of finance will leave many monetary 
theorists and policymakers uneasy in their self-imposed exile to a small corner 


18 MinE, 13247-52. My emphasis. 
2 MinE, 13234-35. 
#8 MinE, 2848-55, 3223. 


700 THE AMERICAN ECONOMIC REVIEW 


of this world. If it does nothing more than open up this larger world to them, 
it will have served a worthy purpose. 

But at the same time, in its analysis of this wide, wide world there seems 
to be confusion everywhere—in the role of the money supply, in the concept 
of liquidity, in the analysis of nonbank intermediaries, in the discussion of 
interest rate determination, in the exalted role assigned to debt managers, and 
so on. Even so, though this is the Report at its worst, it can still be judged 
an honorable failure. “Honorable” because, as Zarathustra reminded the dying 
rope-dancer, there is nothing contemptible in making danger one’s calling, nor 
in perishing in that calling. Nothing contemptible; but still, in the way it all 
ended, something distinctly sad. 


. COMMUNICATIONS 


The Public Debt: A Burden on Future Generations? 


“Personally, I do not feel that any amount can be properly called a surplus as long 
as the nation is in debt. I prefer to think of such an item as a reduction on our children’s 
inherited mortgage.” 

—President Eisenhower, State of the Union Message, January 7, 1960. 


Two things are certain. The first is that, whatever else this quotation from 
President Eisenhower’s State of the Union Message may imply, the President 
appears convinced that the costs of debt-financed public projects can be 
passed on to future generations. The second is that the popular economics 
textbooks of our day are nearly unanimous in their rejection of this “naive” 
view of the public debt. The purpose of this brief note is to suggest that in 
this instance it is the President who is—in at least one highly important 
sense—right.+ 

The basic question at issue seems simple indeed: Can the “real burden” of 
a public project financed by a privately held internal debt be shifted from one 
generation to another? The usual economics textbook answer to this question 
is that the burden can ot be shifted to future generations because government 
spending must drain real resources from the community at the time the gov- 
ernment project is undertaken (assuming full employment of resources) re- 
gardless of whether the project is financed by borrowing, taxes, or money 
creation. As Samuelson puts it: “To fight a war now, we must hurl present- 
day munitions at the enemy; not dollar bills, and not future goods and 
services,’ 

What is wrong with this by-now-standard argument? Absolutely nothing, if 
the real burden of the debt is defined as the total amount of private consump- 


+J. M. Buchanan [1] is one of the few contemporary economists to argue in favor of 
the proposition that the real burden of a public debt cam be shifted to future generations. 
It was Buchanan's stimulating book that started the train of thought that has resulted in 
the argument contained in this paper. The reason for the present paper is that while 
Buchanan has arrived at essentially the same conclusion, he has apparently not succeeded 
in convincing very many people that he is right—at any rate, he has not convinced 
several reviewers of his book (see, for example, the reviews by Rolph [5], Lerner [4], 
and Hansen [2]). Perhaps the reason these reviewers have not accepted Buchanan’s con- 
clusion on this point is that ‘Buchanan: (1) does not always define “real burden” in a 
sufficiently clear manner; (2) defines “generation” in such a manner that the same person 
can be considered a member of many different generations [1, pp. 33-34]; and (3) relies 
on what Rolph [5, p. 184] has called a “proof by indirection.” We have tried to avoid 
these pitfalls. 

*{6, p. 351]. Among the widely used elementary texts, C. L. Harriss’ book [3, pp. 689- 
97] seems to come the closest to accepting the line of argument presented here. However, 
Harriss’ exposition is badly impaired by an unclear distinction between “real costs” and 
“money costs.” All writers seem to agree that the so-called “transfer payments” necessitated 
by a public debt involve real burdens in the sense that taxes used to meet interest payments 
may impair incentives to work and save. Neither this aspect of the debt problem nor the 
relationship between the public debt and economic stabilization are discussed in this paper. 
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tion goods given up by the community at the moment of time the borrowed 
funds are spent. Under this definition of real burden, the cost of the public 
project simply must be borne by the generations alive at the time the borrow- 
ing occurs. . 

There is, however, another definition of real burden which permits, under 
certain circumstances, present generations to shift the burden to future gen- 
erations. And this definition, we submit, is a more accurate representation of 
the everyday notion of burden and is a more sensible concept for deciding if 
the real cost of a certain project can or can not be postponed to future gen- 
erations. Let us define the real burden of a public debt to a generation as the 
total consumption of private goods foregone during the lifetime of that gen- 
eration as a consequence of government borrowing and attendant public spend- 
ing. (For the moment, we are not taking into account the benefit that may 
result from the public expenditure, and so we are talking about a “gross bur- 
den.”) Our preference for the lifetime of a generation as the unit of account 
is based on the proposition that people can and do forego consumption at a 
moment of time in order to be able to consume more later, and that to tse 
the amount of consumption foregone at any ane moment of time as some sort of 
index of the over-all sacrifices made by a generation is misleading. 

Let us now consider the following situation. Assume a full-employment 
economy. Assume further that there is within the society an identifiable 
“generation” of people, all of whom are, let us say, 21 years old. Suppose that 
at a given moment of time the government sells bonds to the private sector 
of the economy in order to finance public project X°? and that all of these 
bonds are voluntarily purchased by the group of 21-year-olds, whom we shall 
refer to as Generation I. 

To determine the allocation of the burden of public project X between 
generations, consider a point of time 44 years later when all members of Gen- 
eration I are 65 years old and the rest of the community is made up of a 
Generation II, whose members are all 21 years old. Suppose that at this mo- 
ment of time all the members of Generation I who own the still outstanding 
government bonds sell these securities to members of Generation II and use 
the proceeds for the purchase of consumer goods during retirement. 

In this case it is clear that the lifetime consumption of the members of 
Generation I has not been reduced even though the total subtraction from 
the production of private goods due to the carrying out of public project X 
took place during their lifetime. The reason is simply that the saving repre- 
sented by Generation I’s origina! purchase of the bonds has been matched by 
the dissaving resulting from the later sale of the bonds to Generation II and 
the subsequent spending of the proceeds. Conclusion: Generation I has not 
assumed any of the burden entailed in financing public project X by the 
issuance of government bonds. (For the time being, we ignore the interest 
charges on the debt.) 

Let us now examine the situation of Generation IT. If the government makes 


2 At this juncture, the precise characteristics of the government project are best left 
unspecified. The relevance of the particular type of government project undertaken will 
be considered shortly. 
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no effort to retire the debt during the lifetime of Generation II, and if Gen- 
eration II sells its bonds to Generation III, then Generation II also escapes 
the burden of paying for the public project, and so on. To make a potentially 
long story short, suppose, however, that during the lifetime of Generation II 
the government decides to retire the debt by levying a general tax in excess 
of current government spending and using the surplus to buy up the bonds 
that are now held by members of Generation II. The inevitable outcome of 
this decision is a reduction in the lifetime consumption of Generation IT. 
The taxpayers of Generation II forego consumption in order to retire the 
debt and yet the bondholders of Generation II do not experience any net 
lifetime increase in their claims on consumption goods since they are simply 
reimbursed for the consumption foregone at the time when they (Generation 
II) bought the bonds from Generation I. Conclusion: the burden of public 
project X rests squarely on Generation IJ, and not on Generation I. 

The skeleton of our argument is now complete: While the resources con- 
` sumed by a debt-financed public project must entail a contemporaneous re- 
duction in private consumption, the issuance of government bonds permits 
the generations alive at the time the public project is undertaken to be com- 
pensated in the future for their initial sacrifice. Generation I merely makes a 
loan of its reduced consumption, and the real reduction of consumption is 
borne by the generation(s) alive at the time this loan is extinguished. Conse- 
quently, even though the real private consumption of the ‘community as a 
whole need not be altered by the growth of the public debt, it is still possible 
for the distribution of the community’s private consumption between genera- 
tions to depend on whether or not public projects are debt-financed. 

One other form in which the general argument that no burden can be 
passed on to future generations often appears is the “we owe it to ourselves” 
or “assets equal liabilities” version:* No burden can be passed on because cor- 
responding to every asset in the form of a government bond outstanding there 
is an equal liability in the form of liability for taxes to meet the interest 
charges and to repay the principal of the debt. Since there are always these 
two offsetting sides to the debt instrument, the argument proceeds, future 
generations can not be handed any burden since when our taxpayer-children 
inherit the tax liability our bond-holder children will acquire an equal asset. 

The difficulty with this argument is simply that the asset and liability sides 
of the public debt are “passed on” in significantly different ways. In so far as 
the government bonds are acquired by Generation II by purchase rather than 
bequest, the recipients of the bonds have only received a quid pro quo. On 
the other hand, the members of Generation II who are handed the tax liability 
are not reimbursed for accepting this liability. From the vantage point of 
Generation I, the bondholders in this generation received claims on consump- 
tion in exchange for the asset (bonds) which they sold to Generation IT; at 
the same time, the members of Generation I as liability-holders passed on 
their tax liability to Generation II by the simple expedient of dying, and 
thus did not have to give up consumption goods to get rid of the liability. 


“For a fuller exposition of this line of argument, with references to the literature, see 
[1, pp. 4-14, and passim]. 
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Consequently, unless Generation II can in turn pass its assets on to Genera- 
tion III by sale while at the same time passing on its liability without making 
a compensating payment, the burden of the debt will be borne by Generation 
TI. . 

We come now to the question: How about interest payments? We shall 
argue that the interest payments on the debt represent some burden on each 
and every generation that must pay taxes to make such payments. 

To show why this is so it is necessary to reconsider the meaning of our 
definition of real burden—namely, “the total consumption of private goods 
foregone during the lifetime of a generation.” Thus far we have implicitly 
assigned all amounts of consumption enjoyed during the generation’s lifetime 
equal weights in arriving at total lifetime consumption, and have disregarded 
entirely the stage in a generation’s lifetime at which various amounts of 
consumption were enjoyed. Consequently, we were able to argue that a gen- 
eration which gave up a certain amount of consumption early in life to buy 
bonds and then was able, by selling the bonds later in life, to enjoy the same 
amount of consumption during retirement years had avoided all of the burden 
involved in the debt financing of project X. The difficulty with this treatment 
is obvious. So long as people have a positive rate of time preference (that is, 
prefer present consumption to future consumption), they will feel that they 
have made a sacrifice if they give up a certain amount of consumption in 
their youth and then receive back exactly the same amount of consumption in 
their old age. 

If we assume that the interest rate on the government bonds approximates 
the generation’s rate of time preference, then the interest payments on the 
national debt serve to compensate the owners of the debt for their willingness 
to forego consumption early in life, and thus (along with the recapture of 
the principal late in life) serve to make the discounted value of the lifetime 
consumption of the bondholders the same as it would have been if project X 
had never been contemplated. 

Turning now to the tax side of the interest transaction, it is clear that the 
tax payments needed to make interest payments represent a real reduction in 
the lifetime consumption of the people paying the taxes. Furthermore, since any 
given year’s debt service is paid out of approximately contemporaneous tax 
payments, the same generation that receives the interest payments will be 
making a large part of the tax payments. The inescapable conclusion is that 
while the interest payments (along with the repayment of the principal) do 
not increase the discounted lifetime consumption of a generation, the tax 
payments do decrease lifetime consumption. Consequently, the discounted life- 
time consumption of the generation is, on balance, reduced by the existence 
of debt service. This burden represents the real loss of welfare incurred by 
the generation as a consequence of the fact that it postponed its consumption 
but did not—because it received in interest payments only what it paid in 
taxes—receive any compensation for this distortion of its preferred consump- 
tion pattern. 

The reason that in our discussion of interest payments we have spoken of 
“a” generation or “the” generation ‘s that this burden (measured now in 
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terms of the reduction in the discounted value of the generation’s lifetime 
consumption) is borne, of course, by each generation that pays a service 
charge on the debt. Consequently, even if the principal value of the debt is 
continually passed on, each generation bears a burden in the form of an 
uncompensated distortion of its preferred pattern of consumption. 

So far we have avoided consideration of the type of government project 
financed by the initial borrowing. Actually, whether the government funds are 
spent wisely or foolishly is largely irrelevant to the question at issue here; for 
we are concerned solely with the allocation of the real cost of debt-financed 
government spending between generations and not with the allocation of the 
benefits of the government spending over time. Consequently, our conclusion 
that it is possible to shift at least a part of the cost to future generations does 
not imply that the absolute well-being of the future generations has been 
worsened by the combined borrowing and spending operation. If the bor- 
rowed funds were spent on a project whose benefit stream extends far into 
the future (for example, on fighting a “war-to-end-wars”), then the generation 
that assumes the main burden of the debt may still be much better off than 
if the debt had never been incurred. Our point is simply that the use of bor- 
rowing—as opposed to taxation or money creation—has improved the lot 
(measured in terms of lifetime consumption) of the first generation relative to 
the lot of succeeding generations.® 

There is one final qualification to our argument. We have constructed a 
somewhat simplified case by assuming that all the bonds held by Generation 
I are sold to Generation II and that the proceeds are used entirely to increase 
consumption during the remaining years of Generation I’s life. If, for example, 
all the members of Generation I were to will their bonds to Generation II, 
all real sacrifice of consumption would be borne by Generation I. Nevertheless, 
in spite of this simplification, the argument undoubtedly contains a large 
measure of relevance for the real situation. Purchasers of bonds, during a 
war for example, lose current consumption and receive marketable securities 
which surely are at least in part intended for conversion into spending on 
consumables in later years. The resulting claims upon consumer goods are 
realized at a time when they draw against the productivity of new members 
of the community who would otherwise enjoy a higher level of consumption. 
The existence of the marketable bonds undoubtedly makes possible at least 
some transfer of real income between generations. 

Our conclusion that the real cost of debt-financed government spending 
can (at least in part) be transferred to future generations does not, of course, 
establish any prima facie case against deficit financing or in favor of the 


ë There is a second, closely related reason for not tying the argument of this paper to a 
particular government expenditure, whether it be the construction of public schools or the 
giving of an enormous fireworks display. If, at the time public debt is issued, the govern- 
ment is spending money for many activities and financing these activities by taxes (and 
perhaps by money creation) as well as by borrowing, then it is hard to see how one can 
impute any specific project to any specific method of finance. The fact that we cannot 
solve this version of the imputation problem is irrelevant to the basic proposition that 
the cost of debt-financed government projects can be passed on to future generations, 
and thus cannot be used to disprove this proposition. 
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prompt retirement of the national debt. For one thing, to the extent that pub- 
lic projects undertaken today aid future generations, it may be fairer to let 
these future generations help pay the cost of these projects than to put the 
entire burden on present generations. Furthermore it is ebvious that many 
considerations other than the location of the debt burden—such as the employ- 
ment situation, the needs of the country for collective consumption, and the 
effect of taxes on incentives—are relevant in determining budget policy. How- 
ever, at the present moment, there seems to be less danger that economists will 
forget the importance of these other considerations than that they will deny 
the possibility that the public debt can be used to shift a part of the real cost 
of public projects on to later generations. 

Witam G. Bowren* 

Ricuarp G. Davis 

Davin H. Kopf 
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ONO h Us 


Capital Formation in Underdeveloped Countries 


In the rapidly growing volume of literature on the problems and prospects 
for economic development, considerable attention is being devoted to the 
determinants of net capital formation or, mcre particularly, to the obstacles to 
and limitations upon capital formation in underdeveloped countries. This 
preoccupation is, without question, well deserved. One need not subscribe to a 
monocausal theory of development to argue that an increase in the percentage 
of annual output devoted to investment is an urgent and indispensable pre- 
requisite to a long-term rise in real per capita incomes. Indeed, current 
attempts at what is now being called, rather pretentiously, “development pro- 
gramming,” often consist exclusively of measures designed to raise the over-all 
rate of capital formation and to exert some centralized guidance over the 
allocation of investment resources.* 

A central question in a theory of development, then, is: Why are rates of 

7“A programme of economic development is the expression of a simple idea, namely, the 


desirability of increasing and judiciously regulating capital investment, so that a stronger 
impetus and greater order may be given to the growth of the country” [11, p. 3]. 
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capital formation as low as they apparently are in most underdeveloped coun- 
tries? Economists can hardly be accused of having neglected this question. 
Indeed, it will be suggested that we now have too many explanations. 

Explanations of capital deficiency are commonly organized in terms of two 
separate sets of forces: factors accounting for low saving propensities, on the 
one hand, and those responsible for weakness in the inducement to invest, on 
the other. However, such an approach leads to a preoccupation with certain 
phenomena and preference patterns which are commonly treated as inde- 
pendent causal agents, although there appear to be compelling reasons for 
regarding them as the superficial consequences of more fundamental factors. 

It is proposed to show that certain preference and behavior patterns which 
are commonly observed in underdeveloped countries are in fact part of an 
elaborate adaptive mechanism geared to an economic environment character- 
ized by a generally low marginal efficiency of capital and by a limited spec- 
trum of profit opportunities. It will in fact be suggested that an adequate 
explanation of the general weakness of investment incentives and of the 
peculiar distribution of profit prospects in different sectors of underdeveloped 
economies would, by itself, account for many of the other apparent causes 
of low rates of capital formation. It will be demonstrated that the failure to 
“shake out the implications” of weak investment incentives has led not only 
to a double-counting of “causes” of low rates of investment but also to 
serious analytical errors and highly questionable judgments. 


I. Low Aggregate Savings 


The most obvious explanation for low rates of capital formation is the 
present poverty of underdeveloped countries. Their capacity to undertake 
productive investment appears to be sharply limited by the very low levels of 
per capita income combined with the frequently extravagant expenditure pat- 
terns of the rich and an interest, among virtually all income classes, in the 
acquisition of certain kinds of durable consumer goods. 

What is not so apparent, however, is that individuals in underdeveloped 
countries may regard the acquisition of certain types of consumer goods as a 
form of personal saving and investment. This may well be the case for a 
variety of so-called luxury goods, especially such items as jewelry atid precious 
ornaments which may constitute excellent stores of value in an environment 
characterized by political insecurity or inflationary pressures. Even where 
such conditions do not prevail, the absence of well-developed and reputable 
financial institutions may provide strong inducements for the acquisition of 
jewelry, gold or even foreign assets as relatively secure forms of personal sav- 
ing. To the extent that this is so, our present measures of capital formation 
may significantly understate the capacity for saving and productive invest- 
ment in underdeveloped economies. What appear to be low rates of saving in 
underdeveloped countries may be attributable, in part, to the fact that dur- 
able consumer goods are acquired and held not so much as the result of a real 
taste preference as because these goods are regarded as a form of personal 
saving in a backward economic environment [5, pp. 175-76]. 

A closely related and much more serious difficulty of a theoretical nature 
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arises over the common practice of explaining low rates of productive invest- 
ment in terms of the failure of underdeveloped economies to generate a suffi- 
cient flow of domestic savings. The low rate of saving is in turn attributed to 
practices and preferences which squander the “potential economic surplus”— 
purchases of jewelry and gold, acquisition of foreign currencies and assets, 
lavish consumption expenditure patterns of the upper income classes, etc. In 
a certain sense such actions do help to explain the low rates of saving and 
productive investment, but only in the same sense as the statement “I prefer 
to stay home and watch television tonight” explains why I do ot attend the 
local high school concert. It seems necessary to insist that statements of 
preference call for an examination and evaluation of the nature and compara- 
tive attractiveness of available alternatives. Precisely what is involved here is 
the unattractiveness of the alternatives, i.e., the unprofitable nature and/or 
high risk factor attaching to productive investment in underdeveloped coun- 
tries. Low rates of saving and the absence of attractive investment opportuni- 
ties are not independent of one another and cannot be treated as entirely sep- 
arate and unrelated causes of capital deficiency. Rather, the actions referred 
to above may, to a large extent, be attributed to the “undeveloped” nature of 
the investment mechanism and to the complex of forces which weaken the 
inducement to invest [3, Ch. 2]. 

The problem discussed here cannot be dismissed as of a “Which came 
first—the chicken or egg?” nature—not, at least, without discarding much of 
Keynesian economics. That is to say, the same forces which account for the 
weak inducement to undertake productive investment may also account, in 
large measure, for the unproductive disposition of potential savings; and 
policies which have the effect of raising the marginal efficiency of capital 
schedule and therefore increasing the inducement to invest may reasonably be 
expected to induce, at the same time, an increased flow of (ex ante as well 
as ex post) domestic saving. 

Implicit in much of the current discussion, however, is the classical assump- 
tion that the real limitations upon investment lie in the limited willingness or 
capacity of the public to save and that, therefore, an increased propensity to 
save is all that is needed to generate an increased flow of productive invest- 
ment activity. Such analysis, however, often not only ignores the current weak- 
ness in the inducement to invest, but may also overlook the fact that an in- 
creased propensity to save, by its adverse effect upon the marginal efficiency 
of capital schedule, may weaken the inducement to invest even further [4, pp. 
210-13]. - 

Moreover, the priority which is usually attached to the need to increase 
savings as a precondition for raising the rate of capital formation really 
involves the concealed premise that an increased rate of capital formation 
ought not to be achieved at the expense of domestic inflation. Obviously, all 
measures or policies which result in a transfer of resources from the produc- 
tion of consumer goods to the production of investment goods necessarily 
generate an equivalent amount of ex post savings. This is not to ignore the 
many cogent reasons for avoiding the inflationary route, but merely to sug- 
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gest that the currently fashionable way of stating the problem may be 
seriously misleading. 


Il. Methods of Holding Assets 


The preoccupation with the low level of domestic saving in underdeveloped 
areas as an independent determinant of low rates of capital formation creates 
a host of difficulties in attempting to move from the micro- to the macro- 
economic level of analysis. The general problem involved here is the macro- 
economic consequences of certain kinds of asset preferences on the part of 
individual savers. It is important that we distinguish between (a) factors 
which affect the aggregate volume of savings, and (b) the forms in which an 
individual chooses to hold his assets. 

It is frequently held, e.g., that when an individual chooses to hold a net 
increase in his assets in the form of liquid balances (i.e., “hoarding’’) that 
this does not result in genuine saving in an aggregative sense, i.e., in the 
release of resources for nonconsumption purposes. 

This argument appears to result partly from the failure to distinguish 
between the hoarding of cash balances and the “hoarding” of physical assets 
-—jewelry, gold, or other durable commodities—the acquisition of which may 
involve a drain upon scarce domestic resources (or the supplies of foreign 
currencies, if imported) .? 

The hoarding of cash balances, even in the absence of appropriate financial 
institutions, will nevertheless result in the release of resources which might 
otherwise have been used for consumption purposes and therefore creates an 
added potential for capital formation.* Obviously, such hoarding does not 
ensure that resources will be devoted to investment purposes. The deflationary 
consequences and the unfavorable impact upon interest rates and the induce- 
ment to invest may simply result in unemployment and an increase in the 
volume of unused resources, The point is that hoarding of cash balances in 
no way absorbs real resources but releases them from consumption uses, just 
as do other forms of saving. To the extent that savers decide to add to their 
stocks of liquid assets, the possibilities for raising the rate of capital forma- 
tion are increased, and may be realized, for example, in a noninflationary 
fashion by deficit spending on the part of the government. Whether such 
possibilities are realized is not at issue. The essential point is that hoarding of 
cash balances, in itself, releases rather than absorbs real resources. 


Although the hoarding of cash balances does not reduce the volume of sav- 


* “Though the potential of capital formation in underdeveloped regions seems considerable 
when judged by the high share of output retained by the landowner, actual capital forma- 
tion goes on at low rates. Oriental landlords have been known for generations for their 
high propensity towards ‘unproductive’ use of accumulated revenues, Even if the money 
is not spent in travelling abroad, it is invested largely in hoards of cash, jewellery and 
gold” (2, p. 38]. s 

3 Of course it is possible that the absence of secure financial institutions discourages the 
saving habit and that individuals would save more readily if they had convenient access 
to a bank or other saving institution. Moreover, the absence of adequate financial institu- 
tions may also partly account for the habit of acquiring and holding goods as a liquid 
asset. 
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ings it may kave an important consequence in limiting the availability of 
financial resources to certain potential borrowers and therefore influencing the 
composition o7 the capital formation which takes place. In this respect the 
hoarding of cash balances is one aspect of the more general problem of the 
deficient or inappropriate financial institutions of underdeveloped countries. 
In spite of the extremely serious nature of the latter problem, however, it 
needs to be kept conceptually distinct from the forces determining the volume, 
as opposed to the composition, of investment activity. Much confusion may 
result from the failure to maintain a clear distinction between the determin- 
ants of the volume of saving, on the one hand, and the factors influencing 
the supply and availability of financial resources, on the other.* 

As has alreedy been pointed out, hoarding frequently takes the form of the 
acquisition of physical commodities such as jewelry, gold, or other durable 
assets which are regarded as highly liquid and which possess the added 
advantage over cash balances that they may constitute useful hedges against 
inflation or political uncertainty. Such preferences obviously involve (in a 
closed economy) the use of domestic resources in their production, and may 
therefore be regarded as absorbing scarce productive agents. However, certain 
structural features and other peculiarities of underdeveloped economies may 
play an important role in determining the consequences of such preferences. 
An increased propensity to hcard commodities whose domestic elasticity of 
production is very low (as seems to be the case, for example, with gold mining 
in India) will result almost exclusively in a price effect and virtually no out- 
put effect; it will not significantly increase the quantity of the commodities 
hoarded, nor will it result in an increased use of domestic resources for such 
purposes. There may, then, be sharply defined limits to the extent to which a 
preference for hoarding physical goods results in an absorption of domestic 
resources. If, moreover, there are legal (and adequately enforceable) restric- 
tions upon the importation of a commodity whose domestic elasticity of 
production is very low, the results of an increased preference for such com- 
modities are formally similar to an increased preference for nonreproducible 
assets. ‘ 

III. Preference for Investment in Land 


The classic example of nonreproducible assets is, of course, land. It appears 
to be a widely held belief that one of the reasons for the low rates of capital 
formation in underdeveloped countries is that upper-income groups employ 
their savings in the purchase of land. The followmg statement by Meier and 
Baldwin [7, pp. 307-8] is illustrative:°® 


. . . Inequality in the distribution of income does not contribute as much 
to productive investment as might be expected . . . (because) the group 


*See [2, Ch. 10, esp. pp. 197-203] for an example of such confusion. 

Where such commodities may be legally imported (or where they are successfully 
smuggled into the country in spite of import restrictions) the result is a drain upon do- 
mestic resources because of the increased exports ultimately resulting from such transac- 
tions. The effect is the same as if people were acquiring foreign currency or other foreign 
assets. 

€ Cf, also [6, p. 227] [12, p. 22]. 
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at the top of the income pyramid is composed of land-owners and traders 
who tend to invest in more land, real estate speculation, capital flights, 
or inventory accumulation rather than long-term industrial investments or 
public utilities. 


Assuming that the purchase of land was financed out of current incomes, 
such individual savings must have resulted in the release of real resources for 
nonconsumption purposes. In so far as a desire for the acquisition of land 
generates a willingness to abstain from current consumption, it thereby in- 
creases the volume of ex ante saving, and may, indeed, be one of the most 
important motives for such saving in underdeveloped countries. If we assume 
that net saving is positive (i.e., that the savings of some individuals are not 
offset by the dissavings of others) and that total output does not decline, an 
equivalent amount of capital formation of some sort must be taking place 
within the economy. 

A “preference for investment in land,” whatever it may do to the price of 
land and the distribution of landholdings, does not, é itself, reduce the vol- 
ume of capital formation by “absorbing” a part of current saving. Neverthe- 
less, the belief that it does so seems to be firmly entrenched in the current 
literature. It is true, of course, that from the point of view of the individual 
investor, such a purchase represents a real alternative to the purchase (and 
creation) of a new capital good. However, the analysis ought not to be term- 
inated, as it typically is, with the purchase of an existing, as opposed to a 
new, asset. The ultimate impact of the transaction will depend, among other 
things, upon how the seller chooses to dispose of the revenue received from 
the sale of his asset. If, as is at least conceivable, the seller of land intends to 
use the proceeds to acquire a new, reproducible capital good, the ultimate 
result will be an addition to the community’s stock of such goods. It is only 
where the saving of the buyer is offset by an equivalent amount of dissaving 
on the part of the seller out of such revenue that real saving (and capital 
formation) are not increased. Although this is a possible consequence, there 
seem to be no compelling reasons for regarding it as a necessary consequence 
of land purchases. 

Although a strong preference for land need not, as is commonly asserted, 
automatically reduce real saving and capital formation, it may have this as well 
as other important consequences, under certain special circumstances and via a 
more circuitous mechanism than has yet been specified. For example, in agri- 
cultural economies where land is a highly liquid asset, the ease of borrowing, 
on the part of landowners, by using their land as collateral, may induce a 
higher level of consumption expenditure and/or the growth of debt for strictly 
consumption purposes on the part of the owners of land [14, p. 85] [9, p. 69]. 
In such a case aggregate saving will be reduced, not because of the preference 
for land per se, but rather because such a preference makes possible an upward 
shift in the consumption expenditures of landowners.’ ' 


7 This, of course, may cut both ways. The high liquidity attaching to land may facilitate 
borrowing on the part of landowners for investment rather than consumption. All that is 
suggested here is a set of circumstances under which a strong attachment to land may 
reduce capital formation. 
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Some such process may, in the past, have played a significant role in reduc- 
ing aggregate saving in peasant economies. If, to the generally low level or 
real incomes of small landowners is added the pressures resulting from popula- 
tion growth, occasional crop failure and a variety of other.emergency (as well 
as ceremonial) occasions, the high liquidity uniquely attaching to land may 
have been the strategic factor making possible the growth of rural indebted- 
ness for strictly consumption pufposes.® 

Moreover, if the rate of return on money-lending to an impoverished 
peasantry, who borrow on the strength of their small landholdings, is very 
high (and there is much evidence that this is so) we have an important factor 
accounting for the low level of investment in industria] enterprises in under- 
developed countries. In addition to such well-known deterrents as high degree 
of risk, limited markets, and absence of external economies attaching to indus- 
trial investment in underdeveloped countries, is the decisive consideration that 
rates of return for rural lending, even after discounting for risk, are extremely 
high, partly for institutional reasons and partly because of serious market 
imperfections.° 

A further possible consequence of a strong preference for holding land is 
that it may reduce industrial investment by establishing high interest rates on 
borrowed funds which act as a deterrent to potential industrial entrepreneurs. 
A strong preference for land means that owners of wealth (potential lenders) 
can earn high rates of return by lending money for the purchase of land (i.e., 
buying mortgages). The combination of a small and inelastic supply of funds 
with a relatively high demand for their use serves to establish unusually high 
rates of interest. Therefore potential borrowers for industrial investment find 
that they must compete, in borrowing funds, with people whose preference for , 
land is such that they are willing to pay extremely high rates of interest for 
such funds, In this respect a strong preference for land acts as a serious de- 
terrent to industrial investment. 

This last case is similar to the one which Keynes seems to ne regarded as 
of major importance [4, p/241]: 


. jt is conceivable that there have been occasions in history in which 
the desire to hold land has played the same role in keeping up the rate 
of interest at too high a level which money has played in recent times. . 
The high rates of interest from mortgages on land, often exceeding the 
probable net yield from cultivating the land, have been a familiar feature 
of many agricultural economies ... in earlier social organizations where 
long-term bonds in the modern sense were non-existent, the competition 
of a high interest-rate on mortgages may well have had the same effect in 
retarding the growth of wealth from current investment in newly pro- 
duced capital-assets, as high interest rates on long-term debts have had 
in more recent times. 


3 It is also possible that the bidding up of the price of land may induce owners of land to 
increase their consumption expenditures or to dissave because of the increase in the 
market value of their asset. 

° Evidence on the profitability of rural lending is available from many sources. Among 
recent works [10, esp. Vol. II, Ch. 14] and [13] will be found very illuminating. 
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Thus, statements to the effec: that a preference for land on the part of 
upper-income groups automatically reduces real saving and investment are, 
at worst, incorrect and, at best, highly elliptic. Where saving and investment 
are in fact reduced, it is due not to the preference for land by itself, but 
because of the presence of other important conditions which are often unspeci- 
fied. 

IV. Inadequacy of Entrepreneurial Talents 


Much attention has been devoted, in recent years, to the apparent shortage 
of entrepreneurship in underdeveloped countries. It has become fashionable to 
deplore the absence of Schump=terian entrepreneurs, and many economists 
have dwelt at length upon political, sociological and historical explanations for 
this shortage. Although such noneconomic explanations are not to be despised, 
it is difficult to avoid the conclusion that these people have been led into a 
faulty line of analysis by excessive preoccupation with their own definitions. 
Having defined entrepreneurs s those daring and imaginative individuals 
who undertake risky long-term industrial investments, the observed absence ` 
of such investment in underdeveloped countries is then attributed to the 
absence of entrepreneurs. A more plausible and purely economic explanation, 
or at least a more fruitful working hypothesis, is that most underdeveloped 
countries possess a reasonable number of people with entrepreneurial talents, 
but that these people behave in a subjectively rational fashion when they 
adopt short economic horizons and avoid long-term commitments in industry. 
Many of the activities referred to in this paper in fact help to account for the 
often-lamented “absence” of entrepreneurship in underdeveloped countries. 

To quote from an interesting paper by Henry Aubrey: 


The acquisition of real estate is often considered as evidence of senti- 
mental attachment to land or of feudal patterns of unproductive invest- 
ment. This explanation may be perfectly correct in some instances; in 
others, however, such “investment” may result from preferences well 
founded in the expectation of profit or, conversely, of security against a 
danger of depreciation that might face other forms of asset-holding 
[1, p. 398]. 


Rather than infer from the ebsence of long-term industrial investment the 
nonexistence of entrepreneurs, iz seems more reasonable to infer that potential 
entrepreneurs, in evaluating alternative opportunities (including the purchase 
of existing assets), usually conclude that personal income maximization is not 
to be achieved in long-term industrial activities. In so doing, entrepreneurs 
are not necessarily irrational or behaving in response to considerations of 
social status, prestige, family bonor, or even necessarily lacking in the “cap- 
italist spirit.” Considering the special circumstances of many underdeveloped 
countries, their decisions may constitute a perfectly rational evaluation of the 
structure of economic opportunities. The notion that there is an extreme 
scarcity of entrepreneurship in underdeveloped countries usually involves a 
failure to distinguish between the aggregate supply of entrepreneurship and 
its distribution. To employ the terminology recently adapted by Leibenstein 
from Von Neumann and Morgenstern, potential entrepreneurs are behaving in 
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un-Schumpeterian but subjectively rational fashion by selecting to play zero- 
sum rather than positive-sum games. If adherents of the entrepreneurial school 
of thought reply that such people are not, by their definition, entrepreneurs, 
they must weigh the serious consideration that such businessmen could con- 
form to their definition only by deliberately failing to employ the calculus of 
profit maximization. 

This question of the determinants of investment decisions in underde- 
veloped countries deserves more attention than it has so far received. It has, 
unfortunately, often been lost sight of in the current practice of indiscrim- 
inately lumping together a highly heterogeneous combination of factors which 
are presumed to be responsible for low rates of capital formation and unpro- 
ductive investment patterns in low-income countries. The following statement 
by Gunnar Myrdal is illustrative: 


It is . . . highly characteristic of all the underdeveloped countries that 
their business classes are bent upon earning quick profits not by pro- 
moting long-term real investment and production but by buying and sell- 
ing, moneylending, and other easier ways of making money, which also 
often escape taxation. Profits tend to be invested in land, or else hoarded 
or transferred abroad, when they are not dissipated in a costly display of 
wealth and social status. There is a low propensity to save and to invest 
productively in new enterprises [8, pp. 202-3; italics added]. 


Myrdal’s statement seems to imply that the investment pattern which he 
deplores is somehow connected with certain peculiar features of the “business 
classes” of underdeveloped countries. Yet, by his own assertion, they are 
merely pursuing the “easier ways of making money.” Surely what is signifi- 
cant in this context is the existence of such opportunities and not the fact 
that businessmen take advantage of them. Is it at all probable that “western- 
ized” entrepreneurs would behave differently when confronted with the same 
spectrum of alternatives? 


V. Conclusions 


A theory of economic development (which involves, of course, an analysis 
of why development does zot take place as well as why it does) must include, 
above all, an explanation for the existing structure and distribution of market 
opportunities in underdeveloped countries. The fundamental question in an 
economic theory of economic development is: Why is the structure of market 
opportunities in underdeveloped countries cf such a nature that it fails to 
provide the personal incentive for individuals to undertake those activities 
which appear to be conducive to economic growth? When this question has 
been adequately answered, many of the other pieces in our puzzle will fall 
easily into place as dependent, rather than independent, variables. The low 
amount of ex post savings, the widespread preference for the acquisition of 
assets which fail to enlarge productive capacity, the apparent malallocation 
of the small volume of resources which are devoted to investment purposes, 
the “scarcity” of entrepreneurship and the propensity to engage in short-term 
speculative ventures, all fall, to a substantial degree, within this category. 
They represent behavior patterns which may reasonably be expected either 
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to disappear or significantly decline in importance in the face of a drastic 
outward shift in the marginal efficiency of capital schedule. 
NATHAN ROSENBERG* 
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Wages and Interest—A Modern Dissection of Marxian 
Economic Models: Comment 


Paul A. Samuelson’s article, “Wages and Interest: A Modern Dissection of 
Marxian Economic Models,” which appeared in this Review (December 
1957), though enlightening and in<eresting, is open to criticism on the ground 
that it does not closely enough represent Marx’s formulation of the issues 
treated. 

1. Samuelson’s Conception of the Marxian Rate of Profit. Samuelson writes 
(pp. 886-87): 

Though prices and wages are constant . . . this does not mean that pro- 

duction is timeless or that intermediate products just now produced by 

labor and machines will exchange one for one against themselves when 
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“ripened” one period from now—or one for one against finished goods 
produced today from last period’s inputs. 


According to Marx, however, intermediate products will exchange one for one 
against themselves when ripened—if they contain the same quantity of labor; 
and if they so exchange among themselves, they must contain the same quan- 
tity of labor.? Time, in the sense of a process of “ripening,” is nowhere found 
in Marxian price theory. Samuelson, however. suggests the presence, as a rule, 
of such a process in Marx’s model. He writes (>. 887): 


Only under special, and unrealistic, market assumptions can the competi- 
tive supply and demand relations be expected to ignore these timing rela- 
tions. ... 


He develops Marx’s rate of profit on the basis of the difference between 
ripened and unripened products (p. 887) : 


The fundamental factor relating unripenec product today to ripened prod- 
uct one period from now is the market interest rate r (or what Ricardo 
and Marx would call the rate of profit, a pure percentage per period). 


This “ripening” time, though present in Semuelson’s Marxian model, does 
not appear in any guise in the model Marx endeavored to use. 

2. Profits and Wages. Prefacing his discussion on the incompatibility of 
falling profits and falling real wages, Samuelson writes (p. 892): 


. we must tackle directly the question of what accumulation will tend 
to do to r, basing ourselves on the actual behavior equations of competi- 
tive capitalism. 


But the question arises: do Samuelson’s “actual” behavior equations accu- 
rately represent the behavior equations employed by Marx?? The answer 
seems to be in the negative. The contrast between Marx’s and Samuelson’s 
equations stand out in the latter’s formulation of a new theorem respecting 
technological change under perfect competition. 


t Samuelson uses the following symbols: Y arc K, output in consumer and capital 
goods industries; (a:,b:1) (d2,b2), labor and capital coefficients of production in capital 
and consumer goods industries; #1,2, cost of production of capital and consumer goods; 
LaLa, the quantity of labor employed in capital and consumer goods industries; w, 
the wage-rate; and r, the rate of profit. Equation (4) represents national income expressed 
in terms of labor; equation (5) represents the cost of production of consumer and 
capital goods, and equation (6), the explicit solutians for (5) in terms of a:,b1,a2,ba.’. 





1— h 5 be 
OFFS Gite 8 ea” 
(5) p= (wa + pb) +7 $: = (was + pibd)(1 +7) 
o ta ott fe a tN bd +l + al + bel +7) 
1—&(l +7) w 1—6(1+7) 


? Marx considered the distinction he drew between the “labor-power” going into produc- 
tion and the “product of labor” resulting from tke labor process as his greatest contribu- 
tion to value theory. Exchange between the commodity labor-power and the commodity 
product of labor cannot be considered an exchange between themselves. They are funda- 
mentally different commodities, composed of dicfzrent factors of production. It is this 
difference that allows for surplus-value. 
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Samuelson states, “A technical improvement must be an improvement or it 
will not be introduced into a perfect-competition market economy .. .” (p. 
894). By improvement he means a change resulting in either an increase in 
real wages or in the rate of profit. Thus, he suggests that a rational capitalist 
would not employ a technique that depresses 7, or, that in a labor-dominated 
economy, labor would not select a technique that diminishes (w/p) real 
wages. 

Marx’s market economy, however, differs from Samuelson’s. Marx assumes 
the presence of temporary monopoloid market structures. These structures are 
a prerequisite to innovation, the means through which greater profits (Marx’s 
“surplus profits”) may be earned. It is this possibility of realizing surplus 
profits (monopoly profits) that induces capitalists to Innovate. These surplus 
profits, however, do not persist. Competition, in the Marxian model, compels 
capitalists to adopt available innovations, hence supplies increase and their 
price falls to a lower equilibrium (cost of production) level. As a result sur- 
plus profits are eliminated; only surplus value, attained by the “exploitation 
of labor-power,”’ remains, Since Marx assumes that the employment of labor- 
power decreases with the introduction of new techniques, the amount of sur- 
plus value realized may be less with the new than with the older technique. So 
Marx, in Volume IH of Capital, attempts to resolve the “paradox” or “rid- 
dle” of capitalist production, namely that the capitalist’s quest for higher 
profit rates results in diminished rates of profit. Only by assuming temporary 
monopoly conditions in the market economy does Marx arrive at this seem- 
ingly paradoxical conclusion, and its corollary that capitalists do not revert 
to the old technique of production, even if it had formerly been more reward- 
ing, because the now prevailing (lowered) price no longer permits the higher 
profits formerly associated with use of the old technique. The new position, 
though less favorable than the old, still is the best to be had. 

Samuelson “proves” the incompatibility of falling profits and falling real 
wages through recourse to the new theorem. First, he sets down the reciprocal 
of his equation (6) to show that, with specified values for a1, a2 and bı, bz 
(the labor and capital coefficients), a decline in the rate of profit (7) must 
produce an increase in real wages (w/pz): 


w 1 — 6,(1i +7) 

i a Huba] all HAH 
However, as Samuelson notes, Marx, by introducing technological change, 
makes necessary a relaxation of the assumption of Axed a1, a, and bı, bz. Yet, 


even with changing coefficients, Samuelson asserts, the incompatibility con- 
tinues to prevail (p. 894): 








Remember that in a perfectly competitive marke: it really doesn’t matter 
who hires whom: so have labor hire “capital,” paying the new market 
rate of interest 7’ < r; then labor could always use the old technology 
and paying less than 7 get better than the old real wage. 


In Samuelson’s example the old technology is assumed to yield the new 
rate 7”. In the Marxian model, however, it is impossible to obtain 7’ given the 


718 THE AMERICAN ECONOMIC REVIEW 


old technology, since 7’ is a sequel to recourse to the new technique. If both 
the new and old techniques are available, and uniform prices are assumed, the 
old technique is no longer profitable, since the price of the product has fallen 
with the introduction of the new technique. Therefore, !n Samuelson’s ex- 
ample, if the old technique is used labor is ot better off; it may even be in 
a less favorable position. If one incorporates in the above equation the Marx- 
ian assumption that 7 is a function of the state of applied technology one may 
select certain values for the variables in the equation which permit falling 
rates of profit and falling real wages to be compatible. If y were determined 
by some exogenous factor (e.g., time or “ripening”) Samuelson’s assumption 
would be legitimate. Such assumptions, however, lie outside the framework of 
Marxian theory. 

3. Changing Factor Proportions and Prices. Samuelson describes what may 
happen to factor prices and factor shares when their relative supplies (or 
rates of growth) change, given a situation in which the technical coefficients 
of production are rigidly fixed. He writes (p. 900): 


In this case where capital goods have ceased growing as fast as labor, the 
rate of profit has risen to become all of the product. So bizarre a result 
came from the bizarre assumption of fixed coefficients. 


On the following page he adds (p. 901): 


The Marxian model with fixed coefficients presents some quite pathologi- 
cal features. For if the attempt to accumulate were to cause physical ma- 
chines K to grow relative to fixed labor L, the machines would become 
redundant in supply and their rents would fall immediately to zero. 


Marx would have objected to such statements of the matter. In the Marxian 
model, the growth rates of K and L depend upon relative factor prices. If K 
increases more rapidly than Z (Samuelson’s example), wages increase concur- 
rently with the decline in the price of capital. The total effect of the price 
change, however, is not instantaneous or as great as Samuelson assumes. Price 
changes of L and K, in the Marxian system, induce qualitative changes in 
innovations, and these ultimately counteract the initial price changes. For 
example, suppose that, compatibly with the Marxian model, K becomes super- 
fluous. Capitalists would obviously switch to more capital-using techniques of 
production. This “deepening” of capital would make K more scarce (increasing 
the price of K) and L relatively more abundant (decreasing the price of L, 
i.e., wages). Thus Marx explained the more rapid introduction of machinery 
into the American than into the English economy (Capital, Vol. I, pp. 429-30). 
Elsewhere he writes: 


A momentary excess of the surplus-capital over the laboring population 
controlled by it would have a twofold effect. It would, on the one hand, 
mitigate the conditions, which decimate the offspring of the laboring class 
and would facilitate marriages among them, by raising wages. This would 
tend to increase the laboring population. On the other hand, it would em- 
ploy the methods by which relative surplus-value is created (introduc- 
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tion and improvement of machinery) .. . (Capital, Vol. III, p. 256; my 
italics) 


More fundamental to this discussion, however, is the question: Did Marx 
actually hold to a fixed coefficients of production model? Samuelson answers 
(pp. 906-7): 

Perhaps Karl Marx really had such a technology in mind. Perhaps not 

. .. he speaks again and again of alternative techniques. While many of 

these clearly depict technological change in the production function rather 

than movement within one function, the fact that the old methods are 
still known along with the new shows that Marx and Ricardo definitely 
envisage the existence of more than one technique. 


Marx was obscure in his discussion of this matter. In Marx’s analysis of the 
rate of profit however, one finds “averaging” of organic compositions of capital 
in a specific sphere of production—thereby implying the presence of variable 
coefficients (Capital, Vol. III, pp. 182-85). So Samuelson’s assumption of fixed 
coefficients of production is not always warranted. 

4. Concluding Remarks. Samuelson’s exposition attributes assumptions to 
Marx (e.g., the rate of profit is a function of time; the market economy is 
characterized by instantaneous price adjustments; foresight is perfect; and 
coefficients of production are fixed) which differ more or less from those to 
which Marx seemed to adhere. Samuelson’s findings, though quite valid on the 
premises postulated, are not accurately descriptive of Marx’s system. 

Frep M. GOTTHEIL* 


* The author is assistant professor of economics at the University of Illinois. He is 
indebted to J. J. Spengler for discussion of the paper. 


Wages and Interest—A Modern Dissection of Marxian 
Economic Models: Reply 


I must assert agreement with the view that my paper on Marxian economic 
models did not do justice to Marx’s own formulations of the issues treated. 
Nor was it ever intended to undertake such a task, whose extreme difficulty 
can be illustrated by the following topic. 

What did Marx really think would happen to the real wage under capitalism 
with its alleged falling rate of profit? Some scholars (e.g., Jiirgen Kuczynski) 
believe Marx proved that the real wage would fall and claim by empirical 
statistical observation to verify this law of immiserization of the proletariat; 
other scholars (such as Maurice Dobb, perhaps?) seem to argue that, with ex- 
ceptions, this was Marx’s view about competitive capitalism but that it came 
to be falsified by historical reality primarily because of the growth in political 
and economic powers of trade unions and the working class; still other schol- 
ars (notably Thomas Sowell in the March 1960 issue of this Review) argue 
with considerable persuasiveness that in his major economic writings, Marx 
did not conclude that the real wage per hour or day would decline under com- 
petitive capitalism. I claim no competence or interest in such doctrinal history. 
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Of the many uses we can make of the past, one—but certainly not the only 
one—is to reask some of the questions older writers posed and to provide them 
with answers in terms of modern analytical methods and terminology. The 
Marx-like or Ricardo-like model I described could be stripped of all proper 
names and could as well be described thus: a simple model involving labor, 
unlimited land, producible circulating- and fixed-capital items; and involving 
competition-consistent technology. 

From the present methodological slant, it may not be presumptuous to 
wonder what would be Marx’s comment on my 1957 model and analysis. I sus- 
pect with Gottheil that he might disagree often with my reasonings. Although 
Marx is not here to speak for himself, it is a legitimate question to ask whether 
my conclusions can stand up to the objections which seem implicit in Marxian 
reasonings and categories, and I am grateful to Gottheil for having raised 
specific queries for further consideration. 

Query 1. If Marx and I agree it is unthinkable for production not to take 
time, which is the more appropriate behaviar equation of competitive capital- 
ism: mine, in which unripened spring product sells at a discount to finished 
autumn product (corresponding to a market-determined positive interest or 
profit rate); or the view quotable from Gottheil, “according to Marx . . . inter- 
mediate product will exchange one for one against themselves when ripened— 
if they contain the same quantity of labor . . .”? : 

That a modern theorist will agree that my position is the one appro- 
priate to competition seems to admit of little doubt. 

Query 2. If an improvement in technology becomes known to one or more 
producers, and even if they realize that after they have used it for some time 
competitive imitation will deprive them of their temporary “monopoly” prof- 
its, is it possible for the new equilibrium to involve a lower interest (or profit) 
rate and a lower real wage rate? My 1957 answer was categorically No: if 
the innovation is competitively viable, it must either raise the real wage, the 
interest rate, or both. This theorem I hold to be valid whether there are fixed 
or variable coefficients of production; and I may remind readers that I have 
no great liking for the usual narrow interpretation of Ricardo and Marx which 
imputes to them a rigid fixed-coefficient assumption. 

Gottheil seems to suggest that if Marx were here today he could validly put 
forward behavior equations other than mine which would negate my theorem. 
This I bluntly deny. Whether or not factor supplies react to their changing 
market prices, whether or not technological innovation is induced by factor- 
price changes so as to counteract initial price changes (as Marx, Hicks, and 
Fellner have argued), any new equilibrium that is truly characterized by a 
lower interest rate r’ < r, must by the same kind of reasoning that makes two 
plus two equal four, be characterized by a higher real wage (w/p.)’ > 
(w/p); and if in the short or longer run we have the old and the new tech- 
nologies persisting side by side, then the computed average profit and wage 
rate cannot both go down. 

If Joan Robinson and I are wrong in this contention, we are dead wrong, 
it not being an issue upon which two contradictory opinions can be legiti- 
mately held. And no reasoned defense of the opposing view have I yet seen. 

In standing my ground, I hope I am not contradicting Professor Gottheil 
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or any one else but rather am clarifying the methodological background to the 
earlier discussion. 
PAuL A, SAMUELSON* 


* The author is professor of economics at the Massachusetts Institute of Technology. 


The Pure Theory of International Trade: Comment 


In his admirably lucid and comprehensive survey of “The Pure Theory 
of International Trade” [1] Robert Mundell ends his analysis by a com- 
mendable attempt to see how far the results of the simple two-country 
two-commodity model remain valid in a multicountry multicommodity 
world. He concludes that in the latter case it is necessary to assume that 
tax proceeds are spent entirely on domestic goods in order to establish the 
conclusion that the terms of trade are improved by a uniform import duty, 
a consumption tax on imports, or a production tax on exports (1, pp. 105-7, 
esp. n. 30], whereas in the former model this conclusion can be derived on 
the assumption that tariff proceeds are redistributed and their expenditure 
divided between the goods in accordance with marginal propensities to con- 
sume. The contrast between the results for the two models is curious in view 
of the well-known Hicksian theorem that a bundle of commodities whose 
prices change in the same proportion can be treated as a single good; and 
it turns out that the difference is due to an error in Mundell’s treatment 
of the income effect in his elasticities of demand for imports. When this 
error is corrected, it appears that there is no difference between the two 
cases. For brevity, the demonstration is confined to the effect of a uniform 
import duty. 

Mundell shows that, on the assumption that all export goods are gross 
substitutes (an increase in the price of one cour.try’s exports, other prices 
constant, improves the balance of payments of every other country), a 
change in one country’s policy will definitely improve its terms of trade if 
it has the effect of worsening the balance of payments (at initial prices) of 
every other country. The problem is therefore to determine the effect of 
the policy change on the balance of payments of the typical other country. 
For a tariff whose proceeds are spent on home goods, Mundell writes this 
effect as —njolj;0, where I;o is the initial quantity imported from country j 
by country O (which has imposed the tariff). The elasticity jo is described 
as “the elasticity of demand for imports (with respect to own price)... 
from country j to country O” [1, p. 106]. If this is understood in the usual 
sense of the elasticity with respect to the price of 7’s good, Mundell’s ex- 
pression for the effect of the tariff is clearly erroneous, since the tariff 
changes the prices of the other ccuntries’ exports to country O, with cross- 
effects on O’s imports from 7 which are not represented in the formula. 
Mundell has since explained (in correspondence) chat he meant n;o to stand 
for the elasticity with respect to the price of country O’s domestic good; 
the revised definition is assumed in what follows. 

Since njo is positive by the gross-substitutes assumption, country 7’s 
balance of payments is necessarily worsened; hence a tariff whose proceeds 
are spent on domestic goods necessarily improves the terms of trade of the 
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tariff-imposing country. But if the tariff proceeds are redistributed and 
spent like marginal income, the effect (at initial prices) of the tariff on 
country 7’s balance of payments is —7,olj0-+m,;olo0, where the second term 
is the product of country O’s marginal propensity to import from country 
j and the initial quantity of country O’s imports and represents the effect 
of the expenditure of the tax proceeds. The expenditure of the tariff proceeds 
introduces a positive term to be weighed against the negative term of the 
former case. 

To determine the net effect on country 7’s balance, it is necessary to 
break the elasticity term down into its substitution and income com- 
ponents. It is here that Mundell made his mistake, for he writes his income 
term as m;oIjo, which is less than mjoľo, and concludes that the sign of the 
effect on 7’s balance is indeterminate. But m,oZjo is the income term for a 
rise in the price of the j’th good only, whereas the tariff has raised the price 
of all imports relative to the domestic good, so that the income term should 
be mjolo. This exactly cancels out the effect of the expenditure of redis- 
tributed tariff revenue, leaving the effect on country j’s balance as —1’jol jo 
(the prime indicating a compensated elasticity); this is necessarily negative 
by the gross substitutes assumption,! so that 7’s balance (at initial prices) is 
worsened and the equilibrium terms of trade of the tariff-imposing country 
necessarily improved. The effect of a tariff whose proceeds are redistributed 
is therefore the same in the many-country many-good case as in the two- 
country two-good case.” 

In conclusion it may be helpful to make explicit three possibly important 
points implicit in Mundell’s argument. A good may be a “Giffen good” in 
aggregate demand without being inferior in any individual’s consumption 
[1, p. 75]. The necessity of an inelastic foreign demand if growth is to reduce 
real income is limited to the complete-specialization model [1, p. 85]. When 
domestic demand for imports is inelastic a tariff whose expenditure is biased 
towards imports may turn the imposing country’s terms of trade against it 
(1, p. 86 and passim]. 

Harry G. Jounson* 
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1 Gross substitution means that the positive income effect of a fall in the price of one good on 
the quantity of the others demanded is always outweighed by a larger negative income effect, 
2 In terms of Mundell’s formula [1, p. 106, n. 30] the final effect of a tariff whose proceeds 
are redistributed is: 
dP eT 
dio = ra 7 76416 A 
where the prime denotes compensated elasticity and the determinant ratios refer to the effects 
of price changes in multiple markets. The compensated elasticities are positive and the co- 
factor ratios negative under the gross substitutes assumption, so that the tariff unambiguously 
improves the terms of trade of the tariff-imposing country. 
* The author is professor of economics at the University of Chicago. 
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Inflation: Correction and Restatement 


In a paper on inflation in the March 1960 issue of this Review, I attempted 
to abstract from monetary complications by assuming “. . . that the monetary 
authority provides sufficient funds to meet the requirements of the economy 
at a fixed interest rate” [4, p. 20]. It has been pointed out to me’ that this 
assumption invalidates that part of my argument which considers the impact 
of a wage-push under the assumption of spender real-income consciousness. 
It is also inconsistent, in spirit at least, with my assumption [4, p. 29] that 
“Tt appears strategic, however, to abstract here from the effects of fiscal policy 
designed to maintain full employment, in attempting to assess the impact of 
cost-push, since fiscal policy is a tool used to deal with the unemployment 
. . . which results from a wage rate increase.” 

I attempted to show that under certain conditions a spontaneous wage in- 
crease, in contrast to a spontaneous increment to demand, could be identified 
by the unemployment it causes. A spontaneous wage increase tends to generate 
unemployment under a number of circumstances, three of which are: (1) re- 
duced spending (in real terms) via the money illusion?; (2) if the monetary 
authority does not provide sufficient funds to meet the requirements of the 
economy at a fixed interest rate, spending may be reduced also via (a) real- 
balance effects on consumption and (b) a reduction in investment as the inter- 
est rate rises*; (3) reduction in spending on investment and exports due to 
rising wage-cost effects.* In my formal model, I let the wage increase generate 
unemployment through the money illusion and then attempted to ascertain 
the extent to which the resulting shift in distribution of income between wages 
and profits affected spending and thereby offset the unemployment effects of 
the wage increase. I concluded that some unemployment was likely to remain. 
In considering the significance for my results of assuming real-income con- 
sciousness, I concluded [4, p. 36] that the unemployment effects would be 
“. . , offset in whole or in part... .” In terms of my assumptions, this was 
an error—‘“offset completely” would have been the correct statement. Given 
real-income consciousness, price flexibility, and adjustments in the money 
supply to keep the interest rate constant, a spontaneous wage increase would 
set off a chain of events ending in a new equilibrium in which all factor in- 
comes and prices would have increased proportionally leaving the real vari- 
ables of the system, including the level of employment, unaltered. Under 
these circumstances there would be no redistributive effects.® 


1I am very much indebted to Michael Lovell and my colleagues J. Crutchfield, D. 
Gordon, and A, Zellner for discussions of the contents of this note. 

? Defined here as “money price illusion” [3]. “Monev income illusion” could lead to 
increased employment. 

? Assuming no liquidity trap and an investment function not perfectly inelastic with 
respect io the interest rate. 

*These so-called “indirect cost-pull” effects were considered in the paper but not in- 
corporated into the part of the model under discussion. 

* Unemployment could of course occur in the transition to the new equilibrium. 

*This follows well-known propositions advanced by Walras, Hicks, and Lange (cf. 
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Had I assumed an incomplete adjustment of the money supply to the rising 
wage and price level, real-balance effects would have reduced consumption 
expenditures; in addition, a rise in the interest rate would have curtailed in- 
vestment spending. Under these circumstances, the shift from money illusion 
to real-income consciousness would not have completely wiped out the unem- 
ployment generated by the wage-push.” Obviously, a wage-push with both 
money illusion and monetary stringency would induce a higher level of unem- 
ployment than with money illusion alone and for this reason would be easier 
to distinguish from a demand-pull situation ‘which inevitably leads to reduced 
unemployment). 

Spontaneous wage increases may generate inflation and it is meaningful, in 
my opinion, to try to distinguish such an inflation from a demand-induced in- 
flation. Changes in the level of employment can only be used to distinguish 
them if the wage-push has co-conspirators like money illusion and incomplete 
monetary adjustment—the more and the stronger the co-conspirators, the 
easier the distinction.® 

` FRANKLYN D. HoLZMAN* 
* University of Washington 
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[1, Ch. 6] for a summary statement) and has been demonstrated for a model similar to 
mine by Rothschild [5]. 

1 Bronfenbrenner [2] argues similarly in answer to Rothschild [5]. 

ë But, we might add, the quicker the wage inflation wil! grind to a halt. 
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Czechoslovak Economic Papers. Prague: Czechoslovak Academy of Science 
(Ceskoslovenska Akademie Ved), 1959. Pp. 223. 


This volume consists of 17 different articles, varying in length from 10 to 
20 pages and dealing with a variety of subjects. As a result, the reviewing of 
such a nondescript collection is not easy, especially since in the judgment of 
the reviewer, none of these contributions is outstanding. Some of the articles 
are mere descriptions, while others contain propaganda, and, presumably, at- 
tempt to justify current economic policies of the Czechoslovak rulers. The 
question may be even raised as to why this collection has been translated into 
English and sent to the American Economic Association. 

To indicate the variety of the subjects discussed, the titles of the articles 
and their authors follow: “International Division of Labor in the World So- 
cialist System,” by Vladimir Kaigl; “The Inter-relation of the Expansion in 
Gross Social Product and National Income,” by Felix Oliva; “Certain Prob- 
lems Connected with Building the Material Production Basis of Socialism,” 
by Pavel Turčan; “Some Thoughts on the Class-Relations in Our Village,” by 
Michal Faltan; “Certain Problems of the Operation of the Law of Value on 
the World Socialist Market,” by Josef Mervart; “The Problems of Economic 
Efficiency in Foreign Trade,” by Villiam Cerniansky; “On the Basic Relations 
in Technical Progress and Their Influence on the Growth in Productivity of 
Labor,” by FantiSek Kutta; “Problems of Stable or Variable Wholesale 
Prices,” by Antonin Minář; “Economic Problems of Relations Existing Be- 
tween Demand and Supply in Socialism and of Planning the Composition of 
Retail Sales,” by Miloslav Kahoutek; “Czechoslovak Cost-of-Living Index 
New Series,” by J. Mach; “Some Conclusions from a Statistical Analysis of 
the Census of Fixed Production Funds in Engineering,” by Jiří Skolka; “The 
Disaggregation of an Absolute Increment,” by Jiří Bouška; “The Evolution 
of Soviet Views on Statistics,” by František Egermayer; “The Role of the 
State in Contemporary Capitalism,” by Jaroslav Langr; “Agriculture in the 
U.S.A.,” by George S. Wheeler; “Effect of the Structure of India’s Economy 
on Her Foreign Trade,” by Zdenék Svejnar; “Emigration from Slovakia ‘Be- 
tween the Years 1870-1940,” by Jan Sveton. 

In view of the variety of topics, there is little reason for reviewing all these 
articles. However, a few of them may merit some comments. Vladimir Kaigl’s 
article, “International Division of Labor in the World Socialist System,” con- 
tains a criticism of past and present policies of the countries behind the Iron 
Curtain in their attempts to reach self-sufficiency, and the resulting low volume 
of trade between them and with the outside world. He pleads for expanded 
international trade based on the principle of comparative advantage and ob- 
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serves that this can be attained by determining more exactly costs of produc- 
tion. He is critical of the theory prevailing in these countries, that foreign 
trade is “a kind of marginal supplement to the national economy used as a 
first aid in case of sudden developments of disproportions, According to this 
‘theory,’ the purpose of foreign trade is to import what we need from abroad 
and to export as much as necessary to pay for these imports” (p. 19). 

Villiam Cerniansky’s article on “Problems of the Economic Efficiency of 
Foreign Trade” is a discussion of ways and means to achieve “the greatest 
possible savings of social labor by exchange of goods with foreign countries.” 
The point is made that “a simple comparison of domestic prices with the price 
obtained abroad is not satisfactory as domestic prices are notoriously dis- 
torted by too great differences in the mark-up and taxes and by inclusions in 
the price of components that ought not be included at all” (p. 111). 

“The Role of the State in Contemporary Capitalism” by Jaroslav Langr is 
a typical Communist diatribe against the Western world, with the usual hum- 
bug about capitalist evils and inequities. The article concludes that “after 
World War II capitalism has not entered any higher evolutionary stage modi- 
fying in any way the nature of imperialism, as the highest stage of capitalism. 
After World War II, the tendencies of the state monopoly capitalism had 
gained momentum primarily through the militarization of the national econ- 
omy, through nationalization of certain industrial enterprises, through a more 
intensive use made of State budgets. This evolution did not result, however, in 
any changes marking the beginning of a new stage of imperialism. The evolu- 
tion is taking its course in accordance with economic laws and together with 
the strengthened tendencies of State monopoly capitalism provides further evi- 
dence of the disintegration of this social system and the creation of a material 
basis for a new and higher social order—that of socialism” (p. 288). In the 
article “Effect of the Structure of India’s Economy on Her Foreign Trade,” 
Zdenék Svejnar concludes that as a result of British colonial policies, India, 
since achieving independence, is at the mercy of the United Kingdom, the 
United States and the German Federal Republic regarding her imports and 
exports, An expansion of India’s trade relations with the countries of the So- 
cialist bloc is necessary to accelerate economic expansion and independence 
according to him. 

Most of the authors refer to the sacred writings of Marx, Lenin, and Stalin 
in support of their assertions. 

Mixuart V. CONDOIDE 

The Ohio State University 


Basic Economics. By Tuomas J. Harsrtones, Cincinnati: South-Western 
Publishing Co., 1960. Pp. iv, 513. 

Basic Economics, written for a one-semester course populated by nonmajors, 
is devoted exclusively to macroeconomics. Hailstones writes in crisp short 
sentences, pitching his analysis well below the average elementary text, in- 
cluding many tedious repetitions and numerical illustrations, with an occa- 
sional humorous aside. Bearing many similarities to a handbook, emphasizing 
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definitions, techniques, and statistics, the book will do little to stimulate its 
audience to do further thinking and reading about economics. An offsetting 
factor is the questions at the end of each chapter, raising interesting problems 
relating economics to other disciplines, but requiring analysis beyond that 
offered in preceding pages. A short book must be selective, and this one has 
chosen for major attention: business cycles and money and banking. 

The first four chapters cover the usual introductory material clearly, but 
too briefly for the reviewer’s taste. Even though Hailstones’ objective is to 
expound macroeconomics, more could have been done to set the scene in terms 
of scarcity and allocation. The novice is not given a clear picture of what is 
excluded and how this limits the analysis. And since he aims at people who 
will not again brush against formal economics, the relation of other scientific 
thought to the problems encountered and methodology adopted could have 
been more fully explored. 

Part II, perhaps the best in the book, describes the banking system and 
contains a thorough description of money creation. One might quibble about 
presenting the transactions analvsis before defining money, and question why 
general credit controis are alleged to restrict money for specific uses (p. 148) 
with no analysis of rationing by interest rates. An unusual amount of space is 
devoted to the history of banking and the structure and techniques of the 
Federal Reserve System, with only a few pages ziven to an evaluation of the 
effectiveness of monetary policy. Inflation, regardless of degree, is painted as 
an unmixed evil. 

The following Part is a potpouri of definitions and miscellaneous relation- 
ships, called “Production, Employment, and Income,” including an overview 
of the determinants of GNP ane a balanced but dated discussion of the Em- 
ployment Act of 1946. Its chief merits are a good description of the limitations 
of GNP as a measure of well-being, an interesting discussion of the prediction 
of the GNP, and a useful short exposition of flow-of-funds accounts. A mass 
of statistics depicting personal distribution of income is offered without refer- 
ence to the functional theories listed, but left uncoordinated, in Part I. Lack 
of a clear statement on the consumption function leads to a confused, and 
partially inaccurate, definition of the multiplier (pp. 225-30). Nevertheless, 
the stage is appropriately set for the second half of the book: instability, the 
malady and its treatment. 

The first two chapters of Part IV present an appropriate general discussion 
of fluctuations, perhaps a bit too simplified, but including a few novel devices 
to enhance the clarity. The rest of the section describes all of the traditional 
business cycle theories, but does little about integrating them. 

The final Part portrays income-expenditure analysis first in terms of aggre- 
gate demand and supply and then in terms of the consumption function and 
marginal efficiency of capital. The first approach is quite successful but the 
second suffers from a failure to distinguish between planned and realized in- 
vestment. This section also includes a fair but conservative evaluation of 
policies for dealing with price and employment stability, but neglects growth 
implications. 

Hailstones’ writing is neither provocative nor muddy; hence the book could 
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be advantageously used along with “controversial” material. However, any 
rigorousness in analysis would have to be provided by the instructor. 
ARTHUR D. BUTLER 
University of Bufalo 


Concepts and Cases in Economic Analysis. By AARON W. WARNER and Vic- 
Tor R. Fucus. New York: Harcourt, Brace and Co., 1958. Pp. xv, 288. 
$3.00. 

Professors Warner and Fuchs of Columbia University have produced a sup- 
plementary case book for use in a one- or two-semester introductory course 
in economics, In content, about one-fourth of the book is devoted to discussion 
of analytical tools and concepts, with the remaining three-fourths devoted to 
cases. There are many (188) short cases. Each case is followed by several 
questions designed to apply the principles outlined in the preceding expository 
sections. Some cases presuppose a knowledge of such economic institutions as 
the banking system, the elements of business organization, and trade unions, 
and of the procedures of national income accounting, not covered in the ex- 
pository section of the book itself. For this reason it is necessary either to 
build on a prior course in economic institutions and principles or to use an- 
other book of readings or standard text concurrently. 

In its organization, this book is heavily weighted in microeconomics. Of its 
total 284 pages, 196 pages or 69 per cent of the content is devoted to price 
theory. Only 58 pages or 20 per cent is devoted to aggregative analysis. Of 
these 58 pages, 15 are devoted io monetary concepts, and the balance to Keyne- 
sian concepts. Some major areas, including international trade, labor eco- 
nomics, corporation finance, and distribution theory, are discussed only in- 
cidentally or not at all. 

Use of this book in an introductory course in economics, like any other case 
book, will add some variety to an introductory course, perhaps at the expense 
of breadth and institutional description. This particular case book would also 
add a great deal of interest to the course. The cases are almost universally 
interesting and well selected. Many of them are from the world of the New 
York Times, the Wall Street Journal, and semipopular magazines. One at- 
tempt to draw from the commonplace may have gone too far. A case en- 
titled “Branch Rickey’s Baseball Equation” requires for its analysis a more 
thorough knowledge of baseba_1 than of economic principles. 

The questions for thought and discussion following each case are particu- 
larly well done. The questions bring out important economic principles illus- 
trated by the case and provide the student with exercise in some analytical 
tools. For many students study will become more productive as a result of 
the forced thinking involved in answering the questions. Possibly also the 
class period will be enlivened by debate. 

Along with the above strengths attributed to the book, there are also weak- 
nesses. The most obvious is its rather lopsided organization, with consid- 
erably more than half of the book devoted to price and output problems. 
There are far more cases included in this section than a one-year course could 
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profitably digest. The area of money and banking in contrast is given very 
little attention. Only one of the many important analytical problems of the 
field is considered—the forces determining the general price level are analyzed 
through the equation of exchange. Only about two pages are devoted to the 
important area of monetary policy. International economics is given attention 
in only seven cases, and most cf these analyze elasticity of demand for im- 
ports. There are no cases concerned with corporation finance, though a few 
cases are included dealing with break-even charts, refusal pricing, and market- 
ing problems. For these reasons, the book does net adequately meet a need for 
cases covering the full range of interests included in standard introductory 
courses. In their preface the authors state that “We have designed the book 
to be used either as a basic text in economic analysis or as a supplement to be 
used with other readings.” For this purpose, a more balanced treatment would 
seem in order. 

For limited rather than general use this reviewer believes that this case book 
will make a useful. and important contribution to our teaching aids. Its adop- 
tion by individual professors will, however, depend upon the degree to which 
one wishes to emphasize (1) price theory and secondarily Keynesian theory 
rather than a broader range of topics and (2) economic analysis rather than 
institutional description. 

Wa ter J. MEAD 

University of California 

Santa Barbara 


Price and Allocation Theory; Income and Employment Theory; 
Related Empirical Studies; History of Economic Thought 


Ekonomicheskii raschet nailuchshego ispol’zovaniia resursov, (Economic Cal- 
culation of the Optimum Use of Resources.) By L. V. Kantorovicu. 
Moscow, 1959. Pp. 343. 


In a pamphlet published in 1939, Kantorovich gave a general formulation 
of the linear programming problem, and described a practical method for solv- 
ing such problems. His method was based on finding what he called “resolving 
multipliers,” which a Western economist would today recognize as the shadow 
prices of the dual of the linear programming problem. For nearly twenty 
years this pioneer work was ignored by the Russians, but with the interest in 
mathematical methods in economics since Stalin’s death, they have “discov- 
ered” it, and economic thinking in the direction pursued by Kantorovich has 
been approved and encouraged. Tne book under review is one of the results. 
In this book Kantorovich has developed his ideas far beyond the point 
achieved in the original article. He now recognizes the broader significance of 
his resolving multipliers and acknowledges their meaning by labeling them 
“objectively determined values.” Much of his book is devoted to the demon- 
stration that the finding of these values is equivalent to finding the optimum 
plan, that is the plan which gives the largest output. In the course of the 
exposition he develops the concepts of opportunity costs, the rental value of 
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superior land, quasirents on capital goods, and scarcity values for current in- 
puts. In Chapter 3 he shows how his methods can clarify some of the issues in 
planning capital investment. He starts with ihe proposition that only those 
capital goods should be created for which ihe quasirents exceed the cost of 
production, both figures being based on his ‘‘objectively determined values.” 
But there are many more items meeting this criterion than can be created out 
of current investment resources, and the rule is to create them in descending 
order of productivity up to the limit of investment resources. He explains the 
rationale for discounting future quasirents in the process of capitalization and 
shows how this is to be done in several situations. Finally he lays stress on 
the point that these objectively determined values are not only an aid in cal- 
culation, but will also serve as a set of indexes which, in contrast to existing 
prices and value indicators, will provide a rational set of incentive indicators 
and an accurate evaluation of performance, for the guidance and control of 
local management. 

Thus what started out as an algorithm for finding optimum values of certain 
variables in a problem of production planning has culminated in the redis- 
covery of much of Western value theory. Of course it is a seriously truncated 
value theory, which treats che composition of output as already determined 
and only seeks to maximize output in the proportions assigned. It is still a cost 
theory of value, but a sophisticated one, involving imputation and oppor- 
tunity costs. 

This is surely a portentous event in the development of economic thought 
in the Soviet Union. It is a significant step in freeing the Russians from the 
limitations of Marxist theory, so that Soviet economists can at last provide 
some clarification of the issues that practical planners must deal with. It marks 
the way for the transformation of Soviet economists from priests to scientists. 
Whether these potentialities are realized cepends on whether this threat to 
orthodoxy is allowed to pass. Kantorovich’s objectively determined values and 
Marxist value are clearly not the same thing, and Kantorovich has not been 
unaware of this problem. He has put probably the best possible face on the 
matter. He contends that there is really no contradiction, basing his argument 
mostly on the idea that “socially necessary labor time” under modern condi- 
tions of production acquires definite meaning only when one considers al- 
ternatives, capacity limitations, and current availabilities, and that all he has 
done is to work this out concretely. He has taken care not to make the politi- 
cally dangerous step of formulating his value theory in a way which might 
imply that composition of output was a problem to be solved. Likewise he 
avoids the ideological gaffe of bringing in utility (a concept inevitably linked 
with the epithet “notorious” in the Soviet discussions of value theory). His 
values are objectively determined by all the material circumstances of the 
problem to be solved, and he has forestalled any taint of idealism. But others 
have not been willing to ignore the discrepancy; and both in the introduction 
to the book by Nemchinov and in reviews in the economics journals this dis- 
crepancy is noted. But tke book is published (though in a relatively smal! 
edition), and the defense of orthodoxy put up by Nemchinov and the reviewers 
can only be described as lackadaisical. Any perceptive sophomore can see that 
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Kantorovich’s values are not Marxist values, but that they are indeed “objec- 
tively determined,” that is “true” values. But apart from its fate as a foray 
into the theory of value, the book is a testimony to the proposition that the 
problem of economic theory is to show how to maximize the output from 
scarce resources, and this portion of its message alone will mean a revolution 
in Soviet economic thinking. 
Rosert W. CAMPBELL 
University of Southern California 


Capital, Interest and Profits. By B.S. Kerrstear. New York: John Wiley and 
Sons, 1959. Pp. 180. $4.00. 

This book is at once pleasing and provocative and a scholarly blending of 
theory and history, aggregative and partial analysis, and the economics of de- 
veloped and underdeveloped countries. It presents criticism of “accepted” 
theories as well as original contributions, all this within 171 pages. The book 
is divided in two equal parts. 

The analysis of the first part concerns the process of capital formation. This 
requires investment (the making of tools) and saving (the provision of pur- 
chasing power). Capital formation is unlikely to get started without a “social 
shock,” which initiates the investment and provides the necessary saving. The 
process takes time and there is a lag between the start of the investment and 
the resulting increase of output. 

This sketch of capital formation is the background for Keirstead’s criticism 
of the marginal productivity theory of distribution and the time preference 
theory of interest and for his theory of profit, interest, and return to stock. 
His theory of profit stresses the uncertainties of innovation as contrasted to 
risk, The uncertainties arise from two kinds of expectations: general, those 
arising from forecasting the gross national product, price levels, etc.; and par- 
ticular, those pertaining to the expectations for the industry or firm. In a 
static economy with perfect knowledge and competition, profits would not 
exist. 

Keirstead presents the loanable funds theory of interest. The rate which 
firms have to pay for investable funds must cover the opportunity cost of con- 
sumer borrowing including that of government, and in addition a return to 
cover the costs and risks of the lender. Interest is not a reward for waiting 
because a large proportion of saving is supplied involuntarily by the rich and 
by corporations, and through monetary and fiscal policies. Only a small pro- 
portion of saving is supplied voluntarily and this supply moves inversely to 
changes in the rate of interest. Hence the rate reflects a large element of 
scarcity value under normal circumstances. 

The analysis then turns from the general market for capital to that of the 
firm. Keirstead rejects the marginal productivity theory that the firm equates 
the marginal cost and marginal revenue of capital. Nevertheless he presents 
a determinate explanation of the firm’s use of capital. On the supply side the 
firm must pay the opportunity costs of the different sources of funds which it 
must have to carry out its plans. These are its own internal funds, bank loans 
and the flotation of new securities. The opportunity cost rises as the firm has 
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to draw upon additional sources so that the firm is confronted by a “stepped” 
supply schedule. 

On the demand side the firm’s schedule is likewise discontinuous, The in- 
vestment plans of the firm are governed by three factors in addition to the 
expectation of gain: flexibility, economies of scale, and the time horizon. In- 
vestment plans are based upon a variety of hypotheses and should be flexible 
since expectations may turn out to be incorrect. Economies of scale together 
with the time horizon of the plans determine the growth of the firm. The de- 
mand schedule of the firm slopes downward because, other things being equal, 
uncertainties increase with the length of the time horizon. Hence the firm’s 
use of capital is determinate. 

In the conclusion to Part I Keirstead writes, “What I have tried to do in 
this brief essay is to supplement criticism which I have made in previous 
books, of the marginal productivitv theory of distribution with some more 
positive statements” (p. 80). 

Part II is devoted to “the elaboration, illustration or application of points 
made briefly in passing in Part I” (p. ix) and consists of five essays. The first 
illustrates the characteristics of a “conventional” economy and the conditions 
that are necessary for the initiatien of capital formation with a wealth of 
historical and anthropological examples. The second is a case study of New- 
foundland, The third is an application of sector analysis in theory and prac- 
tice to the dual problem of inflation and unemployment. The fourth essay is a 
brief criticism of certain cyclical concepts, periodicity, the multiplier, and the 
acceleration principle. The last is a brief conclusion to Part II followed by a 
statement of implications for policy. 

This is a provocative little book both for what it says and for what it does 
not say. Its pentrating criticisms induce reactions both pro and con. Here I 
wish to offer some comments on what it does not say; for my criticism is that 
the book is too short. In the preface, again in Part I and at the end of Part IT 
the author states that the book is concerned with the theory of distribution. 
But Part IX deals mainly with problems of capital formation. The average 
undergraduate is unlikely to integrate the two parts for himself. Of more im- 
portance for the advanced reader is my impression that the truly original 
argument concerning the firm’s demand for investment might have been more 
fully developed. This is new ground and needs cultivation. 

Notwithstanding these comments this short book offers rich rewards for a 
variety of students and because of its unique scope and stimulating style 
should receive a wide acceptance. 

. Josua C. HUBBARD 
Bryn Mawr College 


Studies in the Economics of Welfare Maximization, By P. R. BRAHMANANDA. 
Bombay: Bombay University Press, 1959. Pp. xiv, 520. Rs 18. 

Dr. Brahmananda begins his preface with: “By and large economics has 
been pursued not merely for the sake of knowledge but also for the sake of the 
healing and hope that knowledge brings” (p. viii). The whole volume reflects 
this point of view. The author has read and interpreted the classics with 
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sympathy and understanding; but his primary interest has been not in theory 
qua theory, but in the tools that theory has jorged which may be used in 
dealing with problems of economic development. 

Part I traces the evolution cf thought in the writings of Smith, Malthus, 

‘Ricardo, Mill, and Sidgwick on the role of the state, conditions favorable to 
enterprise, and the factors bearing upon population change and capital forma- 
tion. Brahmananda notes (and the reviewer approves) that “the present 
antithesis between growth and allocation is not justified and to understand the 
process of change and its determinants we have to study in detail the workings 
of the allocation mechanism: it is through the latter that the changes in the 
supplies of factors can be influenced” (p. 158). 

Part II begins with an exhaustive discussion of Marshall’s analysis of the 
surpluses that arise, both to consumers and to producers, because of the con- 
juncture in which individuals find themselves when they trade. The author is 
aware of the difficulties involvec. in measuring these surpluses and of the cur- 
rent controversy in this area, but he expresses confidence in the possibilities 
of quantification for purposes of economic policy, formulation almost to the 
point of making a fetish out of the idea. For example he writes, “It is now 
necessary to concern ourself with practical probiems. It is here that the con- 
cept of consumers’ surplus is of immense aid” (p. 253). One wonders just how 
one would get the necessary data to employ the surplus concept in deciding 
whether to use Indian resources in building a new steel mill rather than a 
textile plant. 

This section continues with an examination cf how value judgments, the 
stock of knowledge, the distribution of income and wealth, indivisibilities, in- 
dividual versus collective perspective, and the divergence of private from social 
product bear upon economic welfare. 

Part ITI catalogues a number of involuntary infra-optimal situations and 
the need for remedial action. Much use is made of the concept of increasing 
returns (again displaying the strong Marshallian bias that permeates the en- 
tire volume) and of the possibilities of external economies. This part concludes 
with a chapter on public utility pricing. 

Brahmananda is at his best when discussing the conditions necessary to 
promote economic development in India. For example he observes that “Com- 
petition is only the husk; the kernel is the strength of the economic motive” 
(p. 385). And again he writes, “In some countries, such an action [i.e., delib- 
erate state action] requires a charge in time-honoured customs, traditions and 
mores, against which individual units might be striving in vain; it requires 
support and encouragement for the limited number of leaders, who are making 
the community conscious of the non-optimal positions; it requires a coordina- 
tion of the efforts of all those who are striving to raise the tempo of progress; 
it requires direct State activity or initiative to break the rigid bonds which 
keep individual units in chains, as it were. In other words, in most undeveloped 
countries, a well-coordinated and concerted attack, planned from the vantage 
point of a collective perspective, may be the only method by which the so- 
called ‘natural’ trends and courses of activity, which have such tremendous 
inhibiting effects, can be transformed” (pp. 430-31). 
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In the reviewer’s judgment, students of welfare economics and of economic 
development will find much of interest in this volume. It does not break new 
ground in the area of pure theory but it does contain real insight with respect 
to some of the most crucial economic problems of our times. , 

WittiamM B. PALMER 


The University of Michigan 


La répartition du revenu national. Vol. 3, Modèles classiques et marxistes. By 
Jean MarcHaL and Jacques LecarLton. Paris: Ed. Génin, 1959, Pp. 
393. 2,400 fr. 

The volume under review is the third volume of a four-volume study of the 
distribution of the national income by Professor Marchal of the faculty of 
Law and Economic Sciences of the University of Paris and Professor Lecaillon 
of the faculty of Law and Economic Sciences of the University of Lille. The 
first two volumes were gracefully reviewed in Review for September 1959 by 
George Jaszi. In those volumes the authors divided receivers of income on the 
basis of five major groups and analyzed the characteristics of these varied 
recipients. 

In Volume 3 Marchal and Lecaillon begin the second and last part of their 
long work, the part which studies the processes by which these groups obtain 
their respective portions of the national income. Before attempting the con- 
struction of a model of distribution viable for the modern world, the two 
collaborators deem it wise to investigate the different models proposed in the 
past century and a half in order to ascertain in what measure these models 
still provide instruments of analysis acceptable for the comprehension of 
today’s realities. Hence the third volume is devoted to a critical discussion of 
models, classical and Marxist. Volume 4, in preparation, will take up the neo- 
classical, Keynesian and post-Keynesian models. 

By way of introduction, the Physiocrats are held incontestably to have 
been the first scholars to have raised the problem of distribution in its entirety 
and clearly to have employed the marcroeconomic and sociological approach. 
The classical model is then scrutinized in three chapters of approximately 
35 pages. Adam Smith is hailed as the founder of the English classical school 
but as far more concerned with problems of production than of distribution. 
The real architect of the classical theory of distribution emerges in the person 
of David Ricardo. While the approach of Smith is looked upon as necessarily 
that of microeconomics, the approach of Ricardo, like that of the Physiocrats, 
is regarded as embodying the essentials of macroeconomics. 

Discussion of the Marxist model, by contrast, runs to approximately 335 
pages. In five relatively long chapters the reader is introduced to the func- 
tional aspect of the Marxist model, the determination of the variables of the 
model, the evolution of the variables, and the evolution of the different social 
classes which share in the national revenue. Chapter 6 closes the discussion 
on a lofty note with some general reflections upon the Marxist model. 

By reason of the many ties that allegedly exist between the classical and 
the Marxist theories, Marx has often been called the spiritual son of Ricardo. 
Yet Marx went much farther than his predecessor, believing as he did in a 
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long-range analysis of distribution which definitely classifies his theory as 
sociological, an approach barely considered by Smith and only slightly 
elaborated by Ricardo. With Marx, furthermoze, the time is surely coming 
when at long last the total revenue of society will be lodged in the hands of 
the masses alone—the proletariat. Complete macroeconomics—a term of 
course unknown to Marx—will then be the order of the day. 

Documentation is abundant and at times fascinating. The style is typically 
Gallic in its felicity. For readers whose command of the French language is 
fluent, here indeed is rewarding fare. 

The issues raised by Jaszi in kis review of the earlier volumes, however, still 
remain unsolved. Nor can any fair evaluation of the ambitious study under- 
taken by Marchal and Lecaillon be made until the promised fourth volume is 
at hand. This reviewer, mindful of the pleasure and profit which a careful 
perusal of the third volume has accorded him, awaits with anticipation the pub- 
lication of the final volume in which the neoclassical and contemporary models 
of distribution are to be dealt with. 

Jonn M. FERGUSON 

Muhlenberg College 


The Wage-Price Issue—A Theoretical Analysis. By Witttam G. BOWEN. 
Princeton: Princeton University Press, 1960. Pp. xv, 447. $8.50. 

This book examines the question whether “the wage- and price-setting in- 
stitutions of the contemporary American economy impart an upward bias to 
the price level.” Of the various processes alleged to lead to such an upward 
bias, the one selected for detailed analysis is the “dilemma model” which pro- 
vides the framework for much of the current discussion of this question. The 
model may be summarized in three assertions: (1) in our society strong unions 
are able to raise wages faster than productivity in general can advance; 
(2) these increases in unit cost of labor and unit total cost of product en- 
courage producers to raise prices; and (3) monetary authorities are then 
faced with the dilemma: (a) to increase the supply of money, thus justifying 
the higher price level and setting the stage for another round of wage and 
price increases, or (b) to refuse to increase the money supply, thus halting the 
inflationary trend but causing unemployment by denying the expansion of 
funds necessary to buy all of the products available at the higher prices. These 
three assertions are analyzed in great detail in three separate sections which 
comprise the main body of the book. 

The author finds that all three assertions contain serious faults which make 
the assertions highly suspect as a basis for public policy decisions. He argues 
that the wage-determination assertion rests upon a serious oversimplification 
of the complex relationship between the institutional factors of trade-union 
structure and the collective bargaining process, on the one hand, and the 
economic determinants of labor productivity, on the other. The reviewer be- 
lieves that the author succeeds very well in showing that the wage-determina- 
tion assertion is misleading and also that it is unsatisfactory because it fails 
to comprehend the basic causes of wage change. 

His analysis of the cost-and-price-determination assertions begins with the 
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impact of wage adjustments on costs and proceeds to the impact of costs on 
prices. The author points out that the close link which the assertion assumes 
between unit labor costs and total costs of product is in reality quite loose 
unless certain possibilities, such as the substitution of other factors for labor, 
the change in the costs of nonlabor factors, and the alteration of the rate of 
output, can be eliminated from consideration. 

The same kind of conclusion is reached with regard to the impact of unit 
costs on prices. The strict cost-plus pricing doctrine of the dilemma model does 
not give an adequate answer, since it is difficult to apply to sectors of the 
economy such as the administered price sector. Also the general price level 
depends upon innumerable individual price decisions, and demand considera- 
tions cannot be neglected. But the excess demand model does not provide a 
useful framework either, since it is applicable only to the competitive section 
of the economy. The author, therefore, attempts a fusion of the two to give 
a more serviceable approach. 

The discussion of the monetary-policy assertion leads to the conclusion that 
it is incomplete, because it does not explain how monetary policy affects wage, 
price, and employment decisions. The importance of the monetary environ- 
ment should not be underestimated, but the purely monetary approach does 
not answer certain fundamental questions such as the effect of change in 
velocity and in money supply, and the influence of the factors which 
determine private decisions to spend. Questions arise concerning the policies 
which the monetary-fiscal authorities are likely to adopt when the price level 
is being pushed upward, and what the impact of these policies will be. The 
inadequacies of the monetary-policy assertion add to the weaknesses of the 
dilemma model. 

In spite of its faults, the author feels that the dilemma model has served a 
useful purpose in focusing attention on the macroeconomic problem, and 
that the controversy over the dilemma model has encouraged consideration 
of the relative desirability of alternative public policies before adopting any 
specific program. He concludes with the thought that computation of the 
relative costs of the various alternatives is likely to be arduous and time- 
consuming, but that to date no other acceptable procedure has been developed. 

The author has covered his subject thoroughly and has defined his terms 
carefully. His analysis of the very difficult problems involved is painstaking 
and detailed. He is examining highly controversial matters, and disagreement 
with some aspects of his work is to be expected. But he has tried to account 
for every possibility, and although the result is wordy in places, the book is 
well organized with frequent summaries, comments, conclusions, and helpful 
diagrams to keep the reader on the track. Only an occasional slip was noted, 
such as the apparent confusion on page 29 of buyers’ inflation with cost in- 
flation and sellers’ inflation with demand inflation. Good use has been made 
of the available literature in the field, and the book contains an excellent 
bibliography. 

PAuL L. KLEINSORGE 

University of Oregon 
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Money and Income. By A. C. L. Day and Srerre T. Beza. New York: Oxford 
University Press, 1960. Pp. xv, 634. $7.50. 


As a systematic exposition of macroeconomic theory for both a closed and 
open economy, this book is probably superior to any undergraduate text cur- 
rently available cn the U. S. market. Based on a volume originally prepared 
by the senior author for British consumption it shows the felicity of expres- 
sion that one has learned to expect of British authorship.* It is truly a literary 
work depending on the skillful use of language to persuade the reader rather 
than on copious statistical tables or their graphic representation. Discussions 
of suggested readings after each chapter guide the reader into the standard 
works and the most recent periodical literature. A mathematical appendix is 
provided explaining the derivation of the various algebraic formulas provided 
throughout the text. These characteristics together with the level of ab- 
straction attained throughout suggest that students of economics in English 
universities in their second and third years (the intended market for the 
original volume) are made of sterner stuff than their American confreres, 

The first two sections are taken up with the determination of income levels 
and the rate of interest. A simplified monetary economy is the basis of the 
analysis with only three kinds of transactors—households, firms and banks— 
and three wealth forms—undated bonds, money and real wealth—being in- 
volved. Where the analysis goes beyond conventional treatment is in its dis- 
cussion of dynamic movements from one equilibrium level to another. Here 
as in other parts of the book imaginative tables are constructed which trace 
the sequence of changes in the relevant variables. An analysis of the mutual 
determination of income and interest rates along the lines of Hicks’ famous 
treatment occupies a first-class chapter in the second section. 

Most of the third section, on the present-day institutional framework, is 
taken up with a description of the commercial banking system and the opera- 
tions of the Federal Reserve. The role of government in economic activity is 
elaborated. In a final chapter the authors explain their preference for a 
liquidity-preference approach to interest determination over a loanable-funds 
approach. 

Up to this point, price level changes have been ignored. This is remedied 
in the fourth section which develops a theory of inflation. An excellent intro- 
ductory chapter singles out the weaknesses of the quantity theory down to its 
recent reformulation by Patinkin. The analysis of inflation is then carried on 
in the context of the modern theory of income determination, Inflation is seen 
to be the outcome of an excess of planned demand for goods and services over 
planned supply at full employment. From this perspective, wage increases are 
“defensive reactions” to price increases rather than initiating impulses, 

In Part V, “Stability and Instability,” a theory of the trade cycle is ad- 
vanced on the basis of the familiar interaction of the acceleration and multi- 
plier principles. The most intriguing chapter summarizes the work of Tustin 
and Phillips in applying engineering techniques to problems of economic 


+A. C. L. Day, Outline of Monetary Economics (Oxford, Eng., 1957). 
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policy-making. The final two sections “International Monetary Economics” 
and “International Monetary Experience” consume about one-third of the 
contents. The first provides a rigorous discussion of the conditions for external 
balance using the same methodology of planned and realized values (here 
payments to and from foreigners} that was employed in the income determina- 
tion section. The final section tackles the policy problems of simultaneously 
achieving internal and external economic stability. 

Accepting the avowed intention of this book to concentrate on macro- 
analysis, it has certain notable sins of omissicn. One finds no discussion of the 
national income accounts, their conceptual basis, construction and limita- 
tions. There is virtually no discussion of consumer credit and other selective 
credit controls because the authors mistakenly believe that nothing can be 
said about them in “general terms” (p. 176), One and a half pages on non- 
bank financial institutions, including a one-sentence parenthetical reference 
to the possible effects of money-substitutes on the demand for money (pp. 
124-25), are an inadequate recognition of the kind of work being done by 
Gurley-Shaw and Goldsmith. 

The book’s greatest sin of omission is more of a commentary on the state 
of economic knowledge than a criticism of the book per se. Except in the most 
general terms, when the history of U. S. fluctuations since the first world 
war is being discussed, little attempt is made by the authors to demonstrate 
empirically the validity of their macrotheory. This is probably explained by 
our ignorance of the causes of economic instability.” But if so, the lucidity 
of this volume may be a snare and a delusion. 

If present efforts to make the money and banking course a course in 
macrotheory succeed, there should be a substantial market for this book. But 
its significant gaps in the economics of the financial firm and the mechanics 
of the financial system suggest that there is still room for a high-level course 
in money and finance which would precede the course in macrotheory. 

JAcoB COHEN 

Bowling Green Siate University 


The Business Cycle. By R. C. O. MatrHews. Chicago: University of Chicago 
Press, 1959. Pp. xv, 300. $3.00. 

In the manner of its predecessors, this latest edition to the Cambridge Eco- 
nomic Handbooks is “intended to convey to the ordinary reader and to the 
uninitiated student some conception of the general principles of thought 
which economists now apply to economic problems”—in this case the business 
cycle. If this is indeed true, the present book must be said to fail miserably 
in its objective, or the author and the editors have not really made up their 
minds about the audience being aimed at. There is little doubt that most of 
its contents will sail right over the head cf the “ordinary” or “unitiated” 
reader. On the other hand, the materials of interest to the specialist are hidden 
under a bushel; the specialist is likely to be unwilling to wade through all 
the familiar materials to pick out the few points worth his attention. At best, 


*For a recent succinct statement on the extent of this ignorance, see R. A. Gordon, 
“Research on Economic Stability” Soc. Sci. Researcn Council, Items 13, Dec. 1959, pp. 37-38. 
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a few chapters are probably useful on a reading list for graduate students. 

The book opens with two chapters devoted to a good, but not simple, dis- 
cussion of the generation of cycles through the interaction of the multiplier 
and acceleration principles—the latter in its “pure” and “flexible” forms. The 
roles of lags, constraints, and erratic shocks are discussed. These chapters are 
followed by three more dealing with other influences upon investment. Then 
follow chapters on the consumption function, money and finance, ceilings as 
an explanation of the upper turning point, the lower turning point, inter- 
national aspects of the business cycle, and a (poor) chapter on periodicity 
and major and minor cycles. The penultimate chapter, perhaps the best in the 
book, is a very good discussion of the problem of long-run trend and the busi- 
ness cycle. The last chapter deals with problems of controlling the cycle, but 
the reader will get very little idea of the tools of compensatory fiscal policy 
and none of monetary policy. 

The inadequacy of the final caapter is characteristic of a major failing of 
the book, viz., a questionable distribution of emphasis. All too often major 
points and conclusions are given short shrift, whereas minor topics and refine- 
ments are analyzed extensively. A related drawback is the author’s frequent 
eagerness to cover all possibilities, e.g., all possible influences on investment. 
As a result, the reader is apt to Iose sight of the forest for the trees and thus 
be unable to separate the important from the unimportant. 

Readers of this review will be surprised to learn, inter alia, that the profit 
rate will not necessarily fall in zhe face of a declining marginal product of 
capital, because the profit rate (P/K) equals profit per unit of output (P/F) 
times the average product of capizal (Y/K), and a rise in P/Y may keep P/K 
from falling (p. 153). This not uncommon fallacy may immediately be 
exposed by recalling that P/Y = MP;,/AP,, where MP, is the marginal 
product of capital and AP, = Y/K. Then: 


P MP, 


K AP, 
Since the AP;’s cancel out, it follows that the behavior of the profit rate de- 
pends only on the behavior of MP;, and the behavior of both is independent 
of both capital’s relative income share (P/Y) and the average product of 
capital.+ 
I should like to close this review on a more constructive note. The author 
attempts to give a theoretical underpinning to his discussion of the flexible 
accelerator by referring to Marshallian long-run equilibrium theory of the 
firm. A more direct and explicit approach might be to observe that, in equi- 
librium and in the absence of technical progress and population growth, capital 
stock is wanted by the firm essentially for two reasons: (1) to produce more 
output with the same techniques, and (2) to produce the same output with 
more capital-intensive techniques by substitution of capital for labor. In the 





ky 


*Incidentally, contrary to the author's belief (p. 242), only in the knife-edge case of a 
linear and homogeneous production fuaction does a falling marginal product. of capital 
necessarily imply a falling average product of capital or a rising “normal” capital-output 
ratio. 
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face of diminishing marginal returns, this second source of demand for capital 
must be a decreasing function of the rate of interest. Hence we can write a 
capital-demand function as: 


(1) K = f(¥, i) 
Differentiating (1) with respect to time, we get: 


(2) dK (=1 exons Z ) 
x nvestmen E a 
or as a linear approximation, 
dk dY di 
(3) leony gy e 
. di di di 

Investment is thus a positive function of income change and a negative 
function of change in the interest rate. To maintain a given rate of investment, 
income must keep growing and/or the interest rate must keep falling. The 
coefficient a in (3), of course, is the accelerator, AK/AY, which is seen to 
define the increase in capital stock needed to produce a given increase in 
output at a given rate of interest and in a given state of the arts. The accel- 
eration principle as a theory of induced investment is thus placed on simple 
and perfectly sound theoretical grounds. Any modifications needed to allow for 
excess capacity, finance problems, etc., can be and have been introduced in 
the form of a flexible or variable (nonlinear) acceleration coefficient. But the 
point is that any theory of induced investment must begin with equations 
like (1) and (2), with modifications introduced therein, because these equa- 
tions provide the only sound “micro” basis for such a theory. 

D. HAMBERG 
University of Maryland 


Philosophie des conjonctures économiques. By Léon-F. Duprez. Louvain: 
E. Nauwelaerts, 1959. Pp. xiv, 506. 425 Bfr. 

This book is a companion volume to Proiessor Dupriez’s Movemenis éco- 
nomiques généraux (2 vol., Louvain 1947), and is based on the latter’s em- 
pirical and statistical findings. While the Movements dealt with the phe- 
nomenological aspect of economic trends the Philosophie’s emphasis is on 
the conceptual aspect of these tendencies. In addition to its three main parts 
(the principles, long-term, and short-term conjunctures) the book includes a 
helpful glossary of technical terms, and a bibliography of related empirical 
studies made under the auspices of L’Institut de Recherches Economiques 
et Sociales of the University of Louvain. 

The objective of the Philosophie is to replace specific techniques of the 
“cycle” analysis in favor of a general theory of economic conjunctures. The 
mechanisms and techniques of modern cycle theories are, in the author’s 
view, more preoccupied with building mathematically coherent schemes than 
with the explanation of facts—more concerned with a rigorous logic than with 
a rigorous epistemology. By setting his book philosophically and logically 
apart from the main body of such theories, the author seeks to formulate a 
theory of unfolding economic “reality.” 
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The central doctrine of the Philosophie is an “economic monism” which 
rules out conceptual and methodological dichotomies between statics and 
dynamics, short and long periods, real and monetary analyses, and even eco- 
nomic and noneconomic variables. The theory of economic conjunctures is 
a theory of the combination of all circumstances and movements that deter- 
mine an economic order. 

The fundamental postulate of this theory is that all economic movements 
emanate from specific human actions but tend toward certain equilibrium. 
Human actions being conscious and end-oriented, the theory of economic 
conjunctures is unavoidably teleological: it rejects Pareto’s positivism and 
Keynes’s “propensities.” 

The analytical frame of reference is found in Marshall’s marginalist micro- 
economics (because it rejects mechanistic causation) and in Walras’ theory 
of mutual interdependence (because of its integrative nature). But marginal 
analysis is considered ‘‘intemporal,” and mutual interdependence too unequiv- 
ocal regarding the rationalism of the adjustment process. The author’s own 
theory is a theory of economic successions which allows not only for adjust- 
ment by small steps through time, but also for nonrationality of human be- 
havior, political exigencies, and social aberrations. 

The theory is based on three assumptions: (1) Economically motivated 
human actions, if left alone, tend eventually to establish a set of coherent 
economic relationships corresponding to the initial goals. But (2) in each 
successive step toward these goals, new situations and new states of human 
consciousness will arise to modify these relationships and to prevent their 
scheduled realization. Nevertheless, (3) the conjunctions of these forces tend 
to create an “evolving reality” in which economic relationships, though never 
precisely established, can be plainly recognized. 

In spite of the awesome complexity involved in explaining such an all- 
embracing reality, the theory’s analytical structure appears astonishingly un- 
complicated. Statics and dynamics seem to be unified by attempting a 
“marginalist and temporal solution” between Say’s timeless law of markets, 
and Maithus’ instantaneous theory of effectual demand. The compromise: the 
equality of income and expenditure is neither definitional nor instantaneous, 
but tendential, allowing for appreciable latitude in the short run but only in- 
significant lapses in the long run. 

The fusion of real and monetary analyses is also attempted in a similar 
fashion. In the approximation of economic equilibria, money is Keynes’ 
“subtle device for linking the present to the future.” Money allows individ- 
uals to choose not only among alternative goods at a given time, but also 
among alternative times for a given expenditure. Extending the “ability to 
choose” over time, money separates the existence of purchasing power from 
its exercise and thus relieves the equality of aggregate quantities, not only 
from their intemporal and instantaneous restraints, but also from their 
dualistic money-real character. 

The combination of micro- and macroanalyses are resolved by the author’s 
attempt to incorporate Say’s law of markets and Walras’ theory of imputa- 
tion in a single “concrete context.” The unifying element is found in the dif- 
ference between functional and personal income distribution. The accumula- 
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tion of individual fortunes and the concentration of economic power due to 
the inequality in the ownership of factors cf production tend to disrupt the 
equilibrium process of each successive time period, thus making the final out- 
come different from the scheduled norms. That is, the distribution of national 
product, by ever-modifying individual motivations and actions, affects the 
direction and magnitude of aggregate supply, demand, and income. 

The combination of these real and monetary factors, in turn, determines the 
direction and intensity of general economic movements (i.e., secular expansion, 
long-term movements, and short-term fluctuations). Secular expansion reflects 
changes in real factors, i.e., quantity and quality of resources, organizational 
improvements, advances in technology. Long-term fluctuations (the Kondra- 
tieff), while basically conditioned by fundamental changes in science, politics, 
and institutions, are more immediately “caused” by monetary factors and 
political events. But whatever the conditions and causes, long-term move- 
ments are rooted in a host of complex phenomena that are not subject to a 
simple or specific explanation. Short-term movements (the Juglar) have no 
valid theory of their own; they are simply systematic and recurrent points 
in the process of approaching long-term equilibrium. They reflect, on the one 
hand, the conditioning environment under which individuals make their deci- 
sions (the terminus a quo) and, on the other hand, the goals toward which 
individual actions are directed (the terminus ad quem). 

The book’s value can be measured only in relation to the magnitude of its 
task. The theory of economic conjunctures admittedly lacks the precision of 
specific, fewer-variable models. And, as a “monistic” theory of all economic 
circumstances, it suffers from the same frailties and superficialities of all such 
manifold schemes. Yet in the midst of the intricately detailed issues with 
which economics copes these days, a work of the scope and orientation of the 
Philosophie is refreshingly nostalgic, and somewhat reminiscent of the intel- 
lectual interests of a Smith or a Marshall—Dupriez’s own heroes. 

JAHANGIR AMUZEGAR 

Occidental College 


The Manchester School of Economics. By Witt1am D. Gramer. Stanford: 
Stanford University Press; Oxford: Oxford University Press, 1960. Pp. 
viii, 155. $4.00. 

This able book is an enquiry into the ixtellectual content of the movement 
for repeal of the corn laws, which brought Britain to substantial freedom of 
trade in 1846. Grampp set himself a difficult task, for the movement had no 
over-all system of analysis unique to it, and, indeed, had no real consensus 
on the question why the corn laws were undesirable. The Manchester School, 
as Grampp defines it, consisted of five heterogeneous groups, united only by 
belief in the immediate repeal of the corn laws: first, businessmen who sup- 
ported free trade from self-interest, hoping it would lower money wages or 
stimulate exports; second, businessmen who supported repeal on humani- 
tarian grounds, believing it would increase real wages; third, pacifists, who 
believed that mutual interdependence would further world peace; fourth, the 
Philosophical Radicals, who expounded the objections of Smith and Ricardo 
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to protection; and fifth, the nonconformist radicals, intellectual descendants 
of the Clapham sect. 

Much of the objection to the corn laws had a long history, particularly 
among the Philosophical Radicals, but the political effort at repeal was most 
vigorous during the existence of the National Anti-Corn Law League, founded 
in 1839 and disbanded upon victory. The intellectual history of the League 
and its sympathizers has been strangely neglected; Norman McCord in his 
recent history of the League? explicitly denied interest in the merits of free 
trade, and Mark Blaug in his treatise on Ricardian economics dealt with the 
Manchester School only incidentally.? 

As a consequence of the neglect of the philosophy of the anti-corn law move- 
ment, the myth has been perpetuated that the Manchester School was a group 
of extreme believers in laissez faire, related to the classical economists per- 
haps as the followers of Ludwig von Mises to the Chicago School in our own 
time. With respect to the corn laws, the Manchester School clearly did take 
a more extreme line than the Ricardians, They advocated total and immediate 
repeal, whereas Ricardo suggested gradual reduction of the duty to minimize 
transitional problems. Ricardo defended retention of duty to the extent that 
domestic grain was taxed, and argued for tax reform as a necessary pre- 
liminary to repeal. Senior also proposed gradual repeal, and Torrens believed 
in reciprocity. Mild as these qualifications may seem, they were little less 
than dealings with the devil to the Mancunians. 

On issues other than repeal, Grampp demonstrates that the Manchester 
School cannot be identified with particularly extreme devotion to laissez faire. 
Cobden defended granting the Bank of England a virtual monopoly on note 
issue through Peel’s Bank Act of 1844, and favored certain restrictions on 
railway construction and on international capital movements. The Mancunians 
were united in a belief that the textile industry should not be subject to 
unique restrictions on its labor force, but otherwise Grampp is able to muster 
a variety of defenses of factory legislation on the part of the School. 

The Mancunians dealt with their policy issues with a mixture of Ricardian 
analysis, common sense, and ordinary benevolence. Because of the lack of a 
conceptual scheme of their own, tneir thinking is far less interesting than the 
Ricardians’ own works. Ricardian analysis loses no interest when it is wrong; 
in fact, it is not difficult to find writers who consicer it most interesting when 
wrong. Thus, to some extent, Grampp’s task was a thankless one; economists 
will never turn to Cobden and Bright for stimulation and wisdom, as they 
have turned for so long to Smith, Ricardo, and the lesser classicists. The fact 
remains that the repeal of the corn laws was one of the great victories for the 
sort of policies with which economists have traditionally been associated, and 
with which, let us hope, our profession will continue to be identified. Conse- 
quently, economists have reason to acquaint themselves with the intellectual 
history of this notable event, and Grampp provides them with a convenient 
and concise means of doing so. 

GrorcE W. HILTON 

Stanford University 


1 The Anti-Corn Law League 1838-1846, London 1958. 
2 Ricardian Economics, New Haven 1958. 
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Schools and Streams of Economic Thought. By Epmunp WHITTAKER. Chi- 
cago: Rand McNally and Co., 1960. Pp. xvi, 416. $6.50. 


Here we have another workmanlike text for the history-of-economics course. 
The author, Professor Whittaker, made a name for himself some twenty years 
ago when he wrote a pioneering History of Economic Ideas, which presented 
the subject by tracing the history of various doctrines or topics rather than 
by discussing the contribution of one author after the other in chronological 
order. Since then Whittaker has added to his reputation by publishing schol- 
arly texts on general economics and economic theory. 

Unlike the earlier work, the new book is in the main arranged according 
to conventional lines. Considering the purpose of the book, this approach no 
doubt is the right one. At times, though, th2 form of the earlier “synopticon” 
reasserts itself, as, for example, in the case of John Stuart Mill. Mill’s con- 
tributions are discussed in parts of three different chapters which deal, respec- 
tively, with “Population and the Laws of Returns,” “Theories of Value and 
Distribution,” and “The Law of Markets and the Problem of Depression,” all 
referring to “Classical Economics after Smith.” 

The conspicuous features of the volume are its encyclopedic scope, its high 
degree of reliability, and its firm anchorage in the author’s own first-hand 
investigations. His interpretations are eminently sound and based on a life- 
long familiarity with the subject. Throughout the book, attempts are made to 
relate subject matter to political and economic history, philosophy, and to the 
growth of thought in the neighboring disciplines of politics and sociology. 
The concluding chapters review the most recent developments in economic 
theory sympathetically and judiciously. 

More than has been common in such texts, Whittaker draws attention to 
the development of quantitative analysis, beginning with John Graunt and 
Gregory King and later leading to Jevons, Henry Schultz, and the modern 
econometricians. Here as elsewhere the student is given not only barren facts 
and data but insight into the continuity of “schools and streams of economic 
thought.” Thus the title of the book articulates what constitutes its unique 
character. The ever-present awareness of continuity is no doubt the happy 
result of the author’s earlier concern with the development of individual 
doctrines and ideas. While the outward form of the volume no longer reflects 
this approach, it nevertheless suffuses much of its internal structure of thought. 

This is indeed a worthwhile addition to the recent crop of useful texts for 
the history of economics. But, alas, as this crop is gathered, more and more 
colleges are following a policy of retrenchment in providing instruction in the 
course for which the texts are designed. It is to be hoped that the superb 
teaching aids which are now available in the form of texts by Bell, Lekach- 
man, and the author of the book under review will attract the superb teacher 
and deliver the history-of-economics course from the more and more fre- 
quently found catalogue entry: “not given this year.” At a time when there 
is a growing and vigorous interest in the history of the natural sciences, 
when strong efforts are made to humanize these sciences, economics can ill 
afford to sever its last, tenuous link with the humanities. 

HENRY W. SPIEGEL 

The Catholic University oj America 
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Technischer Fortschritt und Produktivitétssteigerung. By HANS KRIEGHOFF. 
Berlin: Duncker & Humblot, 1958. Pp. 151. DM 16.60. 

The present volume is a doctoral dissertation at the Johann Wolfgang 
Goethe-Universitat in Frankfurt a. M. Part I is devoted to a primarily micro- 
economic study of the concept of technological progress. Following Hicks’ 
Value and Capital the concept is first defined in a marginalist framework. 
Following Dorfman and Koopmans the concept is then redefined in a linear- 
programming and activity-analysis framework. Here, technological progress is 
simply defined as the adoption of a more profitable program. Whether the 
new program was feasible all the time but not used previously because relative 
prices did not justify its use, or the new program represents a wider techno- 
logical horizon, is immaterial. Krieghoff’s defense is partly semantic. A more 
important defense is that one cannot observe the widening of the techno- 
logical horizon statistically. Statistically one can merely observe the manifes- 
tations of such widening in input and output behavior. 

In Part II Krieghoff examines technological progress and productivity for 
the economy as a whole. Productivity is traditionally defined as the ratio be- 
tween output and input. To clarify the numerator and the denominator of 
that ratio Krieghoff distinguishes between three categories of economic goods. 
First, final goods leaving the production process as its net output. Krieghoff 
calls this category P.' Second, intermediate goods produced and used up 
within the production process. Krieghoff calls it K (Kapital) and lets his 
capital include the not very significant land. Third, original goods not pro- 
duced but used up in the production process, This category includes labor and 
is called A (Arbeit). Ricardo, of course, would have proceeded differently. To 
him, labor was reproducible at constant cost and would thus have belonged 
to category 2. Land would have been very significant and would have con- 
stituted category 3. But let us return to Krieghoff. There are now three alter- 
native productivity concepts, he says, i.e., P/(A + K), P/K, and P/A. The 
first two are dismissed on the grounds that capitai (X) is not scarce in any 
absolute sense; it is reproducible within the system. Krieghoff concentrates, 
then, on the last productivity concept P/A as the theoretically relevant and 
the empirically most varying one. He studies labor productivity as the product 
of capital intensity and capital productivity: P/A = K/A times P/K, and he 
quotes available time series by Kuznets for the United States and by Krengel 
for Germany. The familiar distinction between capital-deepening and capital- 
widening is made and familiar conclusions drawn. 

Only on the last 25 pages of his book does Krieghoff get around to practical 
problems of measurement. Some, but by no means all, of the pitfalls of aggre- 
gation are mentioned, and ways to avoid them are described. The closing 
pages of the book are devoted to a very brief study of labor productivity in 
West Germany. Using differential-calculus notation the argument can, I think, 
be reproduced very briefly as follows: Disregarding technological progress 
one might assume a simple proportionality to exist between output X and 
input x of the form X = ax, where a would be a constant productivity coeffi- 
cient. But under technological progress a itself will change. Dating all our 
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variables we would get a dynamic relationship of the form X(t) = a(é)x(t). 
Take the derivative of this function with respect to time: 
dX aX) we ae 
= ali) +z) —— 


The first term indicates that part of a increase in output over time which 
is due to the increase in input. The last term indicates that part which is due 
to the increase in the productivity of input. For the German Federal Republic 
during the period 1950-1956 Krieghoff finds the total increase in industrial 
output to have been 93 per cent, of which 41 per cent was due to the increase 
of the labor force, and 52 per cent to the increase in the productivity of labor. 
The annual increase in productivity was 5.7 per cent, as compared with 3.9 
per cent for the United States. 

In his dissertation, Krieghoff has demonstrated his familiarity with the most 
important theoretical and empirical literature in the field, German and non- 
German alike. To Anglo-Saxon tastes there is too much semantics in the book. 
But the productivity concept and the concept of technological progress have 
also been examined from a statistical point of view. This emphasis on opera- 
tionality is hardly as obvious in Germany as it would be in the United States. 
If Krieghoff does not contribute anything new, he does at least provide a 
lucid introduction to the subject, blending theory and measurement well. 

Hans BREMS 





University of Illinois 


The Economic Development of Communist China 1949-1958. By T. J. 
Hucues and D. E. T. Luarp. Issued under the auspices of the Royal 
Institute of International Affairs. New York: Oxford University Press, 
1960. Pp. viii, 223. $3.60. 


For those who have been looking for a short, nontechnical, but objective 
account of Communist China’s economic development from 1949 through 
1958, the volume under review is by far the best answer. It is a straightfor- 
ward factual account, with no application of tools of economic analysis. How- 
ever, facts are well chosen and presented with fairness, and the comments 
show well-balanced judgment. Both authors formerly worked for the British 
Foreign Office, and one (Hughes) also had experience with the British Treas- 
ury and the Ministry of Economic Warfare. 

The book starts out with the background of the Chinese economy, the eco- 
nomic objectives of the Chinese Communist Party, and the period of rehabili- 
tation from 1949 to 1952. The second part deals with the first and second 
five-year plans, including a succinct account of the development of the plan- 
ning machinery and technique since early 1950, In their appraisal of the re- 
sults of the first five-year plan, the authors have found that achievements 
in the industrial field were uneven, and that “the increase in agricultural pro- 
duction was not only certainly below what it should have been to keep pace 
with the increase in industrial production; it was probably barely enough to 
maintain the living standards of the rapidly increasing Chinese population, let 
alone to provide a surplus for export on the scale required” (p. 57). In 1958 
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the people’s communes were developed, not on ideological grounds, but “in 
response to immediate practical requirements” (p. 69). On the subject of 
Soviet aid, the authors observe that by virtue of its significant contribution 
to the Chinese industrialization effort, the Soviet Union has occupied a com- 
manding position in the Chines: economy, and the Chinese might welcome 
the prospect of some alternative source of capital to increase their bargaining 
power, especially over prices, although such an alternative source does not 
seem likely to be available in the foreseeable future (pp. 78-79). 

The third and fourth parts treat the transformation of Communist China’s 
economic framework. The authors maintain that the extensive development 
of communications is as much for political as for economic reasons, since it 
serves to merge the various parts of the country into a single integrated and 
organic unit (p. 109}. The methods used and the problems encountered in 
the process of socializing private businesses and agriculture are traced step 
by step, with the conclusion that the transformation “was apparently brought 
about, not mainly by physical ccercion or outright expropriation, but by the 
application of the strongest possible political pressure short of compulsion, 
coupled with almost unchallengeable financial inducements and penalties” 
(p. 95). The effect on agricultural production is taken up together with the 
official agricultural development program. Accarding to the authors, the 
prodigious growth of population will greatly affect the achievement of the 
program goals as well as the country’s capacity to export, and has already 
compelled the government to control private consumption since 1953, Another 
change in the economic framework is the organization of labor into unions 
which operate as agents of government policy and therefore do not have much 
to do with the development that “materially the industrial worker is prob- 
ably in many ways better off than in earlier times” (p. 120). 

In the last part it is pointed out that “the prospects for the future de- 
velopment of the Chinese economy depend largely on the successful limita- 
tion of the population’s growth, on the capacity of the Chinese to acquire and 
develop modern industrial techniques, and on the success of the Government 
in holding in check the demands of the consumer while the capital resources of 
the country are being built up” ‘p. 207). The concluding note is that the 
Chinese economy will probably “continue to develop at an impressive speed” 
(p. 204). 

Much of the authors’ observations will most probably receive general agree- 
ment. The factual presentation, however, is liable to be criticized for certain 
inaccuracies. Anyone familiar with the Chinese scene will be quick to point 
out that two of the names of the so-called “four families” are completely mis- 
written (p. 83). But mistakes of this type are rare and insignificant. More 
serious are those errors of fact arising from the authors’ reliance, for source 
data, on the People’s Daily (the official newspaper of the Chinese Communist 
Party and government) and Peiping’s English-language materials. For ex- 
ample, the statement that “according to official figures, the balance of im- 
ports and exports has not been in deficit since 1950” (p. 125) is taken as fact, 
whereas official data do show an annual deficit from 1950 through 1955. Land is 
said to have been “normally reclaimed, as in Russia, by state farms” (p. 167), 


748 THE AMERICAN ECONOMIC REVIEW 


but actually in China the latter were responsible for only a little over one- 
quarter of the total area reclaimed during the period of the first five-year plan, 
Evidence is available to affirm that agricultural production is recorded in terms 
of “biological yield” rather than amount harvested (p.. 165n). While the 
authors are careful to indicate that the 1958 statistics used in the volume were 
preliminary data, they have not mentioned that virtually all the 1957 data 
employed were also early (official) estimates and not final figures. Such de- 
fects, however, by no means detract from the value of the book as a general] 
balanced account of Communist China’s economic development. 
Cuo“-Mine LI 
University of California, Berkeley 


Economic Fluctuations in England, 1700-1800. By T. S. Asaron. Oxford: 
The Clarendon Press, 1959. Pp. viii, 199. 21s, (U. K. only.) 

The study of economic fluctuations for any but the most recent periods 
bears scant resemblance to modern business cycle analysis. Not only is there 
a paucity of reliable and relevant quantitative data—or of any quantitative 
data at all—but the structure of economies was so different as to present 
fundamentally different problems. The term “cycle” is scarcely appropriate 
for the eighteenth century, but the ups and downs in economic activity were 
no less pronounced than in more recent times. Professor Ashton has investi- 
gated meticulously almost all conceivable sources of these fluctuations: 
changes in the weather, which accounted not only for seasonal variations but, 
through their influence on agriculture, for annual variations which propa- 
gated themselves throughout the economy; the effects of the frequent wars on 
finance and commerce; the rise and fall of activity in the building trades and 
public works; and the influence of financial crises. In a final chapter he brings 
together all these various movements to establish the over-all general pattern 
of economic fluctuation. He finds that, as compared with the nineteenth cen- 
tury in particular, the fluctuations were of greater frequency, shorter dura- 
tion, and had more abrupt turning points; the evidence does not permit a 
comparison of amplitudes. To account for the pattern he stresses the over- 
whelming importance of agriculture, the imperfection of markets for com- 
modities, labor and capital, arising chiefly from inadequate facilities for trans- 
portation and communication; the inexperience of bankers and entrepreneurs; 
and—a familiar theme to readers of Ashton’s other volumes on the same gen- 
eral period—the evils of the usury laws in preventing the interest rate from 
performing effectively its “natural” function as a governor of economic 
activity. (For a judicious critique of the latter argument see H. J. Habakkuk 
in the Economic History Review, April 1956, pp. 434-36.) 

Ashton has done well to present his account in terms intelligible to econo- 
mists, but like most good historians he has been mainly concerned to depict 
and explain historical phenomena in their own terms. The book, which took 
form initially as the Ford lectures at Oxford in 1953, may be regarded in some 
respects as a supplement to the author’s Economic History of England: The 
18th Century (1955). Although it integrates a surprising amount of quantita- 
tive data and some elementary economic theory into the analysis, the method 
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resembles that of the annalist more than that of the econometrician. In keep- 
ing with the tenor of his other works, Ashton stresses the continuity of economic 
change and plays down the “revolution” in industry in the second half of the 
century. He seeks to reconcile the indubitable growth of aggregate income and 
capital with the widespread contemporary (as well as more recent) accounts 
of hardship and privation by pointing out that examples of the latter occurred 
most frequently in periods of depression. But in so doing he neglects a factor 
which he has himself insisted upon previously, the rapid growth of population 
and urbanization. Moreover, he fails to take into account the possible effects 
of the distribution (or redistribution) of income, overlooking J. S. Mill’s 
observation in the mid-nineteenth century that it was “questionable if all the 
mechanical inventions yet made have lightened the day’s toil of any human 
being.” 

On the whole, however, there is little to criticize in this volume. For reasons 
already alluded to, it will be of little direct value to business-cycle theorists 
but, one may hope, will be consulted frequently by social and political as well 
as economic historians of eighteenth century England. 

Ronpo E. CAMERON 

University of Wisconsin 


Deutsche Volkswirtschaftliche Gesamtrechnung und ihre Lenkungsmodelle 
1949-1955. By W. G. WarFENSCHMIDT and a research team. Stuttgart: 
Gustav Fischer Verlag, 1959. Pp. 200. DM 14.80, 


Here we have probably the first econometric macro-model of the German 
postwar economy. As such this study cannot fail to attract attention. While 
it suffers from severe shortcomings—an almost exasperating paucity of data 
and a statistical expertise that is not good enough for the formidable task— 
the descriptive substratum is bared, and one cannot out of hand preclude the 
possibility that the findings will by and large be corroborated by future more 
sophisticated studies. 

First, the authors take annual macro-data (as published by the Viertel- 
jahreshefte zur Wirtschaftsforschung between 1949 and 1956) and compute 
straight least-squares estimates of structural parameters in several linear 
single-equation models: They regress (undeflated} consumption expenditures 
of households on household income and on a price index for consumer goods; 
private investment outlays on the social product of the preceding year and 
on current profits; government expenditures on government revenues; etc.— 
all in all over a dozen equations. 

In each case, regressors are chosen once for all, without scrutiny of alterna- 
tive regressor combinations, their relative economic plausibility, and their 
respective residual variances. Apart from point estimates for the regression 
coefficients, the authors content themselves with standard errors of estimates 
as criteria for judging the results. They use uniformly seven degrees of free- 
dom (the number of years of observation), rather than subtracting one for 
each independent parameter estimate, as standard texts counsel. For equa- 
tions where they use two explanatory variables (i.e., estimate three para- 
meters) the customary procedure would leave them with just four degrees of 
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freedom and consequently much larger standard errors than stated. Thus, 
e.g, in the case of the private-investment function, the standard error of 
estimate is likely to be about 4.5 billion D-Mark, not about 3.4 billion as 
quoted; and given the order of magnitude of investment. (always below 18 
billion during the period in question) a 25 per cent error margin, roughly, is 
hardly an improvement over casual qualitative appraisals. Likewise the au- 
thors estimate five parameters from the seven observations for their macro- 
production function, although not without scruples. Suppose the authors’ 
standard-error definitions were appropriate. Then one could “recommend” 
taking six explanatory variables throughout; the seven points determine the 
corresponding regression hyperplane so tightly that the authors’ statistic would 
be identically zero! Alternatively, even with only one explanatory variable 
arbitrary close fits could be enforced by polynomials, say, of sufficiently high 
degree. But in essence these are tricks of numerical, rather than statistical, 
probability-model-related, analysis. 

Second, the authors devise a simultaneous-equation model. They introduce 
four definitional equations, discard some of the previously used variables 
altogether, and single out others as predetermined, viz., welfare payments, gov- 
ernment investment, consumption by firms, the social product of the preced- 
ing year, and the price levels of export, import, and consumer goods. From 
this 16-equation model with 23 variables the authors obtain the reduced-form 
equations, whose parameters are estimated (apparently by least squares; an- 
noyingly we are never told; nor is there any hint about alternative estimation 
procedures). The deviations from reality are too wide to satisfy the authors; 
the estimate of the social product of 1955 (e.g.) understates it by more than 
10 per cent. 

Third, the authors discuss many of the indings mainly from a national- 
accounting, flow-of-funds, and flow-of-commodities point of view. Partly in 
order to do this, they investigate several markets in terms of Waerenauftrieb 
and Geldauftrieb. Some of their economic terminology will strike most readers 
as avoidably bizarre. To begin with, it is not quite clear to what extent the 
Auftrieb notion ties in with Patinkin’s demand (the conventional, Marshall- 
ian, plus Wicksteed’s reservation demand). But apart from that, the estima- 
tion (called “graphical approximation”) of such Aufériebe will be found en- 
tirely unacceptable by all those who insist that problems of estimation have to 
be approached by first making specific the probabilistic assumptions that 
underlie the model, instead of proceeding mechanically, with purely formal 
criteria, For one thing, Waffenschmidt’s method, somewhat too involved to 
be expounded here, seems to beg the question about the constancy of the 
relevant slopes. For another, it sidesteps rather than solves the problems well 
known from Elmer J. Working’s classical paper “What Do Statistical ‘Demand 
Curves’ Show?” (Quart. Jour. Econ., Feb. 1927, 41, 212-35.) 

This, then, is rather an unusual research report. While from a statistical 
point of view it is unfortunately impossible to herald it as a landmark of 
quantitative economics, one must, on the other hand, respect the hardihood 
it took to embark on such a project—with seven points of observation during 
a period of rapid change. But even extreme partisans of Waffenschmidt’s 


BOOK REVIEWS 751 


methodological preferences will perhaps concede that the whole presentation 
could have gained in appeal and persuasiveness by (a) resolutely conforming 
with contemporary statistical usages—e.g., incerspersing a word here and 
there on such matters as the likely effects of presumably highly correlated 
error terms—or (b) pointing out precisely what has motivated departures 
from such usages and from well-reasoned strategies of recognized masters in 
the field; (c) including at leas: a few references to standard sources and to 
comparable endeavors by other researchers; (d) more austere editing; (e) 
better graphs with better legends; (f) an index. 

Since the term Lenkungsmodell somehow suggests direct policy implications, 
it should be mentioned in closing that the authors expressly and wisely dis- 
claim any “immediate, practical” applicability of their findings. 

EBERHARD M. FELS 

University of Pittsburgh 


Gezira: A Study of Development in the Sudan. By ARTHUR GAITSKELL. 
London: Faber and Faber, 1959. Pp. 372. $5.95. 


The Gezira plain is a broad area 200 miles long and 80 miles across (about 
half the size of South Carolina or a little larger than Taiwan) lying between 
the White and the Blue Nile in the heart of Sudan. At the turn of the cen- 
tury, it was a hard land with few trees to break the monotony of the flat, 
dusty plain, supporting only a sparse populaticn from the crops that were 
cultivated during the three months of the year during which rain fell. Fifty 
years later, it was a tremendously productive area, with an irrigated area of a 
million acres, about a quarter of which was planted in valuable long-staple 
cotton with a market value of over $45 million. A greatly increased popula- 
tion now enjoyed a standard of living that would have been thought unthink- 
able fifty years earlier, at a time when the way of life in this barren area had 
probably not changed appreciably since Biblical days. 

The economic development of this area over a relatively short period pro- 
vides valuable lessons to a world that is deeply concerned with the problem of 
raising the living standards of backward peoples. The story and the lessons 
have been told in a recent book by Arthur Gaitskell, who was intimately 
concerned with the development of Gezira for over 30 years. This detailed and 
thoroughgoing study provides the stuff against which many an assumption and 
theory of development can be tested, and it seems likely that many of those 
so tested will emerge considerably modified. 

The Gezira project was what today would be called a joint venture. ‘There 
were three partners in the venture: (1) private entrepreneurs who put up the 
operating capital and managed the cultivation and marketing of the crop; (2) 
the government of Sudan, administered by the British, which provided most of 
the fixed investment, largely by floating foreign loans; and (3) the tillers of 
the soil, who operated as share tenants. The project required a heavy fixed 

investment in a large storage dam, irrigation canals and transportation facili- 
ties. It also required a sweeping land reform which made it possible to intro- 
duce efficient use of valuable irrigation water and other large-scale farming 
techniques. The unique feature of the land reform was that no property was 
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confiscated. The title to the land was left with its original owners, but they 
were required to lease it to the government at a reasonable rental for a period 
of 40 years. The land was divided into regular plots which made for efficient 
management of the irrigation process, and the plots were rented to the cultiva- 
tors on a share basis, Landowners were permitted to take up such tenancies as 
they and the members of their family could cultivate. Inefficient cultivators 
were subject to dispossession by the management. The tenant rights could 
not be mortgaged, and it was provided that no debts except those incurred for 
labor performed could be secured by a legally enforceable lien against the 
crops. 

Proper use of the precious water required a regimen totally new to the 
Sudanese cultivators. They had to follow a strict schedule of planting, weed- 
ing, watering and harvesting. It was the duty of the management, which was 
a private company, to see that all the tasks were performed and keep the 
operation going smoothly. This required a substantial force of field men to 
see that things were done properly. At the same time, the tenant had con- 
siderable freedom, and his success depended to a large extent on his own ef- 
forts. Unlike cooperative arrangements, the profits were not pooled, and so to 
a large extent success or failure depended on how well the individual managed 
his own affairs, rather than on how the entire group performed. 

However, the individual tenant did get benefits that large-scale operations 
can bring. The plowing and spraying were done by machines provided by the 
company. Research, which was of crucial importance since plant diseases 
threatened for a time to overwhelm the entire program, was provided by the 
company. Credit to finance each stage of the farmer’s operations was also 
made available to him on a systematic basis and at low cost. 

Although the scheme has proven enormously profitable, Gaitskell empha- 
sizes that the profit motive was not allowed to outweigh the interests of the 
native population. These were carefully safeguarded, though Gaitskell thinks 
in retrospect that not enough was done to see that their cultural development 
kept pace with their economic progress. Materially the lot of the people has 
been tremendously improved, and the country is economically viable. 

It is unlikely that this would have come about without the private capital 
and personal spirit of enterprise which were responsible for beginning the 
project and advancing it against great difficulties. In reading Gaitskell’s ac- 
count, one can’t but be impressed by the importance of the commercial 
motivations of the management in the over-all success. On the other hand, 
participation of the government was of vital importance, for it is doubtful 
that sufficient private capital could have been raised to carry out the project 
without granting or selling large tracts of land to foreigners. This would have 
run counter to the desire to safeguard the rights of the Africans and avoid the 
growth of serious social problems. 

According to Gaitskell, high among the reasons for the success of the 
Gezira project was the policy of making haste slowly. Valuable experience was 
acquired by means of pilót projects, which took time but which in the end 
saved both time and money and perhaps averted complete failure. Gaitskell 
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concludes that “the establishment of equitable and practical principles of 
development is more important than the pace.” This is worth considering 
these days when there is such a great temptation to throw huge sums of 
capital into doubtful projects merely because time is considered to be the 
element that needs to be most economized. 

Gaitskell believes that some things ought to have been done differently; 
for example, he thinks an equalization scheme to even out the fluctuations in 
the year-to-year profits of the tenants would have been desirable and that 
progress might have been steadier if the high profits of the good years had 
been partly carried over to supplement the returns in the bad years. A few 
years of exceptionally high profits followed by a fall had unsettling effects 
on the cultivators. He does not believe that it would be feasible to meet this 
problem either by trying to stabilize the price of cotton on the world market 
or by diversification of production in Gezira. The former would be unwork- 
able and the latter would run counter to the strong desire of the cultivators to 
maximize their earnings. No crop that could be grown in Gezira approaches 
cotton in profitability, and the possible safety that diversification might bring 
has little appeal when weighed against the loss of income that it would involve 
year in and year out. 

The experiences gained in the development of the Gezira plain could be 
studied with profit in many countries of the world. One is tempted to agree 
with a Pakistani observer, Sayed Mohammed Afzal, who, hoping that it might 
prove to be a useful example for Pakistan and India, described the Gezira 
scheme as “one of those outstanding experiments on socio-economic problems 
of the current century which . . . deserves to go down in history as a great ro- 
mance of creative achievements. ”* 


REED J. IRVINE 
Washington, D. C. 


Italy in International Cooperation. By KAREL HcLBIK. Padua: Cepam, 1959. 
Pp. xv, 158. L. 2.000. 

Mr. Holbik has written a stimulating analysis of Italy’s postwar economic 
policies with particular attention to her international trade. It is an exciting 
story, which starts with an excellent account of Italy’s economic difficulties, 
such as shortages of almost all minerals except sulphur, mercury and zinc 
(the supplies of which are great enough to allow exports), the important role 
of the government in the economy, and the tragic effects of fascist economic 
policies. Italy makes up for lack of fuel by extensive use of hydroelectric 
power (30 per cent of all energy consumed) and natural gas (methane). The 
per capita income, 40 per cent higher than 1938, was only $428 in 1957. 
Venture capital is scarce and internal funds are expensive. Interest on bank 
loans averages 10 per cent. These factors combined with cheap labor have re- 
tarded the mechanization of industry. Chronic unemployment (10 per cent of 
the labor force) and excess population are a constant problem. The labor 


*Quoted in Gezira from an article entitled “A Note on the Gezira Scheme, Anglo- 
Egyptian Sudan,” Indian Cotton Growing Rev., April 1949. 
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force lacks sufficient skilled labor and many workers are “underemployed.” 
Outside capital (especially U.S. investment in oil and natural gas), Export- 
Import Bank loans, and World Bank loans have helped the economy. Another 
difficulty is the underdeveloped South with a per capita income of only $175 
per year. The Cassa per il Mezzogiorno, a special fund for development of this 
region, set up by the government, has brought some improvement. 

Under the fascist regime, big business became monopolistic and has re- 
mained so. The Institute for Industrial Reconstruction (IRI), a government 
holding company started under fascism, still controls large segments of the 
economy. The fascist regime aggravated the structural weaknesses of the 
Italian economy, “a masterpiece of economic and financial lunacy” (Gaetano 
Salvemini, p. 15), by such means as the battle of the wheat and the revival of 
mercantilism. These policies led to a sharp decline in the standard of living. 

Holbik believes, along with many other observers, that Italians have made 
their psychological and economic recovery from the war more quickly than 
some other Western European nations—te some extent because Einaudi 
brought back the policies of free trade and economic liberalism to Italy. Im- 
mediately after the second world war, the Italians were faced with severe 
shortages of coal and a decline in agriculture (wheat production was down 

‘from 75.5 million quintals in 1936-39 to 46.7 in 1947). Finance minister 
Einaudi carried out a most effective currency reform in 1947, High production 
costs had resulted from monopolistic practices, made worse by high labor 
costs, such as the law “blocking” workers in certain industries. Social security 
costs have increased threefold over 1938. Fluctuating exchange rates were 
adopted in November 1947. Coupled with effective internal controls this 
measure gave the Italians the chance to follow an “independent” monetary 
policy. As time went on, Italy increased its imports of foodstuffs and raw 
materials and decreased its imports of manufactured products, while exports 
of manufactured products were greatly increased. In 1946 and 1947, trade 
with the United States was a major factor (63.2 and 56.7 per cent of imports). 
This was a temporary expedient, since Italy’s best export markets were still in 
Europe. i 

The Marshall Plan helped tremendously. As a member of O.E.E.C., the 
Italian government had to free import trade from quotas. Even before the 
European Payments Union was instituted, trade was facilitated by intra- 
European payments agreements. After 1948, Italy ceased to depend on the 
Western Hemisphere and turned to European countries which were recovering 
rapidly. West Germany resumed her traditionally prominent place in Italian 
trade in 1949. 

The real solution lay in intra-European cooperation on a liberal basis. Im- 
ports poured into Italy because of the European Recovery Program. She 
used her industrial capacity more completely and net investment went up 
by 25 per cent from 1950 to 1951. Manufacturing production rose from 107 
to 135 (1938 = 100). Along with these improvements tariffs, duties and 
quotas were reduced. Exports to the European Payments Union area increased 
and trade with the dollar area declined. 
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A new tariff law was enacted in 1949 to protect high-cost Italian industry. 
The average rate was 24 per cent. This was reduced by 10 per cent in 1951, 
to encourage imports and to reduce her credit balance with the European 
Payments Union. The Italians reduced their tariffs at the General Agreement 
on Tariff and Trade conference by about 28.5 per cent, covering about 50 per 
cent of all imports, At the Torquay conference, Italy made important bilateral 
agreements with 14 nations, including Germany, Austria and the United 
States. Imports in 1950 were higher than 1938 by 150 per cent; exports up by 
120 per cent. Tariff reduction actually had little effect on the growth of 
exports, since the difficulties of Italian exporters were due not so much to 
foreign competition as to the high prices of their products. Import liberaliza- 
tion brought a rapid expansion which continued up to 1956. 

The Schuman Plan has aided the Italian economy tremendously. Crude 
steel production in 1956 exceeded that of 1937 by 180 per cent. The basis of 
the plan was a more rational division of labor, removal of traditional discrim- 
inating practices and a decline ir. economic nationalism. The changes included 
greater use of natural gas; financial help from the community to modernize 
the Sardinian coal mines, toleration of monopolistic practices by Finsider, 
etc. Italy’s dependence on U.S. coal has ended. Twenty-five hundred workers 
were dismissed in Sardinia, but were retrained or hired to work in foreign 
mines. Marginal concerns were forced out by technological improvements. This 
led to the discharge of 8,000 workers in 1953, The Plan helped finance their 
readaptation with a loan of 3 billion lire. 

The lira has maintained an exceptionally stable value when compared with 
other currencies. The EPU helped in this stabilization program through the 
multilateral foreign exchange arbitrage, set up among several European na- 
tions in 1953, which Italy joined in August 1955. Even under this system 
Italy’s “invisible trade” in convertible currencies provides essential balancing 
elements. 

Holbik believes Italy has attained considerable internal economic growth 
and not only has expanded her foreign trade but has also recovered an‘im- 
portant position in the Western European economy. Since Italy has a rather 
rigid system of internal prices, Holbik says she has attained a “pseudo-lib- 
eralism” in foreign trade. 

As a postscript to Holbik’s comments, Italy finds itself with a larger gold 
and foreign-exchange reserve than the United Kingdom (Spring 1960). Pro- 
duction is up 10 per cent over 1958, while exports are up 12 per cent. Exports 
to the United States are up sharply (40 per cent over 1958), as well as to the 
Common Market nations. Unemployment is a little lower, but still substantial 
in the South. 

This volume adds a notable cantribution to postwar economic history and 
analysis. 

Henry S, MILLER 

Queens College 

Flushing, New York 


756 THE AMERICAN ECONOMIC REVIEW 


Industrial Complex Analysis and Regional Development: A Case Study of 
Refinery-Petrochemical-Synthetic Fiber Complexes and Puerto Rico. By 
WALTER Isard, Eucene W. ScHooLer, and THomas VieToRISZ, New 
York: Jobn Wiley and Technology Press, Massachusetts Institute of 
Technology, 1959. Pp. xvii, 294. 


Given an island rich in cheap labor but poor in most other resources, how 
is the regional analyst to choose among the many plausible industrial com- 
plexes which could be developed on the island for a given level of investment? 
Such, very broadly, is this book’s ultimate problem. The island in question is 
Puerto Rico. Observing that Puerto Rico’s small over-water distance from 
abundant Venezuelan oil is itself an important additional resource for the 
island, the authors narrow the problem to a comparison of a number of 
alternative complexes based on petroleum. Since still another resource is the 
island’s duty-free access to U.S. mainland markets, each complex studied is 
assumed to send its product to the mainland. The propdsed Puerto Rican 
complexes are to be compared, moreover, with respect to their advantage (in 
net revenue) over similar projects efficiently located on the mainland. The 
finding of several complexes for which Puerto Rico has a significant loca- 
tional advantage would be an important step towards the final choice of good 
complexes. 

Each of the complexes studied comprises three sets of production activities 
—oil refining, the production of petrochemicals, and the production of synthetic 
fibers. Since there are economies in spatially integrating petrochemical and 
synthetic-fiber facilities with a refinery, a study which amputated these facili- 
ties would, so the authors contend, be much less useful. 

The comparison of alternative complexes proceeds as follows. An activity 
matrix describing the technology is compiled. Its rows correspond to primary, 
intermediate, and final commodities other than labor and equipment. Its 
columns define the proportions in which these commodities enter, or emerge 
from, a number of linear and additive processes (activities), They include (1) 
six different refinery prototypes; (2) a group of processes (including a num- 
ber of alternative processes yielding identical outputs) which use the refinery 
gases and several exogenous materials to produce eighteen chemicals, some 
salable as such and others to be used in making synthetic fibers; (3) proc- 
esses which use some of the eighteen chemicals to produce nylon, orlon, 
dacron, and dynel. 

The description of the technology is next enlarged to include labor and 
capital. At “unit” level a given process requires a certain number of dollars 
of equipment and of man-hours per year—either man-hours of skilled labor 
(assumed to be needed in chemical and refining activities and to be imported 
into Puerto Rico as needed) or else man-hours of Puerto-Rico-type labor 
(assumed to suffice in synthetic-fiber production). At the level 4 the given 
process requires these quantities of capital and labor multiplied, respectively, 
by >? and 44, where « and @ lie between zero and one and are constants 
unique to the given process. For each process such smoothly decreasing labor 
and capital costs are assumed to hold for those values of A which define the 
several complexes to be compared. 
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The next step in the procedure is to choose from the infinitely many pos- 
sible complexes (each defined by a set of process levels lying in the decreasing- 
labor-and-capital-cost ranges) an interesting small collection to be studied. 
Several constraints are imposed on the choice: (a) Each process level in the 
complexes chosen is to be above a minimum level below which the process is 
not “economically feasible.” (b) The refinery process in all the complexes 
chosen is to be the same one out of the matrix’s six possible prototypes. (c) 
The refinery’s crude capacity is to be the same in all complexes, as is the total 
synthetic fiber output; these capacities are to be “moderate” ones, common in 
mainland complexes. (d) Each complex is to contain only one of the alterna- 
tive processes yielding a given output. 

The 28 complexes chosen for study meet these constraints but differ with 
respect to the scale of a number of the chemical processes and the relative 
output of the four synthetic fibers. They are described in detail. With the aid 
of a number of assumptions, for which careful arguments are made, the costs 
and revenues of each complex are then calculated—for Puerto Rico and for 
the “best” mainland location (which is convincingly argued to be the Gulf 
Coast). All 28 programs turn out to have a net advantage for Puerto Rico— 
the cheapness of local (synthetic-fiber) labor outweighs Puerto Rico’s trans- 
port disadvantages. 

The 28 comparisons are next subjected to “differential-profitability correc- 
tions.” These patch up the comparisons to allow for the fact that it would not 
be efficient exactly to duplicate on the mainland a given Puerto Rican com- 
plex. For a given Puerto Rican complex, the authors estimate the production 
costs of a mainland complex yielding the same output quantities but using, for 
this purpose, the petrochemical processes which ere judged to be “best” on the 
mainland, operated at the scales which achieve “minimum,” “moderate” or 
“maximum” economies. The three scale assumptions yield three alternative 
amounts by which the previously calculated advantages of the given Puerto 
Rican complex are to be reduced. The effect of the corrections is drastic. 
Under the maximum-scale assumption none of the complexes has a Puerto- 
Rican advantage and under the other scale assumptions only two or three. 
The study concludes by considering some “reduced” programs (in which im- 
portant intermediate materials are imported into Puerto Rico). Some of these 
do appear to have a Puerto Rican advantage. 

The drastic patching-up procedure raises the question why not even an 
exploratory attempt at linear programming was made in the study. Curiously, 
the authors briefly dismiss the possibility, blaming not only the “insufficiently 
developed” state of the art but asserting as well that “pressing” resource limi- 
tations are the major justification for a linear programming approach and that 
these are unimportant for industries which might have a Puerto Rican ad- 
vantage. The best reason for not considering linear programming is surely not 
this puzzling claim but is rather the difficulty of incorporating decreasing costs 
(labor and capital) into a linear programming model. (It is only recently that 
integer programming has offered hope of doing so—see G. B. Dantzig, “On 
the Significance of Solving Linear Programming Problems with Some Integer 
Variables,” Econometrica, January 1960.) If it were not for this difficulty, a 
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linear-programming model could yield (possikly at great computational cost) 
all the answers the authors want and more. It could yield, for example, the 
mainland and Puerto Rican complexes which maximize net revenue for a 
fixed investment cost. No numbers other than those the authors have pain- 
stakingly gathered (the activity matrix, the input, output and transport 
prices) would be needed; the constraints (a)-(d) and the cumbersome patch- 
ing-up procedure would be avoided. The model would automatically work out 
the complicated dependence of optimal process choice on location. Perhaps 
these advantages might have made an exploratory relaxation of the decreas- 
ing-cost assumption worthwhile. 

The study is, in any case, a useful and ingenious product of the tools now 
at hand. Its limitations make one wish the more fervently for the day when 
less restricted tools are cheaply available. 

Tuomas MarscHak 

University of California, Berkeley 


Economies des démocraties populaires—les régions économiques en U.R.S.S. 
Paris: Institut de Science Economique Appliquée, 1959, Pp, 111. 1,000 
fr. [pre-reform rate]. 

Economic Regions in the USSR, No. 5 in a series of studies on the Econ- 
omies of the Peoples’ Democracies, is a translation into French of four articles 
from recent Soviet Russian periodicals, and a brief comment on one of them, 
the whole being introduced by a short well-fooinoted survey of their signifi- 
cance by Henri Chambre of the Sorbonne. 

While each of the articles is an independent entity, the first three illustrate 
the development of responsible Soviet thinking preceding the decree of May 
1957 which decentralized economic organization in the USSR to some extent 
in the interests of local flexibility and more efficient national growth, it was 
hoped. The articles are as follows: “On Economic Regionalization and on the 
Complex Development of the Economic Regions of the USSR,” by V. Kosten- 
nikov, in Kommunist, 1955, No. 14; “The Distribution of Productive Forces 
in the USSR,” by J. Feygin, also in Kommunist, but dated September 1956; 
and “Division of the USSR into Economic Regions,” by P. Alampiev, in 
Planovoye Khozyaistvo (The Planned Economy), 1956, No. 6. The two- 
page critique of the last article is from the same periodical, No. 2, 1957, by 
A. Danilov, and favors maintaining the economic integrity and individuality 
of the various republics instead of grouping some and dividing others for the 
purpose of economic planning. 

The criticism by the first three authors of the system of regions then exist- 
ing in the USSR changes, over the two years, from the rather tentative to the 
quite specific—but the writing is neither virulent nor dogmatic, as so often in 
the daily Soviet press. Contemporary failures in production and distribution 
are attributed, pragmatically, to out-of-date regional concepts, but the sug- 
gestions to future planners tend to be innocuous, such as a recommendation 
that planning be around the idea of a “key industry” in each region, and 
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that “regional material balances” not be disregarded. All the authors see the 
problems but fail to come to theoretical grips with them. Fundamentally they 
all agree that no scientific theory has been developed for guiding rational 
regionalization, and Feygin particularly criticizes the Academy of Sciences, for 
concentrating on descriptive spot studies instead of establishing sound bases 
of economic geographical theory as a foundation for regional planning. But 
none of the authors proposes anything that wculd startle Adam Smith. In 
fact, the discussions labor the points of the relative efficiencies of centralized 
exploitation of natural resources for national commitments versus the uneco- 
nomic costs of excessive transportation—an old problem in all large countries. 
Uneconomic cross-haulages are a main target of criticism, and stress is laid 
on the need for regional self-sufficiency in ordinery consumer goods and pro- 
ducer goods for local industry (i.e., scaffolding, carpenters’ supplies, small 
motors), but not autarchy, combined with efficient selection and exploitation 
of regions on the basis of natural resources and energy sources in the interests 
of the national plan. Manpower availability is mentioned particularly by 
Alampiev, who emphasizes the problem of reconciling short-range plans from 
an existing state of development and long-range plans of desiderata in growth, 
with allowance for previously urforeseen developments such as the enlarged 
international network of “friendly socialist countries” and the coming avail- 
ability of huge hydroelectric grids and atomic energy. He also points to the 
lack of realism in equating vast unsettled nomadic regions, only potentially 
wealthy, with heavily populated complex entities in the older parts of the 
Soviet Union. 

All three authors go into geographic detail as to the possible desirable re- 
grouping of existing regions, and the reasons therefor, and since apparently 
many of their specific views were adopted in the 1957 decree establishing 104 
Economic Councils (Sovnarkhoz) for the new regions, they are worth exam- 
ination by economists interested in this field. Their other major value to the 
U. S. economist is not in the imprecise and somewhat circular theoretical 
considerations, but in the not inconsiderable factual data scattered through- 
out. 

Of particular interest here are the specific production data (not plans) 
cited in the last article, “Specialization and Cooperation in Production in the 
Economic and Administrative Region of Gorki,” by S. Prokhorov, likewise in 
Planovoye Khozyaistuo, 3, 1958. Absolute tonnages and volumes of specific 
items for the Gorki district (formerly Nizhnii Novgorod), a long-established 
industrial center, are given by the author, instead of percentages only, so that 
the statistically inclined specialist may find bases of comparison. 

The absence of specifically Marxist doctrine is in line with much recent 
Soviet writing. But the lack of a suitable accounting theory and procedure, 
often lamented by Soviet economists, remains, in the absence of a free price 
system, a main stumbling block tc evolving a satisfactory theoretical standard 
for regionalization. 

HELEN T. REED 

Asheville, N.C. 
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Statistical Methods; Econometrics; Social Accounting 


The Measurement of National Wealth. Income and Wealth Series 8. Edited 
by RAYMOND GOLDSMITH and CHRISTOPHER SAUNDERS. Chicago: 
Quadrangle Books; London: Bowes and Bowes, 1959. Pp. xiv, 389. 
$7.50; 45 s. 

In recent decades a great deal of attention has been given to national income 
accounts while relatively little emphasis has been placed on the measurement 
of national wealth. Thus we have many well-developed national income state- 
ments but few and rather embryonic national balance sheets. This most recent 
volume of the Income and Wealth Series presents a large quantity of data on 
the national wealth of various countries and quite a lot of discussion of the 
methodology of estimating national capital accounts. 

The book presents papers on the national wealth of eleven countries: Ar- 
gentina, Australia, Canada, Colombia, West Germany, India, Japan, the 
Netherlands, Norway, South Africa and Yugoslavia. These papers were 
presented at the 1957 Conference of the International Association for Research 
in Income and Wealth. The results of these studies are summarized in tables 
that appear early in the book which also include similar data, gathered from 
other sources, for Belgium, France, Luxembourg, Sweden, the United King- 
dom, the United States and Mexico. The tables include estimates of both 
reproducible and nonreproducible wealth for government and enterprises 
(military assets are omitted, as is subsoil wealth in some cases), consumers 
durables and foreign assets. Each of these headings is, of course, subdivided. 
The dates of the estimates summarized in the tables vary from 1950 to 1956. 

Introductory essays by the editors and by T. Barna deal in general terms 
with the concepts, methods, special problems and purposes of estimating 
national wealth. There is little that is original in these essays but they help 
the reader in forming an over-all context for the more detailed papers that 
follow. 

An interesting section of the book deals with the possibility of introducing 
financial accounts into a system of national accounts. The authors of this 

‘ chapter, P. J. Bjerve and M. Selsjord of the Central Bureau of Statistics of 

Norway, observe that in most countries financial statistics are plentiful, but 
have not been designed to fit into a system of national accounts. To help fill 
this need the authors develop an equation system that would provide a suit- 
able structure of financial accounts. The system is in some respects reminiscent 
of the flow-of-funds accounts, but is more structured and more clearly’ re- 
lated to the usual national income accounts. It is apparent that many diffi- 
culties must be overcome before the proposed system could be put into prac- 
tice, Aside from any data problems, the system makes no provision for the 
time dimension, and it was not entirely clear to this reviewer how discrepancies 
in some cases between nominal and market values would be handled in the 
accounts. 

The remainder of the papers deal with problems and results of wealth 
measurement in particular countries. These are pretty nearly what one would 
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expect. The researchers experienced difficulty in obtaining data; they split 
rather evenly between use of the Goldsmith perpetual-inventory method of 
estimation and other methods; capital coefficients and other similar ratios 
change too irregularly to be of much help in describing economic growth. 

Two of the essays concerned with particular countries should be singled 
out for special comment. In the paper on Norwegian national wealth, the 
authors, O. Aukrust and J. Bjerke, having obtained estimates of net domestic 
product, total fixed real capital and total employment, regress the first of 
these variables on the other two and time. A linear function in the logarithms 
of the variables is used. They find that, for the period 1900-55, the regression 
coefficient is much larger for labor than for capital. Then taking the first de- 
rivatives they conclude that, since the same regression coefficients appear in 
the derivatives, labor is much more important than investment in Norwegian 
economic growth. This conclusion is not warranted on the basis of the regres- 
sion they obtain. It is clearly pcssible for total net capital to grow while net 
investment is declining and this in fact occurs in the Norwegian data. Hence a 
much different regression coefficient would have been obtained if investment 
had replaced total capital as a variable. Thus the revolutionary finding of the 
Norwegians appears to be based on a misunderstanding. 

Alexander Ganz’s essay on economic growth in Latin America is note- 
worthy. Ganz focuses attention on Argentina and Colombia, Argentina being a 
relatively mature economy while Colombia is just emerging as an industrial 
nation. Aside from interesting historical parallels and comparisons of factual 
information, Ganz brings out the effect of government on economic growth. It 
appears that there are some excellent object lessons on the way in which gov- 
ernment can retard economic growth to be gained from detailed study of cer- 
tain Latin American nations. In Ganz’s opinion the failure of government to 
provide adequate social capital, especially in transportation and energy, has 
helped create economic stagnation in Argentina in the past decade. 

The economic statistician may shudder as he contemplates the likely errors 
in most of the estimates of national wealth. The combination of numbers 
racket and guessing game goes literally unchecked in forming such estimates. 
But the first stone should be cast by whoever believes he could do better; the 
reviewer, for one, stands empty handed. The fault is with the data not with 
the statisticians, and something should be done about this. 

Rarra W. Prouts 

University of North Carolina 


Economic Systems; Planning and Reform; Cooperation 
Planning for Freedom—the Public Law of American Capitalism. By E. V. 
Rostow. New Haven: Yale University Press, 1959, Pp. x, 437. $6.00. 

This book represents a revision of the William W. Cook Lectures which the 
Dean of the Yale Law School delivered at the University of Michigan in 
March 1958. Its general theme is the legal control of the economy, with 
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special emphasis on the economic factors ana forces that today seem to call 
for control, and on the adequacy of the legal institutions through which con- 
trol is exercised. The author, who takes merited pride in his success at ex- 
pounding “economic problems to lawyers, and legal problems to economists” 
(pp. vii-viii), has directed this book towards a general, educated audience 
rather than towards specialists in either economics or law, so that its interest 
for readers of this Review will lie in the authcr’s expository skill, his synthesis 
and his perspective, rather than in the portrayal of anything they will find 
startingly new or unfamiliar. A two-part appendix reproduces various selected 
statutory provisions (from the Sherman and Clayton Acts, and the Employ- 
ment Act of 1946 as amended in 1956), and various statistical tables selected 
from the President’s Economic Report, 1959. 

The three main areas where Rostow finds that public responsibility comes, 
or should come, into significant contact with the economic world are: (1) the 
volume of effective demand as influenced by monetary and fiscal policy, (2) 
the market for goods and services as influenced by the Antitrust Acts, and 
(3) the labor market as influenced by whatever form public policy toward 
labor may eventually take. 

On legal, economic and institutional grounds the central core about which 
the author’s entire argument turns is the Employment Act of 1946. That is so 
legally, because that law serves as “a new field of magnetic force” giving the 
laws mentioned in the immediately preceding paragraph “new dimensions, a 
new orientation and a new momentum” (p. 368). 

The Employment Act is the focus economically, because public assumption 
of responsibility for economic stability, even as a somewhat vaguely formu- 
lated aspiration, underscores (1) the importance of the magnitude of effective 
demand; for, even though “there is no one ‘true’ cause of trade cycles” (p. 
117), the fact that “people may spend more or less than their current incomes 
for current production is the crucial mechanism of business fluctuations” 
(p. 70), and “the most striking characteristic of the saving-investment cir- 
cuit is that it is never in balance” (p. 88). Public responsibility for stability 
underscores (2) the importance of production as “the main long-run force 
working against the pressure of inflation seemingly inherent in sustained 
periods of full employment” (p. 25); and “‘the social costs of monopolistic ar- 
rangements . . . as the plausible depression arguments for monopoly are 
stripped away” (p, 25); and the importance of paying attention to “what 
happens to prices and wages and profits in the rough and tumble of ordinary 
business life” (p. 211). It also underscores (3) the “danger of creating a new 
feudal system of employment with gain of security at the cost of efficiency” 
(p. 256), so that a new look should be taken at restrictions on apprenticeship 
and at the immobilities arising out of such things as pension plans and senior- 
ity rights. Rostow would like to see a really national labor market estab- 
lished, and he would also like to see productivity become the norm of wage 
policy. 

Institutionally the Employment Act is significant as providing the means 
by which the President, his executive officers and the Congress may keep 
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abreast of the economic state of the nation, provided the Council of Economic 
Advisers is sufficiently forthright: “In the competitive world of Washington 
bureaucracy, shy theorists have never prevailed unaided” (p. 15). 

In summary, the author wishes to see more competition, less rigidity, more 
sustained growth and, within the limits of the possible, more acceptance of: 
competitive market processes as determinants of the structure of production 
and employment. This calls for some degree of planning, but planning which 
is oriented about indirect rather than direct controls, since the latter, indeed, 
represent simply an “attempt to mitigate the effects of a failure of planning” 
(p. 370). It should go without saying that Rostow is more concerned to plan 
for a viable capitalism than to essay even the mildest venture into socialism, 
whose procedures, he remarks, are not only erroneous, but irrelevant to the 
solution of contemporary problems. 

The lectures of which this book is an outgrowta must have been rewarding 
to hear. They are meaty, clear, thoughtful, and filled with terse obiter dicta 
on, among other matters, education, foreign policy, our farm and transporta- 
tion problems. The book does not provide the new ideology which some are 
beginning to demand, but it does provide a mature and balanced, though not 
unfamiliar, perspective on the working relationships between government and 
the economy. 

GEORGE P. ADAMS, Jr. 

Cornell University 


Overcentralization in Economic Administration—A Critical Analysis Based 
on Experience in Hungarian Light Industry. By Janos Korwar. Trans- 
lated by John Knapp. London: Oxford University Press, 1959. Pp. xv, 
236. $5.20. 

This is definitely an important book—candid in tone, rich in insights, 
abundant in valid analyses. The original was written as a dissertation for the 
title of Candidate of the Hungarian Academy of Science. The stated aim of the 
work was to analyze “actual practice” in Hungarian light industry with the 
aim of drawing up a proposal concerning the reduction in the number of com- 
pulsory indices for enterprises, in order to give them more freedom of action. 
The author did however much more than that: he drew both a detailed and 
an all-embracing picture of the modus operandi of a planned economy of the 
Soviet type. 

The work is divided into six parts, examining respectively: (a) the system 
of instructions in centralized planning; (b) the system of incentives; (c) the 
interaction of instructions and incentives; (d) relations between enterprises; 
(e) the consequences of centralization; (f) the attempts to develop local in- 
itiative. Kornai’s main idea is that industrial policy—understood as a set of 
ends translated into a given pattern of investment and targets—and the 
mechanism of the economy—i.e. the machinery for implementing these aims— 
are deeply intertwined. According to him it would be illusory to expect real 
changes in economic performance by tinkering solely with the mechanism of 
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plan implementation while the aims—i.e. the underlying policy—are left un- 
changed. Kornai hence concludes that as long as industrial policy aims at an 
overambitious development postulating rapid growth at any price, the conse- 
quences will be shortages of materials, overutilization af capacity beyond 
the optimum point, a perennial sellers’ market, and in short a command 
economy disregarding completely the wants of the consumer. Within such a 
framework, reliance on instructions rather than on a balanced system of in- 
centives, on overcentralization rather than on decentralization, is unavoid- 
able. While the author believes that planning is superior to the free enterprise 
system because of the former’s assumed ability to eliminate cyclical waste, he 
is careful to underline that the planning system has built-in tendencies toward 
waste of a different nature. Kornai shows in detail how waste results from the 
reliance on centralized instructions often contradictory in nature, the absence 
of co-ordination between plans, the conflicting interests of planners and man- 
agers, and so on. 

After drawing a picture which confirms point by point the Western analyses 
of the Soviet-type economies, Kornai finally suggests the following proposal 
for improvement, Let us shift, says Kornai, from a perennial situation of un- 
derproduction to a perennial “relative overproduction”: in other words, let 
relatively ample inventories be built throughout the economy and let certain 
capacities be left unused so that the whole economy would be able to move 
from a sellers’ to a buyers’ market situation. Industries will then be able, 
adds Kornai, to exercise pressures on their suppliers and force them to produce 
goods according to their actual needs. In turn, the distributing agencies could 
exercise pressures on the consumer-goods industries and force them to produce 
products corresponding in assortment and quality to the wants of the con- 
sumers. The change from a sellers’ to a buyers’ market would, along with an 
appropriate overhaul of the system of incentives, make the efforts of a planned 
economy to eliminate waste effective and efficient. 

This is the gist of the book. As a good communist, Kornai does not dwell 
directly on the fact that Hungary is committed to a given model of indus- 
trialization which postulates the continuous growth of military and producers’ 
goods without considering underlying factor endowments. It is adherence to 
this model which forces the planning authority to seek rapid rates of growth 
at any price and which prevents it from moving from perennial shortages and 
overutilization of capacity to “relative overproduction.” But Kornai’s sugges- 
tion does imply the need of a shift in the pattern of investment in order pre- 
cisely to secure this “relative overproduction” and achieve a surplus of con- 
sumers’ goods instead of the present shortage. 

Be it what may, Kornai’s book is an outstanding essay in the field of cen- 
tralized planning and deserves to be carefully studied by all students interested 
in these problems. 

NICOLAS SPULBER 

Indiana University 
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A Program for Monetary Stability. By MILTON FRIEDMAN. New York: Ford- 
ham University Press, 1960. Pp. x, 110. $2.75. 


This provocative volume consists of a slightly revised and expanded version 
of four lectures delivered by Professor Friedman in late 1959 at Fordham Uni- 
versity, under the auspices of the Moorhouse I. X. Millar Lecture Series. The 
first chapter analyzes the role of monetary factors in the major inflations and 
depressions that have occurred in the United States over the past 125 years. 
This historical review is followed by three chapters of public policy prescrip- 
tions (and proscriptions) intended to reform our present-day monetary insti- 
tutions and policies. The proposals range from such sweeping changes as the 
complete abolition of discretionary countercyclical monetary policy to more 
detailed technical points, such as the preferred way to conduct auctions for 
Treasury securities. 

Friedman argues that the economy has been and is now inherently stable, 
and that it would automatically tend to maintain high employment with a 
stable price level if only it were not being almost continuously thrown off the 
track by erratic and unwise monetary policies. Discretionary countercyclical 
monetary policies are seen as particularly pernicious; Friedman holds that 
since the Federal Reserve System was established there has been considerably 
more instability in the stock of money than previously, and (consequently?) 
more instability in prices and employment. Countercyclical monetary policies- 
should therefore be quarantined so they can no longer impede the tropismatic 
response of the economy toward high levels of employment with stable prices. 
Of course, we will still have minor cycles—after all, ‘‘these milder fluctuations 
have been with us for at least two centuries and doubtless will be for a long 
time to come” (p. 23)—but in the absence of the aggravation caused by dis- 
cretionary monetary policies they will be brief and self-correcting. 

Three separable although related hypotheses are discernible in the book, 
only one of which is convincing to this reviewer. That one is the argument that 
instability in the stock of money has aggravated cyclical fluctuations during 
much of our history. This is an important and incontrovertible thesis. Indeed, 
it is a significant part of the case for discretionary monetary policies. 

Less supportable is Friedman’s view that monetary factors have been mainly 
responsible for our major inflations and depressions, He states that “the failure 
of government to provide a stable monetary framework has been a major if 
not the major factor accounting for our really severe inflations and depres- 
sions” (p. 9). The evidence adduced is a frequently forced and largely uncon- 
vincing interpretation of economic history since the 1830’s, In the process, the 
author completely ignores the significance of such factors as the role of innova- 
tion and technological change, the relation between investment opportunities 
and the volume and type of existing capital, and the cumulative and inter- 
dependent nature of many other nonmonetary economic relationships. Even 
the monetary analysis is unsatisfactory. There is only the most cursory ex- 
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amination of the direction of causation between historical changes in the 
money supply and changes in economic activity, although it is inferred that 
causation runs primarily from money to prices and employment. This is not 
substantiated by the evidence presented, as indeed, in this-reviewer’s opinion, 
it can not be. 

Even were Friedman’s second thesis true, it would still not be sufficient to 
justify the third part of his argument: that countercyclical monetary policies 
should be abandoned since they are likely to do more harm than good. To 
reach this conclusion, he relies on the likelihood of errors in forecasting and in 
judgment, and on a rather primitive analysis of time Jags in monetary policy. 
But one looks in vain throughout the book for any systematic examination 
of the channels through which changes in the stock of money influence the flow 
of spending, or for a discussion of the cyclical behavior of velocity. Equally 
surprising, Friedman has almost nothing to say about the conduct of monetary 
policy during the years since the 1951 Treasury-Federal Reserve accord, per- 
haps the only period in our history when we have had a reasonably knowl- 
edgeable and flexible monetary policy devoted primarily to the attainment of 
domestic economic stability. Friedman may well be correct in his view that the 
forecasting difficulties are so great and the time lags so perverse as to make 
stabilizing discretionary policies all but impossible. But the evidence he pre- 
sents or that is elsewhere available does not justify that conclusion; short- 
term forecasting is continuously improving and too little is yet known about 
time lags to warrant more than the most tentative of hypotheses. 

Friedman’s two major policy proposals are the establishment of the 100 
per cent reserve plan and the replacement of discretionary monetary policies 
with a fixed “rule.” The first recommendazion would require cash reserves of 
100 per cent for all institutions that accept deposits transferable by check or 
payable on demand, “whether nominally demand or time deposits.” These 
institutions would not be permitted to make loans except to the extent of their 
ownership capital. It is not clear whether he intends to include, as the defini- 
tion would imply, mutual savings banks and savings and loan associations as 
well as commercial banks. 

There were undoubtedly good reasons for advocating the 100 per cent re- 
serve plan in the 1930’s. Despite all its shortcomings, it promised to avert any 
repetition of the bank runs and bank failures that had long plagued our finan- 
cial system. But today virtually every one of the advantages that might have 
been obtained from 100 per cent reserves Las already been achieved by other 
means. Friedman admits, for example, that open market operations as cur- 
rently practiced effectively offset the impact on bank reserves of seasonal and 
other short-term currency drains, and that the Federal Deposit Insurance 
Corporation has eliminated the likelihood of bank runs. In fact, he sees the 
FDIC as “the most important structural change in our monetary system in the 
direction of greater stability since the post-Civil War tax on state bank notes” 
(p. 21). What, then, are the benefits to be gained from instituting the 100 
per cent reserve plan? They turn out to be only two: the Open Market Com- 
mittee would no longer have to engage in “continuous jiggling of the monetary 
tools” to offset currency movements; and we could eliminate the FDIC. We 
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are told that in comparison with the FDIC the 100 per cent reserve system 
“would achieve its objectives more effectively and with less intervention into 
private activities” (p. 69). In order to reap these bounties, we would have to 
completely overhaul the present structure of the money and capital markets 
and establish a financial system that would contain within it any number of 
unexplored problems. Prominent among these would be the source of short- 
term business financing, now largely provided by the commercial banks, and 
the problem of evasion in the classification of deposits in order to avoid the 
100 per cent reserve requirement. 

To eliminate the possibility of discretionary countercyclical monetary pol- 
icy, Friedman proposes that the Federal Reserve be instructed to increase the 
money supply at a steady and inflexible rate, regardless of economic condi- 
tions. The specific “rule” would depend upon the definition of the money sup- 
ply adopted: 3 per cent per annum if the money supply is defined in the con- 
ventional way as demand deposits plus currency, 4 per cent annually if time 
deposits in commercial banks are added in as well. However, even a fixed 
annual rate of increase evidently still leaves too much discretion to the mone- 
tary authorities. He further specifies that they should not permit seasonal 
variations in the money supply and should keep the rate of growth steady 
“week by week and month by month.” What we have then is a .057 per cent 
per week rule ( = 3 per cent per annum) or a .076 per cent per week rule 
( = 4 per cent per annum). This is advocated on the grounds that to accommo- 
date seasonal variations in the demand for money “would involve introducing 
an essentially arbitrary element into the behavior of the stock of money” 
(p. 92). 

The issue of “rules versus authorities” in monetary policy seems to me to 
be a false issue, and the formula recommended eppears to rest on shifting 
sands. Obviously, as Walter Morton has put it, “a fixed rule of monetary pol- 
icy, or for that matter of any policy, is preferable to administrative discretion, 
provided that a rule can be found appropriate to all circumstances to which it 
must be applied. If such a rule can be discovered, then the distinction between 
rules and authorities will soon disappear because any sensible authority would 
apply the rule whether or not it was enacted into law. The issue is whether 
such a rule has been discovered” (this Review, May 1951, p. 198). 

We certainly need better guides for central bank decisions and better per- 
formance criteria than we have today. However, the proposed rule falls far 
short of what is necessary. It rests upon an arbitrary definition of the money 
supply (as any such definition must be), and is based almost entirely on the 
extrapolation of broad historical trends into a continuously changing economy. 
A case in point is the confident projection of a downward secular trend in in- 
come velocity, a trend that has been heading in quite the opposite direction 
since the end of the second worl war. Similarly, the cyclical behavior of 
velocity, and its implications for monetary policy, are barely touched upon. 
Increases in the velocity of money have shown themselves capable of support- 
ing substantial cyclical expansions in prices and income during recent years, 
despite relative stability in the money supply. There is likewise no reason to 
suppose that a constant rate of growth in the money supply would make the 
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_ economy immune to substantial and prolonged recessions during which veloc- 
ity contracts, as it generally has during such periods. 

In addition, to adopt such a rule would arbitrarily prejudge future de- 
cisions regarding the policy mix between monetary and fiscal policy, and would 
thereby prejudge collective decisions regarding the allocation of resources for 
the production of consumer, investment, or government goods and services. 
Such a rule, for example, would preclude the adoption of a tight fiscal policy 
combined with an easy monetary policy in order to channel a larger fraction 
of resources into the production of investment goods. Similarly, there is noth- 
ing sacred about the present level of the federal budget, and substantial 
changes in that level would imply substantial changes in monetary policy, 
changes that are quite outside the scope of any simple rule. 

Friedman cites the superiority of the rule in comparison with the recent 
actual behavior of the money supply. The 3 per cent rule generally would have 
expanded the money supply more in postwar recessions than has in fact oc- 
curred, and also would have expanded it more in boom periods. If the 3 per 
cent rule had been adopted early in 1952, at the start of the first full year 
after the accord, the money supply would have risen from the $124.5 billion 
that existed at that time to $157.7 billion by the end of 1959, an expansion of 
$33.2 billion over the eight years. In fact, it was $144.8 billion at the end of 
1959, an increase of $20.3 billion or only about three-fifths as much as would 
have occured under the rule. Although the rule was ostensibly designed to 
yield a reasonably stable price level, its application would have meant a 60 
per cent greater increase in the money supply than actually occurred between 
1951 and 1959, a period during which the consumer price index rose from 113 
to 126 and the GNP deflator from 98 to 113. 

Although this is a book devoted to economic stability, Friedman never men- 
tions fiscal policy, secular inflation, administered prices, or cost-push phe- 
nomena. He makes no policy recommendations outside the monetary area. 
Nevertheless, he alleges that the adoption of his program would be sufficient 
to yield fairly effective insurance against major cycles and greater stability 
from minor fluctuations. It was Henry Simons who said, in 1936, that “the 
problem of booms and depressions is one which must be attacked from both 
sides, (a) by policies designed to give us a more flexible price structure, and 
(b) by measures which will minimize the aggravations attributable to the 
character of the monetary system and the financial structure. The former 
attack, however, must always be regarded as primary. The problem of indus- 
trial fluctuations cannot be solved, and should not be attacked, exclusively by 
monetary devices” (“Rules Versus Authorities in Monetary Policy,” reprinted 
in the AEA Readings in Monetary Theory, pp. 351, 354). 

LAWRENCE S. RITTER 

New York University and Yale University 


The Federal Reserve System. Edited by HERBERT V. Procunow. New York: 
Harper & Brothers, 1960. Pp. xiv, 393. $6.50. 

This book is a collection of seventeen essays which discuss the varied as- 

pects of the organization and functioning of the Federal Reserve System. One 
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might question the publisher’s use of the word “definitive” in describing the 
work; but it will, nevertheless, most certainly be welcomed by those who seek 
a better understanding of the role of monetary policy in any stabilization pro- 
gram and of the part played by the Federal Reserve System in initiating and 
carrying out such a policy. ; 

Virtually all the authors may be considered specialists in their respective 
fields and to have more than an academic interest in the subjects on which 
they write because of professional connections with the System itself or with 
large commercial banks. Despite a large number of authors there is surpris- 
ingly little duplication of material and virtually no pronounced differences of 
style to mar the smoothness of the presentation. Each writer has been allowed 
full freedom of expression, and while there are some conflicts of opinion among 
them it would seem to this reviewer that this should add to, rather than de- 
_ tract from, the interest of the thoughtful reader. The editor has done his work 
with skill and discrimination. 

The first chapter deals with “The Historical Background of the American 
Banking System.” The attempt to compress the story of American banking 
from the colonial land banks of the seventeenth century down to the introduc- 
tion of the Aldrich Biil in 1912 results in an excellent summary of the devel- 
opments of that period, but one which would probably be meaningful only to 
a reader already somewhat familiar with that history. This introductory chap- 
ter is followed by one on “The Federal Reserve Act” which outlines the or- 
ganization of the System, and by a third chapter which acquaints the reader 
with the meaning and significance of the various items found in a Federal Re- 
serve Bank statement. 

The portion of the book likely to be of most interest to those concerned 
with the role of monetary policy is the section comprising Chapters 4 through 
10. Chapter 4 deals with the general nature and limitations of monetary 
policy. The following four chapters respectively describe the various devices 
through which monetary policy may be made effective: legal reserve require- 
ments, the discount rate and rediscount policy, open market operations, selec- 
tive credit controls. The ninth chapter discusses the effects of Federal Reserve 
policy on the commercial banks, and Chapter 10, the effects on nonmonetary 
financial institutions, 

The next three chapters are mainly of a technical nature. Chapter 11 de- 
scribes the supervisory functions of the System. Chapter 12 gives us a sum- 
mary, necessarily brief, of the regulations of the Board of Governors, and 
Chapter 13 discusses the international activities of the Federal Reserve. 

The last portion of the book is devoted to an excellent summary of the 
history of the Federal Reserve System. Chapter 14 deals with the period from 
1914-1929. Chapter 15 covers the disturbed period of the 1930’s, and Chap- 
ter 16 takes us through the 1940’s down to the present. These accounts are 
mainly factual although there are some interpretations or criticisms with which 
some readers might disagree. On the whole, though, the opinions expressed 
pretty generally reflect the consensus of students of the period, 

The final chapter is a brief but adequate account of foreign central bank- 
ing and monetary policy. The author points out the differences in practice be- 
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tween the United States and foreign countries outside the iron curtain, differ- 
ences due largely to the varying “economic, financial, and political framework 
in which they operate.” 

A careful reading of this volume by any reasonably informed person who 
desires a further understanding of the role of central banking in our complex 
economic society should be both stimulating and rewarding. He should come 
away from it with a greater appreciation of the possibilities and limitations of 
monetary controls, as well as with a number of questions in his mind to which 
he would like further answers. 

WALLACE WRIGHT 

Iowa State University 


A Study in the Theory of Monetary Equilibrium. By D. J. Borma. Leiden: H. 
E. Stenfert Kroese N.V., 1959. Pp. viii, 192. f 17. 

The subtitle, “A Comparative Analysis,” is appropriately chosen for this 
work. Essentially, it is a recapitulation and synthesis of selected contributions 
by writers on monetary theory. The emphasis is on the role of money in an 
economy of high employment on the verge of, or afflicted with, excess demands 
and rising prices. Roughly, the analysis divides into two major areas: (1) the 
development of a general theory of “monetary equilibrium” which is said to 
have bridged the earlier gap between monetary and price theory, and (2) the 
comparison of several models of monetary equilibrium and inflationary de- 
partures from it. 

In the general theoretical vein, after the Walrasian general equilibrium sys- 
tem, Wicksell receives credit as the first to analyze the economic forces under- 
lying a monetary equilibrium and to specify the criteria for equilibrium. 
Wicksell went beyond most neoclassical writers, who merely recognized the 
existence of the real balance effect, by applying it in his analysis. Patinkin 
fully incorporates the effect of real balances on commodity expenditures, 
which supplies the connecting link between the money and commodity markets 
and eliminates the indeterminacy of absolute prices. In so doing, he appears to 
have provided a “final solution” to the dichotomy between the real and mone- 
tary spheres. Within this framework, the bulk of the analysis consists of a 
synthesis of Patinkin’s recent treatment, and a rather detailed presentation 
of Wicksell’s equilibrium conditions, their re-interpretation by Myrdal, and 
the origin of the Swedish ex ante-ex post analysis. Reformulations of Wick- 
sell’s second condition involve variations on the theme of equality between 
ex ante saving and investment. 

The remainder of the discussion outlines a number of “approaches” to the 
theory of equilibrium and inflation. In a long chapter on the inflationary proc- 
ess, various possible aspects are exhibited in a series of models. Models on the 
speed of inflation include a multiplier-accelerator process, a price-wage spiral, 
T. C. Koopman’s “discrete-spending,” single-period model of inflationary 
speed, and a variant of this model by Botha in which production and spending 
over the period are continuous. A disaggregated, sectored model, that stems 
from Goodwin and employs matrix algebra, permits incorporation of different 
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market structures and a combined demand and cost-push approach. The final 
chapter is an extended outline of a Dutch money-flow analysis associated 
chiefly with J. G. Koopmans and M. W. Holtrop. It requires a distinction 
between spontaneous and induc2d creation or destruction of money, and a 
similar distinction between spontaneous and induced hoarding, some very 
laborious concepts. Equilibrium requires equality between spontaneous net 
creation of money and spontaneous net hoarding, a condition shown to be 
tantamount to the second Wicksellian condition. This discussion explores a 
body of literature whose originel works are, with few exceptions, available 
only in Dutch. The Dutch central bank makes scme use of a flow analysis by 
sectors, suggested by this literature, but only the theoretical underpinnings are 
treated here. Induced hoarding the author holds to be an elusive concept, one 
that could present difficulties in empirical work. 

But this doubt is tolerated only in passing, in keeping with the character of 
the book. Amidst a procession of inflationary models, one finds only occasional, 
rather perfunctory conjectures about their applicability to meaningful empiri- 
cal work, 

Norman V., BRECKNER 

University of California, Los Angeles 


A Proper Monetary and Banking System for the United States. Edited by 
James WasHINGTON BELL and WALTER EARL Spaur. New York: Ronald 
Press Co., 1960. Pp. viii, 239. $6.00. 

This book resulted from a decision of The Executive Committee of the Econ- 
omists’ National Committee on Monetary Policy that “fundamental errors in 
principle and practice” (p. iii) in monetary and banking policy should be 
analyzed and a prescription prepared. The analysis and prescription do not 
vary substantially from what the same group has been saying for more than a 
quarter of a century. This is entirely appropriate if the only proper monetary 
standard is gold coin, without qualification as to the level of prices, output, 
or employment. Although there are nine contributors (Bradford, Spahr, Nie- 
haus, Kemmerer, Wiegand, Palyi, Phelps, Patterson, and Bell), there is no 
significant diversity in outlook and only minimal repetition. This book is a 
well-argued, authoritative exposition of the faults of discretionary monetary 
and banking policy by dedicated proponents of the automatic full-bodied gold- 
coin standard. 

Spahr believes that both quality and quantity of money are likely to be 
improper if currency is “managed.” There is no need for management, for 
“all goods and services constitute a demand for all other goods and services, 
and these exchanges can be effected almost entirely and automatically by the 
use of self-liquidating credit, the remainder by paper and metallic money” 
(p. 32). “Credit . . . should rest upon productive activity that will auto- 
matically liquidate the credit upon maturity” (p. 33). The choice our society 
has made for substantial discretionary powers in the hands of government is 
considered not just a mistake, but positively wicked. 

The authors of this book deprecate both the possibilities and need for cen- 
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tral bank policy as a weapon for attaining sustainable economic growth. The 
known limitations on the effectiveness of central bank policy (e.g., the absence 
of control over the velocity of credit) are praised as promoting “freedom.” 
Such freedom is considered much more important than effectiveness of policy, 
because the economy really does not need much help from central bank policy. 
The major issues, the authors believe, are integrity of the currency and free- 
dom from governmental. restraints. Congress should voluntarily restrain its 
own power in order to develop the Federal Reserve into a check on the legis- 
lative authority. 

Spahr argues that the Federal Reserve should be independent of the Treas- 
ury and should not become a part of any integrated monetary and fiscal au- 
thority. Loss of Federal Reserve independence would reduce market power 
over the Treasury, undermine the Constitution, and “. . . lead to Executive 
Dictatorship” (p. 46). This reviewer believes that forced coordination of 
monetary and fiscal policy probably would be a solution too extreme for the 
seriousness of the problem. But when two parts of government economic policy 
are frequently at odds this does constitute a problem worthy of deliberate and 
temperate consideration. 

During recent periods of monetary stringency much discussion has centered 
on the effectiveness of quantitative controls. Kemmerer says that almost two- 
thirds of all savings accounts and one-seventh of demand deposits are beyond 
the control of the Federal Reserve. He alsc shows how savings and loan asso- 
ciations “. . . are to some extent in the banking business which involves an 
expansion of credit rather than being strictly in the business of receiving and 
lending savings . . .” (p. 90). In spite of this he fails to recommend placing 
nonmember savings banks or other financial institutions under Federal Reserve 
controls. The desire for “freedom” again overwhelms the argument for effec- 
tiveness in policy. 

In the view of Kemmerer the “Federal Reserve System [is] too much under 
the influence of the Federal government and not enough under that of the 

banking and business world” (p. 66). It is therefore recommended that busi- 
` ness interests should choose four members of the Board of Governors and the 
government three. Other recommended changes would end the Federal Ad- 
visory Council and the Federal Open Market Committee. 

A model bill is included which provides for a gold-coin standard and some 
reforms which the contributors believe would increase the effectiveness of the 
gold-coin standard and the commercial loan theory. 

This book is recommended particularly to the student who believes that the 
major objective of monetary and banking policy is full employment of re- 
sources. The authors believe no such thing. They are in the minority who be- 
lieve that the American economy includes a self-adjusting mechanism which 
can yield sustainable economic growth with minimal governmental interfer- 
ence. In effect, the authors argue that the profession is wrong and that econo- 
mists should return to the faith of their fathers. 

Norman H. LEONARD, Jr. 
Ohio Wesleyan University 
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Public Finance 


The British Budgetary System, By HERBERT BRITTAIN. New York: Macmil- 
lan; London: George Allen and Unwin Ltd., 1959. Pp. xii, 320. $5.75. 

Sir Herbert Brittain’s purpose is to give a comprehensive description and 
interpretation of the British budget in the light of its growing economic im- 
portance since the second world war and its increasing capital outlays. He has 
portrayed in detail the general design of the budget, sources of revenue, ele- 
ments of expenditure, the exchange equalization account, the national debt, 
and accounting and auditing procedures. He has refrained intentionally from 
pursuing an extended theoretical treatment of such topics as national income, 
incidence and effects of taxation and expenditures, and fiscal policy. Instead 
he has given an admirable exposition of the budgetary process from the van- 
tage point of his long experience as Second Secretary of Finance in the British 
Treasury. 

Both in concept and operation the British budget plan has had remarkable 
success and has served as a model for other Commonwealth nations, Since 
members of the Cabinet have seats in the House of Commons the budget 
emerges as a document of combined executive authority and legislative sanc- 
tion, In this respect the procedure differs markedly from that in the United 
States where the executive and legislative arms of the government have co- 
ordinate status. Also, unlike the British budget, the U.S. federal budget is 
primarily an expenditure plan, revenue measures having been omitted from 
„the functions of the budget. 

A unique feature of the British budget is the traditional practice of separat- 
ing income and capital transactions by drawing a line “across the middle of 
the Exchequer accounts” and placing operating revenues and expenditures 
“above the line” and placing receipts and expenditures applied to debt re- 
demption and borrowing “below the line.” Capital payments, however, may 
be charged either above or below the line, depending upon the nature of the 
outlay. This is a departure from the practice of commercial firms which rigor- 
ously separate income and capital accounts. The author regards as “radical” 
the proposal of J. R. Hicks that the trading or business activities of the gov- 
ernment should be accorded different treatment in the budget from those of 
administrative departments. Hicks suggests that the accounts of the trading 
departments “ought to be modelled upon the accounts of a bank” and that the 
Treasury should exercise the sort of control over these departments which a 
bank exercises over its clients.? 

Effective control of the budget hinges on two major functions: first, the 
formation of estimates; and second, efficient supervision within departments 
and agencies. Responsibility for the annual estimates rests with the Chancellor 
of the Exchequer, but he leans heavily on officials of the Treasury who scruti- 
nize the items and purposes of expenditures and the terms and conditions on 
which money may be paid out. The Financial Secretary of the Treasury pre- 
sents the estimates for civil departments to Parliament, while defense esti- 


*J. R. Hicks, The Problem of Budgetary Reform, Oxford 1948, pp. 16-17. 
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mates are submitted by the agencies themselves, though Treasury control also 
applies to these estimates. Responsibility ior efficient supervision devolves 
primarily upon each spending department, the policy of the Treasury being 
to avoid as far as possible the details of administration. 

The author takes an unequivocal position with respect to the incidence of a 
national debt, holding that the idea of shifting some part of the burden of war 
from the present to the future is an illusion. While future generations may be 
poorer because of the waste of war, “there is no shifting of the real burden 
from one generation to another.” The only sense in which shifting may occur 
is through borrowing from a foreign country, repayment being made later 
through exports or some other transfer of value, which involves heavier taxa- 
tion.? It is the opinion of the author that the use of annual sinking funds as 
a method of reducing the national debt is outmoded and “would seem to have 
gone forever.” Future borrowing in substantial measure is likely to be applied 
to capital development programs of the nationalized industries. 

Within the limitations prescribed, Brittain’s book fills an important need for 
an authoritative treatise on the structure, technique and modus operandi of the 
British budget. It contains many insights on the procedures by which deci- 
sions are reached that are not to be found elsewhere. It is timely, thorough 
and carefully written. It should be of particular benefit to students of public 
finance, taxation and political science, as well as to government officials. 

Tipton R. SNAVELY 

University of Virginia 


International Economics 


Trade and Economic Structure: Models and Methods. By Ricuarp E. Caves. 
Cambridge: Harvard University Press, 1960. Pp. viii, 317. $6.00. 

In one respect at least the decade of the ’thirties was a godsend for spe- 
cialists in international economics. Iverser., Viner, and Wu added their im- 
pressive synopses of the theoretical literature on the international adjustment 
process and international price determination to Angell’s pioneering study. 
Until recently, however, economists have not enjoyed the luxury of a major, 
up-to-date, English-language digest of the manifold and widely scattered the- 
oretical contributions in international economics. A moment’s reflection upon 
the theoretical and methodological advances in all fields of economics since 
that time suggests the enormity of this hiatus. The profession is deeply in- 
debted to R. E. Caves’ prodigious scholarship for filling in a significant por- 
tion of this gap. In Trade and Economic Structure economists again have 
available an imaginative, painstaking, and exhaustive survey of the pure 
theory of international trade. The book is, without reservation, a reference 
work of the first magnitude. 

Caves’ study is not a substitute for the earlier volumes. Rather it comple- 
ments them. Its scope is limited to a consideration of the theoretical aspects 
of the simultaneous determination of commodity and factor prices, the quanti- 


For a contrary view on the shifting of the primary real burden of a national debt, 
see J. M. Buchanan, Public Principles of Public Debt, Homewood, Ill., 1958, Ch. 4. 
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ties of factors supplied, and the quantities of goods produced, consumed, and 
traded internationally, in a world of two or more countries. It is, therefore, 
concerned to show how the concepts of general equilibrium analysis have been 
used to build and modify the corpus of pure trade theory. Continuing in the 
purest of theoretical traditions, its analytical approach is that of positive 
rather than normative economics. It is a tribute to Caves’ intellectual self- 
discipline that these focuses are rarely lost. But even more pervasive is the 
author’s interest in the application and testing of trade theory. This last per- 
spective, from which he does nct deviate, has led Caves to view trade theory 
as consisting ideally of a “body of well-reasoned alternative hypotheses and 
models rather than as a monolithic formal structure resting on a minimal set 
of general assumptions.” 

This conception has put its impress on the organization of the book. The 
substantive gambit is an explication of the neoclassical and Heckscher-Ohlin 
models of trade and production, Haberler’s theoretical model is subsumed 
under the latter formulation since, as Caves explains, the opportunity-costs 
version enters into the general equilibrium at an intermediate stage and yet 
is able to derive comparative advantage in money-cost rather than real-cost 
terms. The succeeding chapter on income distribution summarizes the impact 
of import duties on relative factor prices, faithfully records the development 
and qualification of the factor-price equalization theorem, and, especially 
pertinent to economic development policy, reviews the issues of the Australian 
tariff controversy. In discussing the role of factor supplies, Caves gives a novel 
interpretation of the effects of factor-supply variation on the transformation 
function. A short chapter on modifications of the conclusions of international 
trade theory necessitated by a relaxation of the assumption of international 
factor immobility is followed by a discerning exposition of the consequences 
of alternative hypotheses concerning production functions in the classical and 
Heckscher-Ohlin models. Here too the general equilibrium effects of techno- 
logical change, nonconstant returns, and monopoly are examined. The final 
chapter within the general equilibrium format considers the technical difficul- 
ties trade theory faces in incorporating demand influences, analyzes the con- 
sequences of shifts in taste patterns, and briefly ponders the absence of any 
rigorous treatment of demand as an endogenous variable. 

Caves’ final three chapters develop peripheral subject matter. In the pre- 
ceding sections welfare considerations occasionally intrude. These scattered 
comments are systematized by discussing the results of imperfections in the 
preconditions for a Paretoan optimum and by summarizing the welfare criteria 
for judging policy alternatives. To partially compensate for the predominance 
of comparative statics analysis in the major portion of his study, Caves scru- 
tinizes the dynamic adjustments entailed in the processes of economic growth, 
capital accumulation, international transfer of factors, and technological in- 
novation. The final chapter recounts the results cf efforts to test empirically 
the classical and Heckscher-Ohlin formulations, the theoretical issues raised 
by Leontief’s paradoxical study receiving particular attention. 

From all this one vivid impression emerges. While classical trade theory may 
still retain an advantage in terms of statistical verification, Trade and Eco- 


776 THE AMERICAN ECONOMIC REVIEW 


nomic Structure testifies to the enormous theoretical fecundity of the Heck- 
scher-Ohlin model. To gain maximum appreciation of this fact the reader must 
be thoroughly versed in the nature of the questions that pure trade theory 
seeks to answer. That Caves does not adequately provide this background is 
the volume’s only appreciable defect. Yet, in view of the book’s immeasurable 
contribution to the understanding of the current state of pure trade theory, it 
is an insignificant blemish. 
M. O. CLEMENT 
Dartmouth College 


Obchodni operace v Ceskoslovenskem zahreničnim obchodu. By JAROSLAV 
Nyxryn. (Commercial Operations in Czechoslovak Foreign Trade.) 
Prague: Orbis, 1958. Pp. 915. 

This book, along with three others authored by Professor Nykryn of the 
School of Economics in Prague, should be unusually useful for students of the 
Eastern foreign trade monopolies. There is much in the present volume that 
will interest not only the economist and businessman, but also the lawyer. 
Although Nykryn deals primarily with the theory and administration of 
Czechoslovak international trade, this is not a limitation for one-third of 
Czechoslovakia’s national product depends on external commerce—which is 
a larger proportion than that of any other Soviet bloc economy. 

This review concentrates on only two aspects of Nykryn’s work: the com- 
munist foreign-trade theory (gains from trade); and the planning process 
which Nykryn describes in unprecedented detail.? The parts omitted from this 
review contain (1) a comprehensive survey of the organizational hierarchy 
and the decision-making process. in Czech foreign trade; (2) the contractual 
bases of the country’s external economic relations; and (3) a description of 
the legal settlements of commercial disputes between Czechoslovakia and both 
the socialist and capitalist countries. The emphasis placed throughout 
Nykryn’s volume on contrasts between the Soviet and Western trade systems 
answers many Western “why’s” and sheds some welcome “Eastern” light on 
the problems of economic relations between planned and market economies, 

The communists assert with noticeable satisfaction that one of the distin- 
guishing characteristics of their foreign trade is the mutual assistance pro- 
moted by continuous efforts in planning and coordinating their commercial 
and financial policies. This cooperation allegedly leads to a higher type of 
international division of labor and thus facilitates progressive expansion of 
socialist trade. The reciprocal benefit hinges, for instance, on direct trade rela- 
tions (the exclusion of intermediaries), the certainty of planned shipments, 
and the absence of exploitation. 


*Ceny a jine problemy zahranitniho obchodu (Prices and other problems of foreign 
trade), Prague: Statni pedag. nakl, 1953; Mezinarodni platebni styk (International 
payments), Prague: Statni pedag. nakl., 1954; Organisation und Technik des Aussenhandels, 
Berlin: Verlag die Wirtschaft, 1956. 

? Generally, his account of Easten foreign trading is superior to that found in the 
well-regarded Soviet publications: S. V. Serebriakov, Organizatsia i technika sovetskoj 
torgovli (Moscow, 1949) and Organizatsia i technika vneshnej torgovli (Moscow, 1958). 
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Government monopoly imparts additional advantages. It protects the 
domestic economy against unfavorable external influences (such as cyclical 
fluctuations) and creates contractual conditions for trade free of the “elements 
of negotiation” found in capitalist countries which permit strong trade part- 
ners to take advantage of weaker ones. A communist government, with vast in- 
formation at its disposal, is in a unique position to survey, compare, and eval- 
uate sources of supply and sale outlets (which capitalist governments cannot 
do). In addition, the Soviet-type governments have the financial means to 
cope with changes in both demand and supply of international goods. These 
governments enjoy the traditional benefits of bigness, can resort to arbitrary 
measures, and are capable of giving preference to a political gain even at the 
cost of economic loss. 

East European Communists contend that the classical liberal explanation 
of foreign trade is based on the capitalist system of production which disre- 
gards (Marxian) historical considerations and is inherently exploitative. The 
liberal theory is incompatible with socialist thinking and practice which rely 
on planning. 

Communist foreign trade theory justifies the existence and desirability of 
an international exchange of goods and services in four main ways: (1) by in- 
ternal saving of the labor time needed to produce imported goods; (2) by 
increased productivity which may result from international division of labor; 
(3) by reduction of labor input whenever the factor of production labor is 
replaced by capital (machinery and other labor-saving devices); and (4) by 
the downward pressure which foreign trade tends to exert on domestic costs 
of production, 

Accordingly, the Soviet bloc countries find that composition of commodity 
imports and exports is most advantageous which enables them to achieve the 
maximum saving of social work (effort). But foreign trade has more than an 
economic effectiveness estimated from the point of view of productive factors; 
it has a social effectiveness measured by its influence on national defense, in- 
trabloc cooperation, international political relations, etc. 

Productivity (in communist terminology “rentability”) of commercial op- 
erations is both a clue to, and an indicator of, the financial and real economies 
to which foreign trade gives rise. (Although “rentable” trade may be defined 
in several ways, the definition which is least likely to cause disagreement refers 
to it as that trade which does not require government subsidization and can do 
without special price considerations by industries.) 

The determinants of productivity in trade with capitalist countries differ 
from those applied to trade among communist countries. In the former case, 
“rentable” trade depends on the commercial conditions of concluded contracts 
and on distribution costs, both of which find expression in terms of trade (as 
a price phenomenon). The communists consider the productivity of capitalist 
commercial operations to be significantly influenced by the quality of goods 
sold (since higher quality is expected to result in larger sales, and vice versa), 
by exporters’ ability to sell, by importers’ ability to buy, and by other qualita- 
, tive aspects of commercial transactions. 

In addition to the commercial terms of contracts and distribution costs, 
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productivity of socialist operations is a function of the trading partners’ 
“mutual advantage.” This is ellegedly easy to determine in communist com- 
merce inasmuch as prospective customers and suppliers are known when 
production gets under way. In intrabloc trade, price differences and discrimi- 
nation presumably play a minimal part. At any rate, there is no need for 
them. Socialist prices are not influenced by factors which loom large in 
capitalist pricing, such as the time of shipment, the type of foreign exchange 
used in payment settlements, etc. Furthermore, direct exports and imports 
minimize charges for banking, transportation, insurance, and other services. 
Because promotion efforts and expenses are relatively unimportant, they 
cannot cause price differentials. The same applies to market risks, which are 
absent. 

Since in communist economies the economic effects of individual foreign 
trade transactions are considered inconclusive, the principal theoretical cri- 
terion for them rests on whether they are “optimal.” This depends on whether 
international transactions ensure, or guarantee, that the national foreign trade 
plan will be fulfilled most economically—taking into account all the major 
objectives of international relations. Clearly, this is an extremely vague cri- 
terion. 

The optimum is a function of different factors or considerations depending 
on whether “capitalist” or communist trade is in question. In contrast to 
commercial relations among free economies, for the Soviet bloc countries 
prices of exchanged commodities are frequently of secondary importance. As 
a result, an import transaction, for example, may be optimal as long as the 
value of the imported good meets the requirement of the existing foreign trade 
plan. To add to the vagueness of this concept of “optimum,” the territorial 
optimum, which is relevant primarily in trade with capitalist countries and 
indicates areas with which the most beneficial trade takes place, depends on 
commercial policy. Little imagination is needed to realize that in this, the bloc 
countries can proceed in a quite arbitrary manner. 

Still another dimension of optimal transactions concluded with the capitalist 
nations is based on the contribution of export trade to a communist country’s 
foreign exchange reserves. Soviet bloc economists have attempted to measure 
the increments in foreign exchange supply which result from different amounts 
of domestic labor engaged in external trade. According to these theorists, the 
gains from trade are arrived at by taking into account the composite of all 
foreign operations effected during a definite time period, and are ultimately 
evaluated in real cost terms. 

The long-term economic plans drawn up by the East European countries 
to achieve “proportional” development of their economies call for correspond- 
ing foreign-trade plans. These are complicated because relations with capitalist 
nations and with the bloc ccuntries follow different patterns. With regard to 
the former group, communist planners attempt to estimate developmental 
trends so as to be prepared to change methods of selling, buying, financing, 
and sales promotion. Because of the co-ordination of the East European 
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economies, foreign-trade plans have established and preserved a substantial 
degree of cohesion among them. 

Some of the essential considerations underlying a long-term plan for foreign 
trade are (1) the anticipated composition of imports and exports, (2) the 
rate of growth of foreign trade turnover, (3) domestic investment as related 
to foreign trade (and imports in particular), (4) the need for foreign exchange 
reserves, and (5) availability of, or dependence on, credit. 

Vertically, a comprehensive foreign-trade plan is broken down into com- 
mercial-financial plans (for imports, exports, and foreign exchange) and into 
others pertaining to transportation, propaganda, labor and wages, and capital 
investment. Import and export plans are divided into partial plans for geo- 
graphical areas. Nykryn discusses in detail the extent to which individual 
agencies participate in producing long-term, yearly, and quarterly plans, and 
the statistical-economic analyses used to control fulfillment. Presumably, the 
Soviet-bloc countries have adopted a system of uniform analytical principles 
for foreign trade to ensure comparability of planned achievements. 

The planners of communist foreign trade believe that the success with 
which their programs may be put into effect is influenced in considerable 
measure by the following features of the plans: 

1. The foreign-trade plans, like other plans, acquire a binding force similar 
to that of a law. This plus the responsibilities imposed on those who carry 
out the plans presumably has had a mobilizing impact on plan execution. 

2. The plans are broken down into a large number of tasks and perform- 
ances whose maximum fulfillment is assured by premiums and prizes awarded 
to those who make special work efforts. 

3. It is possible for long-term plans to be continuously improved on the 
basis of experience gained in the execution of short-term plans. 

4, The planned symbiosis between the economy as a whole and its inter- 
national sector accounts for the fact that foreign-trade benefits from particu- 
larly favorable conditions prevailing in the internal economy. The opposite is, 
of course, also possible. 

5. Foreign-trade plans are set up with regard for a number of economic 
indicators which are general and therefore reliable enough to ensure optimal 
results in any phase of international commerce. 

6. All activities connected with the completion of foreign-trade programs 
are subject to reviews and controls instituted not only by the various organs 
of the ministry of foreign trade, but also by other organizations having some 
responsibility for, and interest in, external commerce. All these organizations 
are in the position of jointly curbing any undesirable spreading of dispro- 
portionalities in trade flows. 

Most readers concerned with the potentialities and limitations of East-West 
trade will find in Nykryn’s work another proof of the existing, sometimes 
irreconcilable, differences in the nature, administration and objectives of 
Soviet-type and free foreign-trade systems. The business criteria and com- 
mercial considerations which have been sacrosanct for the West are not usually 
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applicable in the East. On the other hand, it is not likely that the free world 
will ever succeed in neutralizing the doctrinaire nature of communist trade.’ 
KAREL HOLBIK 


Boston University 


Economic Development and International Trade. Edited by Paur D. Zoox. 
Dallas: Southern Methodist University Press, 1959. Pp. viii, 134. $3.00. 
This collection of eight papers was selected from those presented at two 
conferences held at Southern Methodist University in 1958 and 1959, under 
the auspices of the Jno. E. Owens Memorial Foundation. The papers deal with 
the conferences’ subjects, “International Trade and Economic Development” 
and “United States Foreign Economic Policy,” but they are not closely related 
to each other. In the development field, emphasis is given to Latin America. 
Written by academicians and international and United States officials, the 
papers are addressed to the general public as well as to a university audience, 
and they reflect in varying degrees this dual objective. 

In the first paper, Howard Ellis forecasts an increasing absolute volume of 
international trade. He bases his optimism on such factors as population in- 
crease, development aspirations of the underdeveloped countries, reduced 
flows of labor and capital (making commodity trade more profitable), and the 
transfer of techniques—conditions different, at least in degree, from those 
when Robertson and Viner made international trade predictions in the ’thirties 
and ’forties (reprinted in the AEA Readings). Contingencies that Ellis says 
could qualify or even reverse his forecast are a new wave of trade restric- 
tionism or possibly the really economical harnessing of atomic power. Ellis 
concludes that the United States gains from increased trade stemming from 
foreign economic development, and he advocates an increased foreign eco- 
nomic-aid program. 

Howard Piquet, in his paper, implies that United States aid policy is not 
deficient, but he deplores the present policy of driit in the trade field. Recog- 
nizing that free trade is politically impossible and that protectionism is inter- 
nationally dangerous, he proposes a more liberal policy based upon government 
assistance to domestic industries that are forced to adjust to increased im- 
ports or a policy of permitting imports to increase on a selective basis, using 
some variant of the tariff-quota device. 

J. Carter Murphy, applying Viner and Meade customs-union theory to the 
European Common Market, regards favorably its possible impact on the pat- 
tern of free-world production and trade. He is also optimistic as to possible 
economies of scale, and he concludes that the Rome Treaty provides a recipe 
that economists can endorse. 

Wendell Gordon distills several chapters from his recent text on interna- 
tional trade in a paper on international investments. In questioning the con- 
tribution that foreign investment makes io economic development, he cites 
historical evidence that such investment grows by accretion (reinvested earn- 


* Cf. Oscar Lange, “The Economic Laws of Socialist Society in the Light of Joseph 
Stalin’s Last Work,” International Economic Papers, Vol. TV, London and New York 
1954, pp. 145-80. 
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ings, capital gains, etc.) rather than through the export of real capital goods. 
He concludes, therefore, that foreign investment, as distinct from technical 
knowledge, managerial skill, and entrepreneurial initiative, does not contribute 
much to economic’ development. He suggests that underdeveloped countries 
should meet their capital-equipment needs by paying for them with exports, 
thus avoiding the service and repayment burdens of foreign investment. He 
does not, however, explain how most underdeveloped countries can generate 
enough exports to pay for substantial capital imports without first undergoing 
some economic development and how this initial development can take place 
without foreign capital imports. Nor does he explain why such capital imports 
should be discouraged if they more than pay for themselves out of the new 
wealth that they help to create. Gordon also criticizes the view that average 
interest- and profit-rate differentials explain foreign investment. He says that 
such investment is made on the tasis of individual projects and is influenced 
by social, technical, and political considerations. However, to attribute to 
Ohlin and Iversen average interest- and profit-rate differentials as the explana- 
tion for foreign investment is an oversimplification of their views. 

Richard La Barge’s interesting case study on the economic development of 
Honduras singles out foreign investment as the initiating cause for the eco- 
nomic growth that has occurred there since 1943. He claims that foreign in- 
vestment stimulated domestic savings and investment and that it should have 
the same effect in other capital-poor economies where foreign-owned enter- 
prises have an important role in producing goods and services. 

Reynold Carlson and Jorge Del Canto write on how the International Bank 
for Reconstruction and Development and the International Monetary Fund, 
respectively, aid Latin American economic development. Carlson emphasizes 
the Bank’s noncapital assistance end Del Canto concentrates on the Fund’s 
efforts in combatting inflation. Sydney C. Reagan discusses United States ex- 
port programs for surplus agriculural commodities since their inception in 
1954 to 1957, briefly analyzing their effects on the recipient countries, on 
other agricultural exporting countries, and on the United States. 

For the most part, this is an interesting, albeit uneven, collection of papers. 
Like most compendiums of its kind, it would have been much improved if 
the papers had discussed various aspects of some central topic rather than 
various topics in the same general field. i 
WiiLiam B. KELLY, Jr. 
The Fletcher School of Law and Diplomacy i 


Capitalismo mondiale e cartelli teceschi ira le due guerre. By J. J. Lanor- 
LEDERER. Turin: G. Einaudi, 1959. Pp. xviii, 400. L. 2500. 

World Capitalism and German Cartels in the Interwar Period ought to have 
a translation in clear and nontechnical English. In a cheap edition and well 
advertised the book would reach the wide audience it fully deserves, The book 
retells the story of the German “miracle” of the years after the first world 
war. The parallel is West Germany’s economic rebirth after 1947. The leit- 
motif is the machinations of international finance and the cartel structures 
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of the ’twenties and ’thirties; the counterpoint, the men in Brooks Brothers 
suits now crowding Brussels and Geneva. 

The stress that Lador-Lederer gives to the ‘functional character of inter- 
national cartels,” to their almost “necessary” development, leaves the reader 
with the certainty that a structure as gigantic and as efficient as that described 
—a structure, incidentally, that remained intact in spite of the second world 
war-—is more than a fact of history. Its impact on current economic affairs 
must be recognized and needs continuous study. Consideration of existing 
cartellization and its effects upon economic interdependence must form part 
and parcel of any analysis of developments in the European Common Market 
and consequently of the European economic policy currently followed by the 
United States. The author’s central thesis helps validate recent rumblings 
characterizing our European policy as self-defeating. This point of view, ap- 
parent, inter alia, also in the Staff Report of the Joint Economic Committee of 
Congress, argues that in promoting the Common Market we have helped the 
development of German hegemony in Western Europe which—through a new 
Russo-German Alliance—will eventually challenge the leadership of the 
United States in the Western World. 

In relating developments of the interwar period the book shows in detail 
the interdependence of the requirements of the cartels with those of the 
European states; the requirements of both expressing themselves at the “supra- 
national” rather than the international level. Similar interdependence of eco- 
nomic interests is at the root of contemporary action advocated and imple- 
mented under the banner of integration. When ihe historical data provided 
by the book are viewed as building blocks and joined with the mortar which 
is the work of men such as C. Wright Mills and Burnham—and the book is 
replete with their ideas—an imposing analytical structure is developed. What 
follows from it, implicitly rather than explicitly, is the thesis that a truly 
cosmopolitan power elite is one of the central social facts of the contemporary 
world. 

Beyond its timeliness and intrinsic importance the book deserves notice 
on three counts: it is a serious work based on a minute and thorough dissec- 
tion of available facts all of which are carefully documented; it is a clear 
contribution to the economic history of Europe for the interwar period; and 
it throws much light on the use of econcmic power for war. The book’s ar- 
rangement is essentially chronological. The disorder and the morass of 1918 
to 1923; the recovery from 1923 to October 1929; the crises of 1929 to 1933; 
the transformation to a war economy, 1933 to 1939 are reviewed in turn. A 
concluding section describes the economic problems of the war and provides 
a set of “Conclusions on Germany.” There is an extended bibliography. 

The use made of Germany’s internaticnal business relationship for war is 
shown in the economic use of the fifth column, in the frustration of the eco- 
nomic development of her allies and in her capitalizing on foreign industrial 
expertness. Differences between German and non-German industrialists are 
viewed in terms of the commitment of the first to war and of the second to 
the maintenance of business. American business interests aré thus painted as 
having interests:in cartels that go beyond battle lines, as having equated op- 
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position to the New Deal with isolationism and, to the extent that they were 
influenced by economic consideration linking them to German financial ven- 
tures, as having reduced “the potential of the arsenal of democracy.” 

A work as embracing and as ambitious as this one necessarily has already- 
known material, has occasional errors and at times overstates its case. The 
author reflects his own life—as a Marxist economist, the victim of German 
concentration camps, minister in charge of economic planning for Tito, and 
now with the same duties in Israel—in an approach critical of capitalism and 
with a deep attachment to human values. This explains his conclusion that 
technical solutions of the cartel problem are useless as they must necessarily 
crumble in the face of “the satanic laughter of economic realities.” His 
pessimism, disturbing though it is, cannot be vouchsafed. The book deserves 
careful reading. 

Oscar ORNATI 

New School for Social Research 


Business Finance; Investment and Security Markets; Insurance 


Les choix des investissements. By Prerre B. D. Massé. Paris: Dunod & Co., 
1959. Pp. xvi, 489. 4,900 fr. 


This remarkable study of the normative theory of investment has no real 
parallel in the literature in its unique blend of theoretical and practical work, 
nor are conditions elsewhere than in France likely to make such work possible 
(except perhaps in the Netherlands and Norway). The author has been Asso- 
ciate Director General of Electricité de France (the nationalized electricity 
industry) and is currently High Commissioner for Planning, the position cre- 
ated by Jean Monnet. What is extraordinary is that the practical problems of 
the electricity industry and particularly of its investment program should be 
governed by a rigorous theoretical analysis which indeed turns out to be the 
only truly practical way of proceeding. While the application of mathematical 
methods to industrial production and transportation problems has gone on 
apace in this country, I believe it correct that very little indeed has been done 
with fixed investment as far as practical problems are concerned. Even the 
study of inventory policy has so far been more theoretical than applied. 

The important strides in the joining of rigorous analysis to planning prob- 
lems in France by M. Massé and his younger colleagues (among whom might 
be mentioned, without any pretense of completeness or ranking, Maurice 
Allais, Marcel Boiteux, Robert Gibrat, Jacques Lescurne, Edmond Malinvaud, 
and Georges Morlat) are too little known in this country. To judge by the 
ignorance of the French language among our graduate students, the situation 
is unlikely to improve in the near future. Incidentally, it is doubtless sig- 
nificant that nationalization in the United Kingdom has produced no com- 
parable literature. 

The present book deliberately avoids any claim to completely systematic 
treatment, Almost every aspect of the problem of investment choice is touched 
on and the general principles discussed, but within each topic intensive dis- 
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cussion is confined to selected topics, usually arising out of the work of 
Electricité de France or one of the other nationalized energy industries. With 
the exception of a few simple examples for didactic purposes, the cases dis- 
cussed involve real decisions of considerable magnitude, a fact which con- 
tributes greatly to their fascination. 

The first four chapters deal with investment choice under certainty. The 
general criterion is that of maximizing the sum of discounted profits, where, 
however, the opportunities for reinvestment must be included in the decision 
process. The second chapter immediately shows the practical and theoretical 
character of the work; it deals with criteria for the economic length of life 
of equipment taking account of both wear and tear and obsolescence. Even 
under simple hypotheses about technical progress, the problem is difficult. 

After a good, though standard, treatment of linear programming in general, 
the author proceeds to an exposition of the development of the investment 
plans of the French electricity industry through 1975 by means of linear 
programming. The various complications are worked out in considerable de- 
tail, in such a way as to give the reader an excellent feel for the process of 
formulating a model for analysis of a real situation. 

The next four chapters deal with investment planning under uncertainty 
and are, to me, the most exciting part of the book. The first of them deals 
with the criteria for behavior under uncertainty. In addition to an excellent dis- 
cussion of the various concepts in the literature, such as expected utility, sub- 
jective probability (he follows here de Finetti’s formulation rather than 
Savage’s) and minimax, he gives an excellent discussion of the conditions 
under which the law of large numbers does or does not permit one to replace 
probability distributions by their expected values, The following chapter gives 
the best discussion I have seen anywhere of the concept of a strategy and its 
special role in dealing with uncertainty. This is illustrated by a masterly dis- 
cussion of the proper behavior of an insurance company in limiting its risks. 
Though a strategy in principle requires considering consequences into the in- 
definite future, some conditions are given under which there is no loss in 
considering only a few periods ahead. 

The major applications are to inventories, the use of hydroelectric reser- 
voirs with both demands and water inputs random, and production of coal 
with random demands and import prices (due to P. Gardent). These are 
handled with admirable clarity and originality. There follow discussions of 
the rate of exploitation of a mineral resource of unknown magnitude, electric 
plant under conditions of uncertainty as to water supply and demand, and 
problems of meeting disaster (e.g., floods) and achieving flexibility by ap- 
propriate equipment. It is impossible to summarize easily the rich variety of 
results. 

The last two chapters are more general in nature. There is a summary of 
modern welfare economics, with particular regard for its implications for the 
behavior of a nationalized enterprise. For the first time in the book, there is 
a discussion of criteria appropriate to conditions of decreasing cost. It is inter- 
esting indeed that so much planning seems to be perfectly possible in practice 
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on the basis of the constant returns assumptions of linear programming. It 
suggests to me that the problem of allocation under increasing returns may 
not be as difficult in practice as it seems to be in theory. 

In the final chapter, the author eloquently expresses his “neoliberal” view- 
point—the competitive system within a governmental framework designed to 
remove its deficiencies, particularly those arising from increasing returns and 
the need for coordination of attitudes towards the future. 

The reader by now has doubtless inferred that I regard M. Massé’s book as 
well worth study. 

f KENNETH J. ARROW 
Stanford University 


The Management of Corporate Capital. Edited by Ezra SoLromon. Graduate 
School of Business, The University of Chicago, Series 3. Glencoe, Illinois: 
The Free Press, 1959. Pp. 327. $7.50. 

For those who have not followed too closely the growing literature on the 
subject of capital allocation decisions, the title of this work may not appear 
particularly attractive. One’s first instinct would be to view it as a book solely 
of interest to specialists in the field of business management and finance. 
Nothing could be farther from the truth. Although it is difficult to conceive 
what other title the editor could have chosen, the fact is that the rich con- 
tents of this work are of essential importance to many different disciplines, 
including economic theory, accounting, statistics, and managerial economics, 
Their ultimate significance for business consultants, economists, and executives 
—indeed, to all concerned with the most rational and efficient disposition of 
capital resources—cannot be too strongly emphasized. 

As an addition to the new series of publications sponsored by the Graduate 
School of Business at the University of Chicago, this valuable work more 
than justifies itself as a source of new knowledge and ideas contributing to the 
improvement of business practices in this vital area of decision-making in the 
capital investment process. Solomon has done a masterful editorial job. 
Twenty-two essays have been carefully selected from journal literature of the 
past seven years and reprinted here in an order that insures continuity of 
thought, a progression of more involved analyses, and a deepened insight into 
the more intricate problems surrounding the subject. The work is methodi- 
cally divided into seven sections: (1) introduction, (2) measuring investment 
worth, (3) the cost of debt and equity funds, (4) general solutions to optimal 
investment decisions, (5) special aspects of capital measurement, (6) dis- 
count tables, and (7) classified bibliography. Most of these sections contain 
the finest and most closely reasoned disquisitions that have been offered to 
deal with the management of corporate capital. The bibliography is similarly 
well organized and reflects the distinctively comprehensive character of the 
work. 

Tn his introduction, the editor performs a most useful service by reviewing 
the common objectives of the articles, the mutually held assumptions of the 
authors, the areas of agreement among them, the problem areas, and the un- 
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settled issues. The reader is given a full view of the forest before he ventures 
into the woods. All the writers are bent upon the formulation of a rational 
approach to capital-allocation decisions. All are concerned with how this prob- 
lem should be solved rather than how it is being currently solved by business. 
Each recognizes that the optimum solution presupposes interrelated decisions 
on the chosen magnitude of gross investment, the composition of expenditures, 
and the composition of financing; and each analyst also agrees that present 
business practices in this area are not based sufficiently on a rational approach. 
For example, the measurement of profitability on the basis of the pay-out 
period or the ratio of net conventional income to average book-value of uti- 
lized capital is rightly deemed as an inadequate solution. Instead, the dis- 
counted-cash-flow method is advocated, which is essentially the process of 
finding the interest rate that discounts future earnings of a project down to a 
present value equal to the project cost. Throughout all the articles a per- 
sistent attempt is made to develop rigorous, logical concepts for capital budget- 
ing; and every conceivable factor, ranging from opportunity costs to residual 
values, comes in for incisive analysis. 

The. outstanding value of this volume is that it lays before the reader the 
breadth and depth of logical thought on processes and methods for rational 
capital budgeting. The work is in essence an embodiment of source material 
for constructive use in the various disciplines mentioned above. Joel Dean’s 
contributions, for example, reveal a systematic endeavor to apply formal 
economic theory to the general problem of capital allocation; and the articles 
by Alchian, Solomon, and Durand, not to mention the others, bring into play 
interest theories, cost-of-capital concepts, and imperfect market considerations. 
Although the patient reader will be duly impressed by the strides made to- 
ward a sound conceptualization of the many problems converging in this area 
of business operation, he will doubtless form certain balancing reservations 
supported by the roles of uncertainty, experience, and even business intuition 
in our permanent environment of economic contingency. 

Lev E. DOBRIANSKY 

Georgetown University 


Studies in Company Finance: A Symposium on the Economic Analysis and 
Interpretation of British Company Accounts. Edited by Brian TEW and 
R. F. Henperson. National Institute of Economic and Social Research 
Economic and Social Study, Vol. 17. New York and Cambridge, Eng.: 
Cambridge University Press, 1960. Pp. xix, 301. $6.50. 

Heuristic in nature, Studies in Company Finance is a pioneering empirical 
inquiry into the financial characteristics and practices of the bulk of publicly 
owned British companies engaged in manufacturing and distribution whose 
securities are listed on a stock exchange in the United Kingdom. While this 
volume involves a different analytical technique and is more comprehensive 
than its earlier companion book, Company Income and Finance, it may, none- 
theless, be regarded as both supplementary and complementary to the latter. 


* The National Institute of Economic and Social Research, Company Income and Finance 
1949-1953, London 1956, 
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In the first of three major sections is presented an analysis of the aggrega- 
tive information on 2549 continuing firms in the period 1949-1953. Basic 
data are derived from the published consolidated financial statements required 
of publicly owned firms by the Companies Act of 1948. The second section 
consists of detailed analyses of the financial characteristics of particular in- 
dustries, among them brewing, building, electrical engineering, and retailing; 
in view of the significant part that industries such as the chemical, ship- 
building, and automotive played in the postwer renascence and structural 
rearrangement of British industry, it is regrettable that individual treatment 
was not extended to them. The third section contains the statistical appendices 
where the aggregative data on firms included in the study are classified 
according to industry, size, and rate of growth. 

Perhaps one of the most interesting features of this study is the classifica- 
tory system employed to organize and evaluate tne data. Sixteen “indicators” 
are used to classify the various financial relationships existing in a company 
and/or industry. Included are: net investment-net income ratio; thrift (ratio 
of net retained income to net income before interest and dividends); self- 
financing (ratio of thrift to net investment); liquidity (percentage of net 
liquid assets to net closing assets in 1953); capital issues of all kinds; and 
growth in net assets. 

While many of these indicators have been commonly used in other studies, 
the addition of several new ones by the authors, such as thrift, net investment- 
net income ratio, and self-financing, should prove of interest and value to 
others. In addition to the classification by “indicators,” firms are further 
classified into 21 industrial groups, 7 size groups, and 4 growth groups. 
Cross-classification by two or more indicators or groups permits the sub- 
division of the 2549 companies into 147 subgroups. 

Effectively refuted by the findings are certain widely accepted beliefs about 
the postwar economic behavior of British firms: (1) Although it is ordinarily 
believed that the majority of investment by British firms was financed through 
borrowings, this study shows that 83 per cent of their investment in tangible 
fixed assets and inventories was self-financed from gross savings, i.e., retained 
income plus depreciation. (2) The burden of taxation was met at the expense 
of lower dividends, noi, as is often supposed, by a lowering of the ratio of re- 
tained earnings. For the period 1949-1953 listed companies retained about 25 
per cent of their pretax net income compared to 18 per cent in prewar years. On 
the other hand, in the prewar years dividend payout accounted for 68 per 
cent of pretax income but only about 33 per cent in the early postwar period. 
(3) Definitely shown by the authors is the importance of capital issues as a 
source of external funds for many companies. Capital issues (common and 
preferred stock, and debt of all kinds except trade credit) accounted for 28 
per cent of total investment and 27 per cent of the growth in net assets. The 
observation is made that reliance on the new-issues market appears much more 
closely related to the rate of growth of an industry’s or firm’s net assets than 
to any one use of funds such as net expenditure on tangible fixed assets. 
(4) Contrary to common opinion, bank credit in the aggregate did not repre- 
sent an important source of funds. Approximately 46 per cent of all com- 
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panies were never in debt to their banks, and bank credit accounted for only 
3.8 per cent of the growth in net assets. Larger firms, not the smaller com- 
panies, utilized bank credit more often as a means of financing. 

The findings on concentration, profits, and growth for this period are not 
dissimilar from experience in the United States. The study concludes that on 
the basis of size: (a) profits, on a percentage basis, for the larger companies 
rose more rapidly than for others; (b) larger companies carried out rela- 
tively more investment per pound of income; and (c) larger companies ob- 
tained more capital from the open market. Mergers were more important to 
the expansion of smaller firms than to the larger units. Of particular industries, 
those not technically stable and those most capital-intensive grew at a faster 
rate and consequently required large amounts of funds from all sources. 

In summary, Studies in Company Finance constitutes a substantial contri- 
bution to knowledge of the financial relationships of the most important pub- 
licly owned British companies in manufacturing and distribution. The ana- 
lytical system is excellent, and the coverage, both quantitative and qualita- 
tive, is thorough. Empirical studies of American firms could be wisely based 
upon the approach used in this book. 

Davin A. SNELL 

University of California, Los Angeles 


Untersuchungen tiber die Investitionsentscheidungen industrieller Unterneh- 
men. By ERICH GUTENBERG, Köln and Opladen: Westdeutscher Verlag, 
1959. Pp. 230. DM 23.-. 

In this book on decision-making for capital expenditures, Erich Gutenberg 
restricts his study to a microeconomic point of view. His main interest is to 
bring into focus the motivating forces behind management’s decisions to 
commit itself to a major capital investment program. It is not a study of 
cause and effect of investment decisions on the total economy. It is not a 
quantitative correlation-regression analysis of capital expenditures and deter- 
minants. Rather, the author uses the more direct individual interview ap- 
proach to probe into the concrete investment decisions actually made by 
major German firms during the three-year period 1954 to 1956. 

The inquiry then is not how an enterprise nor an entire industry would 
propose to act under certain conjectures but rather how they actually did 
react to economic forces during the test period. The “why” rather than the 
“how” is the focus. It is precisely by this approach that the author is able to 
make a contribution to the otherwise profuse and in many cases, incongruous 
field of inquiry on the general subject of capital investment expenditures. 
This research into motivations distinguishes Gutenberg’s report to a rather 
a degree from similar studies by Schindler, Katona, Eisner and Ter- 
borgh. ` 

The first two chapters are devoted to the incidence of capital expenditures. 
Chapter 3 develops the interview approach as used by Gutenberg. 

The three main areas of investigation used in the study are discussed in 
Chapters 4 to 6. They cover the problems of timing and motivation, planning 
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and evaluation (rentabilität). The area of timing and motivation is further 
sectionalized into replacement and expansion expenditures with the latter 
furthermore subdivided into investments made either for the purpose of 
vertical integration, product diversification or added capacity per se. The 
impact of such factors as competition, cost behaviors, social and legal impli- 
cations, labor markets, etc., is incorporated in the findings. These are based 
on comprehensive interviews with 76 national firms in 9 basic industries: coal, 
oil, steel, chemicals, electronics, machinery, automobiles, textiles and brewing. 

In the remaining chapters (7 to 10) the author reviews organizational 
budget and control aspects as well as “justification” and “‘cost evaluation” 
methods used by these plants in conjunction with investment planning. Still, 
it did not escape the author’s attention that the impact of that vast area of 
imponderables which constantly defies measurement, motivated to a large 
degree the final decision in many instances; and it is not surprising that he 
should come to the conclusion that the ability and maximum financial strain 
on the total financial position cf the individual enterprise influenced strongly 
the final decision. It would appzar that the author accomplished his objective 
by establishing, at least to a degree, the “weighted” impact of each motive on. 
the total capital investment policy. 

The work concludes with a summary and comparative analysis of invest- 
ment motives and appends a detailed case study describing motivating forces 
behind a decision tc construct a new plant for the manufacture of synthetic 
fabrics. 

The author quotes and compares U.S., English and German publications. 
The work presents a scholarly and well-organized approach to this very con- 
troversial area. Since by far the greater part of the report is based on the 
actual decisions made, it affords an opportunity for comparison with the 
strategies used by U.S. firms as against those made by similar enterprises on 
the Continent. Also, the study should be of interest especially at a time when 
U.S. capital is seeking investment opportunities in the European market. 

R. W. BERGNER 

University of Detroit 


Corporate Financial Management. By Raymonn P. Kent. Homewood, IIL: 
` Richard D. Irwin, 1960. Pp. xv, 851. $7.50. 


This book is a new addition to the growing list of high-quality texts in the 
business finance field. As the name suggests the presentation is management- 
oriented, the emphasis at all times being upon the way in which business 
executives formulate policy and arrive at decisions. To enable the student 
to understand this process an adequate description of institutions, arrange- 
ments and techniques is presented. However, the author always stresses “why” 
rather than “what” or “how,” since he feels the study is quite incomplete if 
the student does not clearly comprehend management’s reasoning in arriving 
at a decision. 

The organization of the text departs somewhat from the traditional pattern 
in that techniques of financial analysis and control as well as factors to be 
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considered in determining the financial structure are discussed before the 
sources of financing themselves are described in detail. Parts I through IV 
take up the business corporation, finance functions and cash flows, asset 
management, and cash budgeting and control in that order. In Part V the issue 
of choosing the financial structure is considered. The next five parts then 
cover the major sources of financing which the author divides into the cate- 
gories of common stock, preferred stock, retained earnings, bonds, and financ- 
ing without securities. 

Two aspects of the organization of the text deserve special mention, First 
is the heavy emphasis the author places upon internal financing. Second is 
his treatment of recapitalization, reorganization and expansion. Rather than 
covering these topics in separate chapters he integrates his discussion of them 
into the presentation of sources of financing. This approach has the distinct 
advantage of making the student relate these problems to the types of sources 
of financing and their characteristics. Unfortunately it also has the disad- 
vantage that a unified treatment of expansion and problems of dealing with 
financial difficulties is nowhere available. 

The book has several interesting features. For example, the author develops 
the idea of cash flows by means of a series of balance sheets depicting the 
changes produced by a series of transactions. This treatment, which is quite 
similar to that employed in developing basic concepts in elementary account- 
ing, is both clear and effective. Throughout, the author has been successful in 
avoiding the prolonged description of minutiae which all too frequently makes 
finance texts both lengthy and dull. His literary style is clear and straight- 
forward. 

This text can be adapted to either a one- or two-semester course. The addi- 
tion of extra readings or case assignments would make it suitable for the 
latter, while a few exclusions can easily pare it down to single-semester pro- 
portions. Most of the ideas developed apply to all types of business and are 
not confined to corporations alone. Consequently the book can be used in any 
basic business finance course. This is a high-quality text which should be given 
serious consideration when a finance text is selected. 

Ropert H. WESSEL 

University of Cincinnati 


Industrial Organization; Government and Businéss; 
Industry Studies 


The Price Discrimination Law. By Corwin D. Eowarns. Washington: The 
Brookings Institution, 1959. Pp. xxii, 698. $10.00. 

This massive work was originally a follow-up study of the effect of law- 
suits brought under the Robinson-Patman Act. But the extensive interview 
material was disappointing, proving again that while interviews are valuable 
for hints and leads, they cannot form a body of evidence. Unwilling to garnish 
ignorance with trade opinion and call it research, Edwards made the book a 
review of the records and decisions in 311 cases, of which 84 were extensively 
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analyzed. Practicing lawyers in particular will find it useful to have the cases 
all set out intelligibly, according to the principal legal issues. After a histori- 
cal sketch and a legislative history, there is a brief synopsis and an analysis 
largely of procedure but including also the industrial composition of the cases. 
There follow chapters on brokerage; proportionality in payments and services 
to buyers; volume, quantity, end functional discounts; territorial price dif- 
ferences, including ‘the abortive campaign for legislation to undo the Cement 
decision; and cases against buyers; “injury to competition,” and the defenses 
of meeting a competitor’s price and cost justification; concluding with an ap- 
praisal of the Act, and suggestions for legislation. 

Edwards’ basic method derives from his well-known essay [3]. George 
Stocking’s comment [3] demonstrated that Edwards’ “economic power” con- 
fused economies of size and mcnopoly, which two concepts ought to be kept 
distinct. Edwards’ next important work [4] responded to Stocking’s criticism 
by avowedly taking the whole discussion out of the realm of economic analysis; 
what had been “structural requirements for workable competition” now be- 
came “competition, as a political concept,” and so on. 

The deliberate separation from economics is carried further in the study 
of a law prescribing price equality. Edwards dces not share the illusion that 
better resource use is a conscious and primary antitrust objective. (Perhaps it 
should be, but it is not.) Well enough, but in nearly 700 pages there is no eco- 
nomic analysis and no statement of objectives. 

Edwards treats economic thecry as a set of purposes or values, which it is 
not, and ignores it as a mechanism for discovering how costs, prices, and 
outputs are related through a market process, To the “economic idea” that 
“discrimination exists whenever prices and costs do not vary concomitantly” 
(p. 2) Edwards contrasts “the political idea,” embracing much more than 
price phenomena, according to which “discrimination is found only in unequal 
treatment [e.g., unequal prices]... . Undue equality is never subject to criti- 
cism.” But a single example shows this “equality” to be hopelessly ambiguous, 
and the statement incorrect. “Equal” tax treatment could be lump-sum equality 
or percentage equality or after-tax equality or some other equality. 

Edwards’ “equality” therefore is too vague to exist even as a “political” 
object. By contrast, the economiz concept of nondiscrimination, i.e., the com- 
plete concordance of prices and costs, is nobody’s ideal; it is simply a definite 
unambiguous point of reference or departure, essential for measuring and 
appraising facts. If nothing else, it shows that a mere price difference, or a non- 
difference, means nothing whatever until we can specify a corresponding cost 
difference or nondifference. A may pay a lower price than B, and yet be dis- 
criminated against. Nondiscrimination is like a specified latitude and longi- 
tude, while “equality” is a point without coordinates. Nothing can be re- 
ferred to it, and no implications can be drawn from it. Since equal prices 
charged to A and B can mean discrimination in favor of A, or of B, or no 
discrimination, a mere equality, or an inequality, without reference to costs, 
means nothing. “Discriminatory” applied to price differentials is simply a 
redundancy; yet this is the book’s constant usage. Usually, though not 
always, Edwards has not told us what he is talking about; we are as free to 
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supply the meaning in each instance as the Greeks consulting the oracle of 
Delphi, and there is no way of adding up separate facts for a general state- 
ment. If “equality” had some definite meaning (such as income equality), 
reasonable men might well differ as to whether it was worth its cost, but as 
things stand we have no idea what if anything we are getting from a price 
equality law, and no standard for appraisal. 

Edwards thinks that the Act thwarts efficiency, and he is deeply concerned 
with the conflict between “efficiency” and “competition,” though without 
explaining either concept, or why there is a conflict. Yet aside from the special 
case of natural monopolies, where the market is too small to support more 
than one or very few firms of minimum efficient size, the conflict does not 
exist; on the contrary, in an unplanned private-enterprise economy competi- 
tion is the only means to efficiency. Not considering this, Edwards can only 
evisage an endless discretionary process, of ad koc solutions in particular 
markets, government “balancing” competition against efficiency, neither con- 
cept explained. 

The economic theory which Edwards eschews is that, given active compe- 
tition, the margin over cost on any given product cannot permanently remain 
greater than on others, for firms will move as soon as they are able from the 
lower- to the higher-profit activities. With ever-changing supply-demand 
conditions, new profit discrepancies are constantly being created and de- 
destroyed. The transitory discriminations are incentives for better resource 
use, because they occur as part of a competitive process which eventually 
liquidates them. 

A single-firm or group monopoly is free of the compulsion to compete away 
discriminations, and may be able to maintain them permanently for their 
greater profit, Hence stable discrimination signals a noncompetitive market 
and usually wastes resources, particularly when customers are business firms, 
among whom the less efficient may thus survive. 

Two examples of price equality will show the gap left by Edwards’ lack of 
analysis. International airline fares, set by a trade association, are roughly the 
same per mile on all routes. But the cost per mile is of course very much 
lower on the heavily traveled North Atlantic run, so that there is really dis- 
crimination against passengers on it. “Equality” can be argued either way, 
without end. But “the economic idea” lets us predict that the airlines will 
try to get passengers on the North Atlantic runs by every expensive device of 
advertising or service except the forbidden price-cutting. One would also pre- 
dict that if any group of passengers could charter the use of a serviceable 
aircraft, they could travel to Europe at considerably less than conventional 
rates, And so it has turned out. Substitute the food industry for the airlines; 
the Robinson-Patman Act, prescribing equal prices, for the international air- 
line cartel; the chain stores and other “powerful buyers” for the clubs and 
other charterers, and you have it exactly. The key to the facts is the “eco- 
nomic idea” for which Edwards has no use, and the “political idea” does not 
advance our understanding an iota. 

Let us now consider the Robinson-Patman case which Edwards discusses— 
with his usual sound instinct for what is important—more than any other. 
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Standard Oil Co. of Indiana sold gasoline at 134 cents per gallon less to 
jobbers, who bought in large amounts and provided storage and delivery to 
service stations, than to retailers, who took delivery on their premises in small 
amounts. Several jobbers who also operated service stations were included in 
those who paid the lower jobber price. Under active competition, the price 
of a given product taken under given conditions will be the same to all buyers, 
regardless of what they in turn do with it. But Indiana Standard was called 
upon to “justify” this discrimination on the ground that these integrated 
customers were retailers, and therefore should by right pay the same price as 
other retailers. What then happened is cited by Edwards as an example of the 
“complexities” of ascertaining cost. On the contrary: the complex and ex- 
hausting rigmarole served to block the recognition of facts, and it enmeshes 
every person, however able, who cannot stand off and apply to it those 
methods of economic analysis which Edwards has renounced. 

Outside the world of Robinson-Patman, a half-day’s research would have 
settled the matter. There was no dispute that these customers actually did 
storage and delivery, and that everyone else buying under the same conditions 
received a 11⁄4 cent discount. Furthermore, there was uncontroverted evidence 
that this company saved approximately 124 cents in other areas by selling to 
jobbers. A reputable economist [1, pp. 222-27] had faced this very problem 
of applying to one area storage-delivery cost data from another area, and 
having shown that it was proper to do so, had estimated the cost as between 
1% and 2 cents. The only conclusion compatible with this evidence is that 
there was some cost saving greater than zero, probably no less than 1%4 or 
more than 2 cents, while the best estimate was 114 cents. But the ritual of 
“cost justification,” costing thousands of dollars and man-days of effort, 
picking at trifles and losing the forest not for the trees but for the broken 
twigs, used the formula “no probative value” to held that the cost saving was 
zero. In the contemplation of law, storage and delivery were free gifts of 
nature. 

Edwards is bothered by this, of course, and makes no bones of his general 
dissatisfaction with “cost justification.” (Incidentally, one must also respect 
his willingness to change his published views materially.) But reflection on 
“the economic idea” in the light of such cases demonstrates that most if not all 
cost differentials will simply not be recognized by law, so that many buyers 
are forced to pay wider profit margins to their suppliers. This is particularly 
interesting because Edwards would like to get rid of the brokerage clause 
(2c), which makes no pretense of considering costs but forbids uncondition- 
ally any payment or allowance even when the services rendered are obvious, 
and which therefore leads to unnecessary distribution costs. But if cost justifi- 
cation is largely ineffectual, then the Act as a whole is nothing but the 
brokerage clause repeated several times. (The Robinson-Patman Act sub- 
sidizes higher-cost buyers by not letting lower costs be passed on as lower 
prices.) Any group of cooperating firms will be under constant tension because 
they will be tempted to sell a little more of the extra-profit items, and to give 
away some of the superprofit per unit in order to increase their sales of the 
item. Hence the sellers must either have a firm understanding, or else there 


794 THE AMERICAN ECONOMIC REVIEW 


must be some kind of policing, and this is what the Act provides. The inces- 
sant attempts to burrow under it, or wriggle around it, are nothing but com- 
petition, or wasteful substitutes therefor. 

Edwards might well agree on this last point, for he repeatedly condemns 
the usual Robinson-Patman standard of “injury to competition” as being 
nothing but protection of groups of competitors. Yet it cannot be avoided in a 
price equality law. To this “narrow” view, he opposes the “broad” concept of 
injury to competition itself, but we never are told what this latter means in 
theory or practice, and in the end both are in effect rejected: “. . . the objec- 
tive of establishing equality . .. is not a necessary part of the objective of 
preserving competition.” “. . . the objective of preserving equal opportunity 
is an inappropriate focus for a law of price discrimination” (p. 641). Inten- 
tionally or not, this destroys both “broad” and “narrow” concepts, since both 
are based on “the political idea” of “equality.” And in a remarkably confused 
footnote (p. 638), he also rejects “a third objective, that of promoting the... 
efficient use of economic resources,” apparently because he thinks it would 
require a sort of universal OPS, neglecting as elsewhere that it is the com- 
petitive process, which the law could safeguard, that would push costs and 
prices into line. 

One wonders what Edwards would think if he were not concerned with 
something called the “large and powerful buyer,” heavily emphasized through- 
out the book. The nearest we get to an explanation is an unbelievably casual 
“asset size, percentage of the total product bought, or some similar convenient 
measure” (p. 650). Edwards assembles (pp. 652-53) an indictment of chain 
stores which can occasionally be understoad, but for which he offers no factual 
support. What these integrated firms did during the 1920’s is simple enough 
as a matter of economics. J. M. Clark [2] pointed out early in the decade 
that manufacturers tried to help their established dealers “who [desired] pro- 
tection against direct buying on the part of retailers” [2, p. 415]. The FTC 
chain store investigation showed that at most some 15 per cent of the chains’ 
lower selling prices was accounted for by lower buying prices; but little—if 
any—of this could be called discriminatory in economics because the FTC 
made no allowance in these calculations fer the chains’ performance of whole- 
saling, brokerage, or similar functions. Furthermore, the economist in charge 
of the investigation wrote elsewhere that quantity and related discounts 
usually did not cover the full cost saving to the seller [5, p. 44], The only 
theory to fit these facts is that the chaizs managed to get lower prices that 
roughly corresponded to the costs they saved their suppliers. Of course this 
“aroused the indignation that led to the Robinson-Patman Act”; hell hath 
no fury like the man deprived of a vested interest. Be this as it may, surely 
something more is needed than a comparison of chains’ absolute sales in 1927 
and 1958 (p. 625), with no attention to the rest of the statistical universe, 
of which they could have been a growing or declining per cent. 

“Power” or “bargaining power” or “countervailing power” among buyers 
shuffles together at least two very different market structures. A buyer with 
monopsony power (which the chains rarely had) only discriminates among 
sellers; this problem is outside the present law, and the book. The ability to 
thwart discrimination, including Robinson-Patman discrimination, or even to 
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obtain favored treatment, by contacting enough suppliers and offering enough 
business to make it worth their while to quote lower prices (discriminatory or 
nondiscriminatory) is simply an economy of scale, and a response to monopoly 
in selling, without which sellers’ discrimination could not exist. We are back, 
obviously, at Stocking’s two categories. Monopoly either in selling or buying 
can be attacked by law. But if the purpose is “equality,” Edwards has him- 
self destroyed its claims to validity. As a standard of public policy, it is, as 
the lawyers say of a statute, void for vagueness. Hence the chapter appraising 
the Act says very little: “That it has substantially reduced the discriminatory 
advantage in price enjoyed by large buyers” (p. 622) may mean that the Act 
has brought about more or less discrimination. His chief criticism is that the 
“powerful buyers” have only bean attacked indirectly, hence ineffectively; 
while small buyers banding together have been hurt. Furthermore, the law 
reached “beyond the problem it was meant to meet” (p. 617), and has pro- 
tected brokers, promoted wasteful advertising, and damped down competitive 
vigor. A better law would give more effect to cost differences, and to the 
“broad concept” of injury. 

The Robinson-Patman Act is an economic phenomenon (as well as much 
else) and must be analyzed as such. But Edwards has renounced the usual 
analytic apparatus and replaced it with nothing but “power.” “Nothing will 
come of nothing.” Stocking’s comment in effect warned that meaningless con- 
cepts would lead, and they have led, to meaningless results. For all its length, 
the book is not informative. It is sprinkled with insights reflecting Edwards’ 
impressive experience and knowledge, but this is all frosting without any 
cake. An acceptable study of the Robinson-Patman Act has yet to be pub- 
lished. 

M. A, ADELMAN 

Massachusetts Institute of Technology 
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The Corporation in Modern Society. Edited by Epwarp S. Mason. Cam- 
bridge: Harvard University Press, 1959, Pp. xv, 395. $6.75; Text ed., 
paper, $3.50. 

This book is a collection of fourteen new essays contributed by seven 
economists, three lawyers, two political scientists, a sociologist and a former 
member of Parliament. The central theme is not the corporation as such but 
the giant publicly owned concern, its internal control, and its broader social 
and economic impact. While the esszys are independent rather than integrated, 


796 THE AMERICAN ECONOMIC REVIEW 


they tend to cluster around a few traditional themes, such as the concentration 
of economic power, the autonomy of management, and related basic questions 
that were raised a quarter of a century ago by Berle and Means in The Mod- 
ern Corporation and Private Property. Some of the authors have ranged 
widely, and the book is broad in perspective, providing insights by students 
of several branches of the social sciences; the subject matter includes the 
British corporation, the position of industrial management in Soviet Russia, 
and the corporate role in international development. 

As might be expected, the essays vary considerably in length, quality and 
content. Some are genuine contributions to our knowledge of the large cor- 
poration in its present setting—contributions based on careful and extensive 
research and scholarly judgment. Others fall short of that standard, and some 
seem to be largely repetitious of the sweeping generalizations that have 
plagued the approach to this subject for so long. 

It is impossible here to do full justice io all fourteen essays. They cannot 
be treated as a whole because the subject matter is as diverse as the opinions 
of the authors. Many seem intent on sounding alarms about the dangers of 
giant size and all-powerful managements responsible to no one. Most of the 
alarmist essays dress up old assertions rather than provide a balanced evalua- 
tion of them. 

In the introductory chapter, E. S. Mason sets the tone of the book as he 
expresses concern, or even fear, because the large corporation, a permanent 
part of our economy, is subject to no visible controls that will insure operation 
in the public interest. He distrusts even the favorable verdict of experience, 
fearing that the generally good performance of the economy to date might 
have been fortuitous, offering little assurance for the future. He takes small 
comfort in the fact that concentration has not been growing in the past 50 
years, since absolute size has grown and that, together with irresponsible man- 
agement, is the nub of the problem. Much of what he has to say is debatable, 
in light of available evidence, but the issues are forcefully presented. 

Several of the essays are first-rate and represent valuable additions to our 
much-needed knowledge of how the large corporation really behaves. Among 
these is John Lintner’s highly competent research study of corporate financial 
policies during the past half century, with particular emphasis on the Berle 
and Means theses of increasing concentration, and how large corporations 
escape the discipline of the capital markets through internal financing. These 
theses he finds questionable. The proportion of outside borrowing has been 
growing in recent years for most industrial groups, and large manufacturing 
corporations are now more dependent on outside funds than they were thirty 
years ago. Moreover, the rate of expansion and shifts between bond and stock 
financing have been pretty much consistent with a market-oriented economy 
rather than with the hypothesis of arbitrary and autonomous management 
power. 

Jacob Schmookler’s essay on technological progress and innovation will also 
be welcomed as a contribution based on extensive research. He finds that a 
surprising amount of applied research and development is carried on by 
individuals and small concerns, with over 85 per cent of the 15,000 industrial 
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concerns doing research having fewer than 500 employees each, He doubts 
the need for giant enterprises to stimulate technological development, and he 
finds research an ally of small enterprise that tends to keep the economy com- 
petitive. He questions the wisdom of present patent laws and urges more gov- 
ernment support fòr basic scientific research. 

W. Lloyd Warner’s carefully documented study of 8,300 top corporation 
executives dissipates the popular image of the “organization man” who owes 
his position to circumstances of birth or social connections, and is a mere cog 
in a bureaucratic machine, with little imagination or initiative. Apparently 
there is an increasing degree of mobility up and down the executive scale and 
between enterprises, with more apparent emphasis on ability than hereditary 
position or connections. 

C. A. R. Crosland’s essay on the private corporation and the public cor- 
poration in Great Britain is both descriptive and analytical. He detects little 
evidence of increasing concentration in British private industry in the past 
half century (although British industry is more concentrated than American), 
and he sees no dangerous degree of private power there. The theory of the 
public corporation, with its autonomy of operation and final accountability to 
Parliament, has not in either respect been fully realized in practice. 

The position of management in Russian industry is the subject of an 
informative essay by Alexander Gerschenkron. There have been swings of the 
pendulum of official policy between extreme rigidity and some measure of 
managerial freedom. He sees real dangers of such freedom to the dictatorship 
and for that reason expects the recent policy to be reversed. 

Raymond Vernon’s essay on some timely international aspects of the bus- 
iness corporation in its relation to underdeveloped areas explores another 
facet of big business. After examining needs and present tendencies, he con- 
cludes that only if business and government join forces are we likely to pro- 
vide the know-how and capital that are necessary to meet the Russian chal- 
lenge. 

Carl Kaysen’s chapter on the power of big business does not get past the 
stage of assertion. He implies that power is in proportion to the range of 
choice, and he measures concentration by the indiscriminate lumping together 
of the public utility, transportation, financial, manufacturing, and mining 
industries which are responsible for 51 per cent of the national income. He 
leaves the questionable impression that a few corporate giants exercise almost 
unlimited power over most of the leading industries, if not the entire econ- 
omy, creating economic inefficiency, instability, impediments to progress and 
inequities. He repeats most of the cliches about the power of big business 
over foreign policy, its control of the press, and its dictation of policies to su- 
pine state and local governments. There is none of the careful analysis of mar- 
ket structures or the plain facts of political life that a useful approach to this 
subject requires, The essay is essentially the brief of the attorney for the 
prosecution. 

In sharp contrast to Kaysen’s presumed all-powerful corporation is Neil 
Chamberlain’s portrait of labor unions as essentially conservative and benign, 
with little monopoly power (or seldom using it), and having few basic con- 
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flicts with management (except to impress the membership). Prosperity rather 
than union power is the explanation of wage increases in recent years; and 
unions are mostly interested in job security, fringe benefits, grievance proce- 
dures, and the like. Certainly it is difficult to reconcile the concepts of arbi- 
trary power and responsibility in these two chapters. i 

The essays by lawyers and political scientists are in the main related to the 
internal affairs of the corporation, and the distribution, derivation, and use of 
power. Abram Chayes finds the corporation so all-powerful in modern society 
that it must be made subject to the rule of iaw. Presumably it is constrained 
neither by competition, by stockholders, nor by countervailing power. He 
suggests more control over ccrporate directors by labor unions, dealers, and 
others, rather than by stockholders. Stockholders presumably have the least 
need for protection—after all, they can sell their stock! Chayes does not pur- 
sue the economic implications of his suggesticns. 

Kingman Brewster, Jr., explores analogies between corporations and sov- 
ereign governments and finds that the former do not have the checks and 
balances necessary to the democratic process. He would limit corporate size 
to the requirements of economic efficiency to gain the advantage of: disper- 
sion in decision making, thus preserving the social value of the small concern 
in a sort of “economic federalism.” 

In a well-reasoned essay, Eugene V. Rostov correctly notes that stock- 
holders’ influence or control over management is by no means a rarity, al- 
though they do not use their franchise as effectively as the political citizen. 
With refreshing insight he perceives the dangers of the “new capitalism” in 
which public-conscious management conceives itself as responsible to every- 
one—stockholders, workers, customers, dealers, and all—and no longer seeks 
to maximize profits. He concludes that, both in law and economics, manage- 
ment is likely to perform best when it follows traditional profit motivation. 

Earl Latham’s efforts to squeeze the large corporation into the mold of the 
sovereign state appear strained, over-drawn and unrealistic, although some 
similarities do exist and have been long ncted. 

Norton Long contributes a realistic essay on the place of the corporation in 
the local community. He suggests that managers have become sensitive to 
local needs and are jealous of good public relations, avoiding the older posi- 
tions of dominance and paternalism. On the whole, they are likely to have 
little local political influence—much less than labor unions and other groups. 

These brief comments indicate the range of subject matter and quality 
found in the essays. In the quarter century that has passed since the publica- 
tion of Berle and Means, a large number of useful and competent studies of 
the large corporation and concentrated economic power have appeared. Many 
of these cast serious doubts on the validity of some of the sweeping general- 
izations of that challenging book. Moreover, as Berle notes in his foreword to 
this new volume, many new laws and regulations have altered in some degree 
the power of the large corporation and its management. Yet, much of the 
advance seems to be inadequately reflected in some of the essays. 

Students of corporate enterprise would welcome a new synthesis that em- 
braces the research of the past thirty years. This is not that synthesis; al- 
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though some of the essays, without doubt, would qualify as contributions to 
it. More than half of the volume deserves a wide audience both in college 
classes and among the general public. And even those parts of the remainder 
that seem inaccurate, oversimplified, or unconvincing contain thought-provok- 
ing ideas that provide springboards for discussion. It is not basically a book 
for beginners, who need something more systematic and who lack the back- 
ground to separate the wheat from the chaff. It can be used to real advantage 
for reference or as a supplementary textbook where thought-provoking ideas 
are more important than widely accepted conclusions. 

A word must be said about the quality of the writing: Almost without ex- 
ception, it is excellent for this type of book. The style is crisp, direct, brief, 
and sometimes brilliant. If the book was designed to stimulate controversy, 
the issues are presented with vigor. But it would have been improved by more 
emphasis on objectivity and balance. 

CHELCIE C. BoSLAND 

Brown University 


Integration and Competition in the Petroleum Industry. By MELVIN G. DE 
CHAZEAU and ALFRED E, Kaun, Petroleum Monograph Series, Volume 3. 
New Haven: Yale University Press, 1959. Pp. xviii, 598. $7.50. 

The petroleum monograph series which is sponsored by a grant from the 
American Petroleum Institute finally contains a work of solid merit. Whereas 
the first two items in the series? were generally disappointing, in this third 
volume de Chazeau and Kahn heve made an important contribution to litera- 
ture concerning the oil industry. Their book is a detailed and penetrating 
analysis of vertical integration in that industry; in addition, it essentially 
redoes a good deal of the work attempted in the first two volumes—on pricing 
and conservation—and does it better. 

The broad questions posed for analysis are whether the present form of 
organization of the petroleum industry is essential to provide an adequate 
supply of petroleum products now and henceforth, and whether the observed 
massive vertical integration and horizontal concentration are compatible with 
the competitive objectives of our society. More specific general inquiries con- 
cern whether this integration is a necessary and desirable consequence of the 
characteristics of the industry, whether integration and concentration have 
gone further than efficiency requires, what are the conditions of workable 
competition in petroleum, and whether the American proration system is the 
best road to conservation. These latter questions suggest that the book is to be 
a good deal more than a narrow study of integration, and this is indeed the 
case; it is effectively a study of operation of large integrated firms in the 
petroleum industry, and of the industry in which they operate. In the authors’ 
words, “this study represents a search for judgment as to whether the com- 
bination of public controls, private policy, and competition in the petroleum 


* Ralph Cassady, Jr., Price Making and Price Behavior in the Petroleum Industry, 1954; 
E. W. Zimmermann, Conservation in the Production of Petroleum, 1957. Both volumes 
have been reviewed in this journal—the Cassady book, Sept. 1954, 44, 691-95 and the 
Zimmermann, Dec. 1958, 48, 1066-67. 
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industry has produced and is likely to continue to produce socially acceptable 
behavior and results.” 

In spite of the breadth of their general inquiry, however, the authors do 
repeatedly come back to the narrower question of how much difference does 
vertical integration per se really make with respect to this or that phase of 
industry behavior. The reviewer found the attempts to answer this question in 
various contexts slightly less satisfactory than other parts of the book, per- 
haps mostly because the question itself is somewhat akin to those of how 
much difference the hydrogen makes in an organic compound built up of 
hydrogen, carbon, and oxygen, or how much difference the front wheels make 
to an automobile. 

The book is broken into four main parts, of which the first is introductory 
and deals with the general structure of the industry and with the economic 
and historical setting of its vertical integration. Part II is concerned broadly 
with crude oil production and conservation and their relation to integration; 
and in a series of excellent chapters discusses regulation of oil production by 
state authorities (prorationing), the pricing of crude oil in the domestic 
market, its pricing in the world market, and the role of imports in the making 
of domestic production and pricing policies. 

Part III considers the alleged advantages of vertical integration in the “non- 
price” areas of policy and competition, with especial attention to the planning 
and execution of investment and innovation at various levels in the vertical se- 
quence of industry operations. Part IV analyzes competition in the refined- 
product markets and the effects of vertical integration thereon, giving consider- 
able attention to the impact of size cum integration on product prices and to 
the competitive places of nonintegrated, “incependent” refiners and marketers. 
It concludes with an all too brief summary chapter concerning the over-all 
effect of vertical integration on petroleum-industry competition and concerning 
the general workability of this competition. 

Covering a great deal of territory in less than 600 pages, the book would 
not be expected to be, and is not, one based upon and reporting results of 
extensive primary research. Iz is based, however, on an extremely comprehen- 
sive reading—and, better yet, a good critical understanding—of voluminous 
relevant secondary materials. A great deal thus depends on the general an- 
alytical ability and good judgment of the authors. Although the reviewer oc- 
casionally disagreed with their judgment, he would rate them high on both 
counts. And he was especially impressed both with their ability to cut through 
the trivia in order to concentrate on essential issues, and with their objective, 
dispassionate, and unbiased approach to a range of quite controversial ques- 
tions. 

The book is so packed with factual and interpretive content (it definitely 
“reads long”) that it is only possible in a brief review to suggest its flavor by 
characterizing a few leading conclusions. As to the reasons for integration, the 
authors conclude after extended discussion that whereas early vertical integra- 
tion by the old Standard Oil (up to 1911) had a fairly clear monopoly mo- 
tive, the major rationale of integration since has been stabilization of markets 
and prices, or a defense by the firm against inherent market instabilities, and 
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the capture’by the firm of secure and dependable sources of supply for refin- 
eries and dependable outlets for their products. Both competitive and mo- 
nopolistic considerations enter here. Since the introduction of prorationing in 
the 1930’s, dampening of the instability of crude supplies and prices has be- 
come less important, but integration of secure crude supplies has become more 
so. Except with reference to the early days of the industry, the authors pay 
relatively scant heed to possible efficiency-increasing effects of vertical integra- 
tion in oil, and certainly do not assign it a major role in the explanation of 
such integration. 

The historical emergence and characteristics of the control of oil output 
through state prorationing are nicely covered in a very sophisticated chapter. 
The strategic role of Texas oil and the Texas regulatory commission in stabil- 
izing American domestic oil supply and raising and stabilizing crude oil prices 
is made extremely clear, as is the indirect influence of the integrated major oil 
companies on the policies and decisions of the Texas commission. As to the 
domestic pricing of crude oil, arguments to the effect that oil prices must and 
do respond in any necessary or systematic way to the long-run costs of finding 
oil are considered and appropriately rejected; instead it is emphasized that 
the interaction of the decisions of the Texas commission and the market power 
of the major integrated firms essentially makes and stabilizes American crude 
oil prices at a quasi-arbitrary level. 

The making of foreign oil prices, their shifting relationship to Texas Gulf 
prices, and the predominant role of integrated-firm market power plus politi- 
cal considerations in fixing world oil prices and determining imports to the 
United States are explained. And it is Jamented that the pivotal Texas price is 
more influenced by a casual consideration of domestic cost than by a compe- 
tent appraisal of the world demand-supply situation. Crude-oil integration by 
large oil firms in conjunction with domestic production control is considered a 
bad thing. The integrated majors think like producer-sellers rather than 
buyer-sellers of crude; there is a corresponding lack of a strong bona fide 
buyer interest in proration deliberations; and the result is an undue pressure 
to elevate domestic crude prices and maintain them at elevated levels. Mean- 
while, untoward conservation results ensue: proration is clearly inferior to the 
rejected alternative of compulsory unitization, and the policy of drawing 
heavily on expensive domestic oil while shutting off cheap foreign imports is 
poor conservation without convincing national-defense justifications, Unitiza- 
tion instead of proration, and an abolition of quota limits on imports, are 
favored. 

The section on investment and innovation in relation to integration is much 
less satisfactory than the extremely strong one on crude oil. It is concluded on 
balance that integration may favor progressiveness in technique and product, 
and encourage adequate pipeline investments, although it does perhaps imple- 
ment the incursion of excessive costs of distribution and selling, The section 
as a whole, though sensible, is strongly taxonomic in its approach, unduly 
general, and rather inconclusive in its outcome. 

The ensuing discussion of product markets and prices is in general quite 
competent. It is appropriately recognized that “spot” markets have been 
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systematically overrated and that major-company tankwagon prices are the 
leading instrument of price policy—also that whereas price leadership in mak- 
ing these prices for gasoline may be somewhat barometric, the prices arrived 
at are not necessarily purely competitive ones. Nonetheless, there is a con- 
siderable degree of intermajor competition in the product markets, for which 
the incompleteness or imbalance of the integration of many majors must be 
thanked. (Over-all balanced integration would probably be anticompetitive in 
the net.) The current general picture is that existing price-making in the 
product markets does not engender monopolistic margins or raise product 
prices much farther than they have already implicitly been pushed by crude 
output control under prorationing. Following this discussion, there is a rather 
perceptive analysis of the evolving roles and declining numbers of independent 
refiners, ending with the observation that unitization without proration, plus 
freedom of oil imports, would do a great deal to restore and sustain the com- 
petitive position of firms in this category. 

In general conclusion, the authors feel that there is “a workable balance 
between monopolistic and competitive aspects of this industry’s structure and 
performance—beyond the crude oil level.” Integration per se is not held to be 
the real culprit in the case against monopolistic tendencies; in any event, 
monopoly power stems from horizontal size rather than vertical integration. 
The blame must be placed on prorationing, the Texas regulatory commission, 
the policy with respect to oil imports, and the operation of integrated firms in 
areas much broader than existing regulatory jurisdictions. These things com- 
bine with integration, and especially crude-oil integration by the major re- 
finers, to engender quite unsatisfactory results. But the remedy of vertical 
divestitures should be rejected, or at least postponed until the preferred rem- 
edy of eliminating prorationing, instituting unitization, and allowing free 
imports has been given a fair trial. These are broad and sweeping conclu- 
sions, but they have been adequately qualiiied in the supporting chapters. 

The reviewer has a few quarrels with the authors. For example, insufficient 
attention is given to the possibility that the major firms may elevate refinery- 
distribution margins by systematic price discrimination among various types 
and grades of refined products; and the over-all policy prescription, while 
attractive, is not necessarily very practical. In general, however, this is a 
strong and important book, which should at once please the experts and be 
especially appreciated by students who want to learn a great deal about an 
important industry in a short time. , 

Jor S. BAIN 

University of California, Berkeley 


Le pouvoir de monopole. Essai sur les structures industrielles du capitalisme 
contemporain. By Jacques Housstaux. Paris: Sirey, 1958. Pp. iv, 416. 
3,800 fr. 

Professor Houssiaux’s essay on monopoly power consists of two books. Each 
book is divided into two parts (titres) and each part is further divided into 
two chapters and a number of sections. Monopoly power (pouvoir de mon- 
opole) is defined as the resultant of two elements: the economic power of the 
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firm (puissance économique) and its behavior pattern (comportement or 
action. stratégique). The first element is determined by the degree of concen- 
tration. The most important ingredients of the second element, the firm’s 
behavior pattern, ‘are: price behavior, decisions with regard to variety and 
quality of products, attitude towards innovations, sales efforts (comportement 
publicitaire), and conditions of entry (pp. 2-3, 65-71). The comportement 
thus is the exercise of its economic power by a firm. Only the conditions of 
entry do not quite seem to fit into the list. What Houssiaux apparently has in 
mind is the firm’s decision to use its economic power in order to restrain 
potential newcomers from entermg the market. For the purpose of empirical 
investigation of economic structures and of monopoly power, the author falls 
back on measurements of the degree of concentration. This he justifies by an 
extensive analysis of the relation between the degree of concentration and the 
monopoly power of the firm which indicates that on the whole monopoly 
power varies directly with the degree of concentration. 

The first book (177 pp.) deals with theoretical systems of market classifica- 
tion and with measures of market imperfection in terms of demand elasticities 
and cross elasticities (Part I); and with the concepts and the methods of 
measuring concentration (Part II). It is a very complete and painstaking 
survey of the major contributicns to monopoly literature of M. Adelman, 
J. S. Bain, R. Bishop, E. Chamberlin, W. Fellner, N. Kaldor, A. P. Lerner, 
A. Papandreou, K. W. Rothschild, R. Triffin, et al. This analytical digest of 
a quarter century’s discussion will be of great value to French economists 
unable to read English. To the English-speaking economist it has little to 
offer. Incidentally, this very fact raises the question of the near-monopoly 
position held by English and U. S. writers on monopoly power. Houssiaux 
apparently fails to see that there is a problem which is at least indirectly 
relevant to his investigation. 

The second book is devoted to an empirical study of the degree of mon- 
opoly in the French economy, supplemented by a comparison of the develop- 
ment of the French and the U. S. industrial structures since the beginning of 
this century. It is quite independent of the first book. Houssiaux states (p. 
181) that his empirical study “requires methods of research entirely differ- 
ent” from those of the first book, without, however, indicating why this is so. 
At any rate, these methods consist essentially of simple statistical measures 
of concentration, historical description, and some case-study techniques. 
Judged by itself, the second book. is an excellent investigation of the present 
state and of the evolution of competitive conditions in France. Part I is de- 
voted to a comprehensive verbal description of market structures and com- 
petitive conditions in the main sectors of the French economy (Ch. 1); and 
to a broad statistical analysis of the prevailing degree of concentration by 
firms and by plants (établissements) using number of employees, gross rev- 
enue and gross assets as criteria ‘Ch. 2). Chapter 1 of Part II is concerned 
with the historical evolution of efective monopoly power in France and—for 
the purpose of comparison—in the United States. The examination of the 
major relevant developments is subdivided into a verbal discussion of the 
critical factors determining monopoly power (size, number, and interde- 
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pendence of markets, innovations, technologically determined size of the en- 
terprise, institutional framework) and a statistical analysis of the changes 
which have occurred in the competitive conditions in France (1912-52) and 
in the United States (1899-1947). This analysis proceeds by measuring 
changes in the degree of concentration by industrial sectors and industries 
using value added (for the United States), auiput, gross assets and changes in 
the composition of the group of the 100 largest firms as main criteria, The 
final chapter contains a detailed, well-documented investigation of the role 
and the effect of mergers on monopoly power and a statistical study of the 
merger movement in France (1919-1954) and the United States (1887-1947). 

There is nothing really new in the methods of the analysis. What is new 
and of great value is the systematic and careful application of these methods 
to all available French statistics and to supplementary descriptive evidence. 
The investigation indicates that unlike the industrial structure in the United 
States and in England; the French economy is still largely dominated by 
quite small enterprises: technological concentration has been slower here than 
in other industrialized countries. On the other hand, monopoly power meas- 
ured in terms of concentration on the firm, rather than the plant (établisse- 
ment) level has increased in France since the beginning of the century (while 
during the same period it has remained stable or has even declined in the 
United States). In the light of these findings Houssiaux formulates the inter- 
esting hypothesis that it is precisely the lag of technological concentration 
which has led in France to horizontal and vertical integration; that is, to the 
emergence of large firms owning or otherwise controlling groups of small 
enterprises, and to collusive arrangements. In this development mergers have 
played an important part. In order to make the French economy more 
competitive, the author suggests that technological concentration must be 
stimulated, so that the “most dynamic enterprises may grow to a size con- 
sistent with the most efficient production” (p. 296). In addition he recom- 
mends, of course, stricter legislative and administrative controls. 

By raising the question of why the technological concentration in. France 
has lagged so far behind that in other industrial countries, Houssiaux might 
have provided his results with a firmer understructure. Indeed, this is one of 
the central questions of French economic development since the 18th century 
and possibly since the gold and silver inflation of the 16th and 17th cen- 
turies. But an author should not be blamed for the limits which he chooses to 
impose on a study and for leaving some work for others to do. As it stands, 
Houssiaux’s general hypothesis offers a number of new and important insights 
into the processes which formed and continue to form the structure of the 
French economy. 

The major defects of this study are in the form of presentation. The book 
is poorly organized, and the writing is often verbose and repetitious. The 
total absence of cross-references and of a summary of major conclusions in a 
work of this length puts a heavy burden on the reader. There is no index. 
There is also an excessive number of misprints, some of them quite disturb- 
ing. On the asset side, there is an excellent and very complete bibliography of 
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the literature on monopoly. Whatever the irritating defects of the presentation, 
Houssiaux’s study, and in particular its second book, represents an important 
and welcome contribution to moncpoly literature. 

: EMILE GRUNBERG 
University of Akron 


Die Eisenbahntarife im Güterverkehr. By NorserT Koren. Tübingen: 
J. C. B. Mohr (Paul Siebeck1, 1959. Pp. 224. DM 24.80. 


This book is the thirteenth volume of the publications of the List Gesell- 
schaft in Basel, Switzerland. Under the editorship of E. von Beckerath and 
E. Salin, this society has published a number of outstanding studies concern- 
ing a variety of important contemporary economic problems.. 

Mr. Kloten’s book is one of the few publications originating in postwar 
West Germany about railroad rates. The author attempts to establish a 
theoretical foundation for the determination of railroad rates; but little is said 
about policies actually pursued by railroads. The American reader who wishes 
to learn, for reasons of compariscn, how railroad rates are actually made in 
West Germany may therefore be slightly disappointed. 

In the first of three parts, “Foundations,” the author deals initially with 
production and cost structure of railroads, emphasizing especially such fea- 
tures as simultaneous, alternative and joint production. Several pages are 
devoted to the well-known problem of fixed cost; seme cost data are furnished, 
mainly referring to the former German Reichsbahn or the Bundesbahn of the 
Federal German Republic. (Throughout the book the author refers to German 
railroads, though a few interesting international comparisons are made.) 

Part I then turns to demand—first the problem of demand for transport in 
general—then specific features of the demand for railroad transport. Con- 
siderable attention is given to the price elasticity of railroad transport 
demand. The problem of the relation between the level of national income 
and the levels of demand for transport in general and railroad transport in 
particular is mentioned but not investigated in detail. Part I closes with an 
attempt to explain the market behavior of railroads in terms of the von 
Stackelberg classification of market forms (which the author follows closely). 
The author recognizes, however, that market behavior may be conditioned not 
only by the nature of the market form, ranging from perfect competition over 
oligopoly to monopoly, but also by considerations of “the general public 
interest” as well. 

Part II is lengthy and deals in great detail with railroad rates, their struc- 
ture, classification and particular characteristics, The author thoroughly in- 
vestigates what the conceptual elements of railrcad rates are (Elementar 
Tarife) and how these can be combined into a rate system. The approach in 
this part is highly taxonomic and less interesting for the economist who looks 
rather for meaningful relationships than for new definitions and precise classi- 
fications. 

Part III, dealing with “rate systems” (railroad rates proper), is more in- 
teresting. After some comments on clder German concepts about railroad rates 
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(with reference to the writings of F. Ulrich and E. Sax), the features of a 
rate system which aims at maximizing profits are discussed. The analytical 
tools are those of conventional marginal analysis. Using a number of simplify- 
ing assumptions and with some resort to ceteris paribus, the author shows 
under what conditions a railroad—which can split the demand for its services 
—can maximize profits. 

He suggests that an alternative aim of a railroad may be to cover total cost. 
If this should be done in a socially optimal way (assuming competition) price 
must be equal to marginal cost and average cost. It is assumed that average 
cost is falling and that it will rise steeply cnce the existing equipment is used 
nearly to capacity. A railroad will not under normal circumstances—for lack 
of a large enough demand for its transport services—use its equipment to 
such an extent that marginal cost is equal to average cost. Operating in the 
range of falling average cost poses then the problem how to cover the gap 
between marginal and average cost. A possibility would be to maintain mar- 
ginal-cost pricing and subsidize the railroad through the budget, which is the 
theoretically appealing solution analyzed by Hotelling. The author does not 
go into this but investigates the more practical way of setting rates higher 
than marginal cost. The condition imposed is that total cost must be covered 
with a minimum average rate level. To achieve this it is necessary to split the 
demand for transport services according to categories of goods transported 
and “charge what the traffic will bear.” 

After the discussion of these two basic alternatives, some of the stringent 
assumptions are relaxed and the author deals in a descriptive way with the 
problem of competition of other carriers (inland waterway shipping and 
trucks). The book ends with observations on locational implications of rail- 
road rates. 

Kloten’s book reflects a desirable revival of the interest of German econ- 
omists in problems of railroad rates. His application of conventional marginal 
analysis to problems of railroad transportation is, considering the state of 
traditional German theories about railroad rates, a laudable endeavor; but 
he is fully aware of the limitations of the marginal analysis in this field. 

A few remarks may be made about the author’s contention (p. 171) that, 
from the point of view of the total economy, no rate system is as favorable 
as that which attempts cost coverage through minimum average rate levels by 
means of price discrimination, The fact that a railroad can cover cost—espe- 
cially if this is done through price discrimination—evidently does not enable 
us to make statements about the quality of resource use and general welfare. 
To substantiate his position the author would have to supply the difficult proof 
of the proposition that price discrimination improves both resource allocation 
and general welfare. It is a pity that he did not investigate the problem of 
marginal-cost pricing and subsidization of railroads in detail. If this had been 
done and due attention been paid to excise tax features of a railroad rate, the 
author might have reached a somewhat different conclusion regarding a most 
favorable rate system. 

A general criticism of the analysis is that it is presented in too narrow a 
conceptual framework. There is too much emphasis on the railroad as a firm 
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and too little on its important position in and its impact upon the total econ- 
omy. But the analytical content of the book is the better part. Less inspiring 
are the history of ideas about railroad rates. The reader is exposed to a variety 
of concepts, classifications and definitions offered by various writers (most of 
them German) in this field. In the opinion of this reviewer this could have 
been much shorter without loss to the really important things the author has 
to say. 

All chapters are well document2d and there is an extensive bibliography of 
the important German writings in zhis field. 

Kari W. ROSKAMP 
Brandeis University 


Land Economics; Agricultural Economics; Economic 
Geography; Housing 
Economics for Agriculture: Selected Writings of John D. Black. Edited by 
James Prerce Cavin. Cambridge: Harvard University Press, 1959. Pp. 
v, 719. $12.00. 


The main feature of this book is: it pays tribute to a person who made 
tremendous contributions to the development and knowledge of agricultural 
economics in particular and to the subject of economics in general. As a 
tribute to John D. Black’s contritution, the book was indeed timely. His life 
ended shortly after publication. 

Black covered an extremely wide range of subjects and analyses in his writ- 
ing and teaching. The book has been organized accordingly. It includes selec- 
tions of his writings not only in the individual fields of specialization in the 
broad area of agricultural economics, but also in political science, economic 
theory and world economic development. The book has been divided into 
thirteen parts, each including som2 of Black’s writing in the particular area. 
The first part includes a portrait >f J. D. Black written by J. K. Galbraith 
in his most lucid style. Each subsequent part includes an introduction by one 
or more of Black’s former graduate students. 

The areas covered include: development of production economics, economics 
of land use, economics of forestry, labor and tenure, marketing and coopera- 
tion, price analysis, consumption and nutrition, population and world food 
supply, agriculture in the national economy, agricultural policy, political sci- 
ence and the public interest, research methods and economic theory. In addi- 
tion to an introduction by one of his former students, each part includes two 
chapters from Black’s writings. The introductory chapter of each part includes 
an analysis of the setting and time when Black did the writing, with an 
interpretation of Black’s interest and contribution. But the introductions ex- 
tend beyond these interpretations and summarize developments in research 
and methodology in the particular subject-matter areas. For example, in Part 
II on production economics, Sherman Johnson and Kenneth Bachman begin 
with the origin of farm management by Spillman, Hayes, Boss and Warren. 
After discussing the research tools used by these persons, they discuss the 
trend towards use of economic principles by such persons as Black, Taylor, 
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Ely and others. They summarize the reorientation of production economics 
research in the 1920’s, its modification during the war and depression and the 
“new ferment” coming from younger workers relying more on basic economic 
and econometric tools in the postwar period. Johnson and Bachman also dis- 
cuss some of the problems in research and methodology to be anticipated in 
the future. 

In the introductory chapter on economics of land use, to take another 
example, Marion Clawson reviews the development of concepts in and defini- 
tions of the field. He discusses importan: variables affecting land use and 
devotes a short section to the contribution of Black. In the part on consump- 
tion and nutrition, Willard Cochrane traces Black’s contribution here, as well 
as the thinking of persons such as Sir John Boyd Orr, H. R. Tolley, Margaret 
Reid and others. Similar broad treatments of Black’s contributions and de- 
velopment of thought in particular fields are included in the introductory 
chapters by Black’s former students who served as editors. 

Most of the selections from Black’s work are from journals and other ar- 
ticles which contain ideas not presented by him in his numerous books. These 
articles, plus the interpretations given them, often relate to modern economic 
problems of agriculture, as well as to the problems which existed at the time 
of the original interpretation. Numerous problem solutions suggested by 
Black are being suggested at the present time, thus indicating the permanence 
of both problems and alternatives in their social treatment as well as the 
fundamental nature of analyses by Black. 

Fortunately this tribute to John D. Black was gathered together before his 
death. No other person will likely contribute as much to a particular field of 
economics as he did. However, it is much more than a tribute. The numerous 
editors not only pulled together a systematic group of Black’s papers, but 
also summarized, in an excellent way, important developments in agricultural 
economics, research methodology, and progress towards solution of important 
and continuing problems. 

Ear O. Heavy 

Towa State University 


Toward a New Energy Pattern in Europe—Report of the Energy Advisory 
Commission, O.E.E.C. Paris: Organisation for European Economic Co- 
operation, 1960. Pp. 125. $1.50. 

This report is the latest analysis of the Western European energy situation 
sponsored by the O.E.E.C, Based on a study carried out by an international 
group of experts headed by Professor Austin Robinson, it succeeds the well- 
known Hartley Report, now almost four years old. In the tradition of energy 
studies, the Robinson Report forecasts future requirements for energy and 
then considers how these needs may be met. The empirical estimates serve as 
basis for policy recommendations which are, of course, the real heart of the 
Report. 

Economic expansion in Europe will be accompanied by further rapid growth 
of energy consumption. The forecasts, approximately a 30 per cent increase 
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in primary energy consumption from 1955 to 1965 and again from 1965 to 
1975, are of the same general magnitude, slightly higher in fact, as the esti- 
mates of the Hartley Commission, despite the Suez crisis and the recession 
which have intervened. Indigenous European energy supplies are also growing 
but it is difficult to forecast quantitatively which sources of the energy will 
actually be drawn on. The Hartiey Commission, working in a setting of en- 
ergy shortage, could estimate the indigenous production potential and then 
view the residual as an import gap. But now the problem has become one of 
competition. Energy, domestic as well as foreign, is in surplus and more and 
more consumers have been turning to that source of supply which is eco- 
nomically most advantageous. 

With regard to supplies, the Robinson group deals with broad magnitudes. 
It assumes a growing but limited potential for hydroelectric power, and some- 
what more rapid development of indigenous natural gas and indigenous pe- 
troleum than had previously been foreseen. Nuclear power, which will not be 
competitive until the 1970’s on the basis of a realistic appraisal of its capital 
cost, will until then make only a small contribution to the total energy supply. 
The coal industry, until recently the focus of European efforts to boost in- 
digenous energy output, now finds itself with a large oversupply. The problem 
of coal is basically one of high cost, and steps to improve the position of the 
industry by closing marginal mines are consistent with some reduction in its 
output. 

This evaluation of indigenous energy leads the Robinson group to anticipate 
a sizeable and growing need for imports, principally of crude oil and some coal, 
though natural gas presents a visionary but yet not fully tested potential. These 
imports, amounting perhaps to 32 per cent of European energy consumption in 
1965 and 39 per cent in 1975, will be considerably greater even than had been 
forecast by the Hartley Commission. The latter expressed considerable concern 
about this “energy gap” and urged the rapid development of indigenous 
sources of energy. The Robinson Report, on the other hand, views the growing 
European import requirements for energy as a normal development, not sig- 
nificantly more serious than similar “gaps” in food supplies, in textile mate- 
rials, etc. The Robinson group does not see any danger of a persistent long- 
term shortage of energy. It finds that Europeans will be able to pay for their 
vast energy imports and that security may be better achieved by drawing on a 
diversity of supply sources than by development of high-cost indigenous 
resources, 

This means simply that Europeans should consume that energy which costs 
least, that interferences with pricing and other restrictions on energy use 
should be eliminated, and that the full costs of developing indigenous sources 
of energy should be recognized. Only two exceptions are considered. One is 
the case of the coal industry which requires time and financial aid to effect a 
technological and social transition. The other is the limited development of 
commercial nuclear energy which may be viewed as a purchase of knowledge 
in a new technology. 

What then are the critical changes which account for the reorientation in 
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point of view reflected by the Robinson Report? Certain significant changes 
have indeed occurred: (1) There has been a realization that there is a surplus 
of energy. Large new discoveries of petroleum and natural gas have been made 
recently, but even prior to these discoveries, reserves and potentials were 
known to be very extensive. In fact, the plentiful availability of energy has 
become apparent on the market place. Imported fuel oil and coal are now in 
many parts of Europe cheaper than indigenous energy. (2) New discoveries 
of oil and gas outside the Middle East have reduced the dependence of Euro- 
pean consumers on one, politically vulnerable, source of supply. (3) The bal- 
ance of payments of most European countries is now greatly improved. 

These changes in the setting of the European energy economy, considered 
in some detail in the Report, are essential to its policy recommendations, But 
the Report is not simply the result of these changed circumstances. On the 
basis of the same evidence, other groups have argued for increased protection 
of domestic resources. Protectionism in the field of energy is far from a dead 
issue in Europe. The Robinson Report is a welcome expression of liberal prin- 
ciples at a time when Europeans are giving serious thought to energy policy 
and to its coordination. 

F. GERARD ADAMS 

Paris, France 


Copper Costs and Prices: 1870-1957. By Orris C. HerFrnpaxt, Baltimore: 
Johns Hopkins Press, for Resources for the Future, 1959. Pp. xi, 260. 
$6.00. 


The author has investigated in detail the annals of the copper industry for a 
period of almost 90 years. He wanted to test the generalizations of mineral 
economics by learning whether the accidental discovery of new sources of min- 
eral wealth and government subsidies for development have resulted in dis- 
continuity in introducing new productive facilities or whether the processes of 
investment are systematic and continuous, responding to the signals of profit 
and loss like competitive nonmineral industries. 

Direct determination of costs is of course difficult because accounting data 
often conceal the costs of discovery of new deposits, The author has therefore 
chosen to approach the subject indirectly by the use of deflated prices, He 
argues that in the absence of collusion, competitive prices are equivalent to 
costs. To eliminate periods of noncompetitive prices, he undertakes an exami- 
nation of the degree of competition and concentration in the industry-—~an 
illuminating study to which he devotes about half the volume. According to 
his findings the periods of collusion are clearly separated from the periods of 
competition. He proceeds then to develop a table of historical prices, classi- 
fying individual years as normal or abnormal and considering as normal the 
years in which there is competitive pricing. From the normal years he elimi- 
nates not only years in which price manipulation is known to have occurred 
but also years in which war or depression exercised extreme influences on de- 
mand or supply. 

Even if the author’s methods made it possible to eliminate individual years 
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as not normal—and this remains open to question—economists may well argue 
that the residual prices are not equivalent to costs in the sense the author in- 
tends. Nor does his method throw light on the behavior of profits and losses. 

The elimination-of abnormal years is a problem because war and depression 
are not coterminous with the calendar. They result from complicated antece- 
dent causes and leave behind an inheritance which changes the nature of suc- 
ceeding events. Similarly, despite much convincing evidence that concentration 
in the copper industry has resulted from changes in leadership of the big units, 
it is hard to agree that the author is quite secure in characterizing individual 
years as competitive or noncompetitive. The nature of evidence about competi- 
tive practices in the United States makes it difficult to interpret; industry 
spokesmen are necessarily less than candid about the price-making process. 
Although he has weighed this evidence with care and attention to detail, his 
conclusions must be looked at as tentative, representing a novel approach to 
a difficult problem. 

Accepting the author’s method and assuming it is possible to pick out indi- 
vidual years that are normal in his meaning, we have in the whole span of 90 
years, only 49 he believes can be called normal. Even within the 49 are 7 which 
he does not exclude although they involve the operation of Copper Exporters 
(1926-1928) and the international cartel (1936-1939); he judges these two 
episodes to have had but a limited effect on price. The 49 years also include 
14 based on London prices, the argument being that during these 14 years 
United States prices were dominated by the Michigan combine. Of the 49 
years, excluding the 14 and the 7, none comes after 1925. For the last year, 
1957, the author uses, in lieu of “cost,” a range of what he considers to be 
representative industry opinion of an adequate long-run price. 

Difficult as it is to characterize a great industry with neat generalizations, 
the present detailed examination of the periods of price manipulation, the be- 
havior of various organizations of producers, the measurement of the degree of 
concentration—including comparisons with other industries, and the shifts in 
geographical distribution and rank of producers, add importantly to our un- 
derstanding of the push and pull of actual industry. For example, in the period 
of 90 years, there has been substantial change in the sources of the world’s 
copper supply; new areas have come into producticn as old areas have tapered 
off. Efforts of organized producers have encountered serious obstacles in de- 
ciding upon an agreed basis for restriction of production because of the chang- 
ing constituency of national producers and even of individual companies. Dur- 
ing periods of collusion, producers characteristically fail to control additions to 
producing capacity so that they have never exercised enough control to in- 
crease prices substantially. In general then price manipulation has not been 
cumulative but discontinuous and episodic. 

In looking at the history of deflated copper prices, the author concludes that 
prices have been relatively stable. Important technological improvements 
about the time of the first world war resulted in substantial economies which 
were passed on to consumers. Had it not been for a declining rate of growth in 
the demand for newly mined copper, the deflated long-run price of copper 


812 THE AMERICAN ECONOMIC REVIEW ‘ 


would have increased after the first world war. This decline in demand resulted 
from the increasing importance of copper recovered from old scrap and the 
large decline in the relative price of aluminum. The conclusion is that dis- 
covery, development, and production of copper are systematic. While there 
may be accidental discoveries of new sources, they occur in a field which is so 
broad that their influence does not dominate. The estimate of long-run price is 
high enough (and near enough to present levels) to attract sufficient explora- 
tion and bring into production new areas as needed. If we may judge by pro- 
jecting past experience, we need have no fear that we shall shortly run out of 
copper. 
ELIZABETH S. May 
Wheaton College 


Labor Economics 


Labor in a Free Society. Edited by MICHAEL HARRINGTON and Paut Jacoss. 
Berkeley and Los Angeles: University of California Press, 1959. Pp. xi, 
186. $3.00. 


This book is the result of a conference held in May 1958 at Arden House, 
Harriman, N.Y., under the sponsorship of the Basic Issues Program of the 
Fund of the Republic. Its theme was apparently suggested by the then pend- 
ing plans for new federal legislation to regulate the unions, plans which have 
since become realized in the Landrum-Griffin Labor Reform Law of 1959. 

Opening with a foreword by Clark Kerr which stresses the importance of 
clarifying basic social issues through many-sided discussion, the book con- 
tains seven papers which were delivered at the conference, followed by a brief 
summary of the principal points mace in the discussions. 

As to the papers, three were given by men from the academic ranks in the 
United States: psychoanalyst and author Erich Fromm, the late Harvard econ- 
omist Sumner Slichter, and Archibald Cox of the Harvard Law School; two 
others by experts from different walks of the practice of labor relations in the 
United States: David A. Cole, one-time director of the Federal Mediation and 
Conciliation Service, and Arthur J. Goldberg, counsel for the United Steel 
Workers of America; finally two more by citizens of the British Common- 
wealth: Hugh A. Clegg of Oxford University, and James R. McClelland, 
Australian labor attorney. 

With the exception of the paper by Fromm (“Freedom in the Work Situa- 
tion”) which raises—though naturally does not answer—broad questions as to 
the meaning of “freedom” and its role among other social and human values, 
all papers deal quite specifically with the problem of whether and in what re- 
spects legal regulation of trade unions is desirable. Summing them up briefly 
and all-too-incompletely: Slichter (“The Position of Trade Unions in the 
American Economy”) finds, in part, that collective bargaining by the power- 
ful unions which have developed in the United States may eventually need 
government regulation unless unionism is capable of transcending itself in the 
direction of broader social goals. Cox (“The Role of Law in Preserving Union 
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Democracy”), insisting on the need of legally safeguarding the rights of in- 
dividuals and minorities in the interest of sound unionism, appraises existing 
and proposed legislation. for the regulation of internal union policies. Cole 
(“Union Self-Discipline and the Freedom of Individual Workers”) warns 
against facile analogies between political and union democracy, claiming that, 
with collective bargaining the primary purpose of unions, the rights of individ- 
ual workers, are not under all circumstances a prime consideration. As to deal- 
ing with corrupt union leadership, he thinks that legally to strengthen the 
powers of the AFL-CIO federation might be wiser than to increase direct gov- 
ernmental powers. Goldberg (“A Trade-Union Point of View”) argues against 
all government regulation of internal union affairs which go beyond the “set- 
ting of limits to injustice”; regulations which try to do more than this are likely 
to hinder the growth of unionism in the many areas where it is still very weak, 
and altogether constitutes an essential loss of freedom to society. Clegg (“The 
Rights of British Trade-Union Members”) asserts that for a variety of his- 
torical and sociological reasons the internal policies of the British unions do 
not seem to be in need of government regulation; while McClellan (“Experi- 
ences cf the Australian Labor Movement under Government Control”) argues 
that in Australia labor-management relations in general and internal union 
policies in particular are and must remain subject to the democratic govern- 
ments—which in fact are often labor governments—of that country. 

It is evident that the collection of these papers with their many-sided, well- 
argued views based on thorough knowledge of facts and rich personal experi- 
ence, and with many additional points of view brcught out in the discussions, 
will be most valuable to any reader who wants to form an intelligent opinion 
about these problems, and of particular value also as reading material in con- 
nection with courses in labor legislation, trade union developments, and simi- 
lar ones. 

As regards the “Basic Issues Program,” however, this symposium seems to 
prove that the question of legal regulation of trade unions in a free society is 
really not a basic issue but rather one of expediency only (“expediency,” ac- 
cording to Webster, is “that which is suitable to the ends in view”). Given the 
basic freedoms of a democratic society, the extent and nature of governmental 
regulation of trade unions can and do vary greatly with economic, social, and 
historical cimcumstances: they do differ widely as between free Great Britain, 
free ‘Australia, the free United States, and still other free countries; and they 
also differ widely between the United States of 1935, of 1960, and presumably 
of 2000 and beyond. 

More truly basic issues which may come to be increasingly in need of clari- 
fication, on the other hand, might be those which remained more or less pe- 
ripheral at this conference: the question of whether “freedom” is necessarily 
an absolute social value, or whether it is meaningful only in the context 
of other, more basic issues such as the purposes, human and social, of a 
society. 

Joun V. SPIELMANS 

University of Wisconsin-Milwaukee 
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Understanding Labor Problems. By Darras M. Younc. New York: McGraw- 
Hill, 1959. Pp. xii, 477. $7.95. 

Professor Young states in the preface that his book “has been written for 
anyone who wants to understand labor problems. It is an attempt to present 
professionally sound material in a clear, informal, and somewhat conversa- 
tional style” (p. ix). He further claims that if one is a supervisor the book is 
designed for him, that if one is a labor leader the book is written for him, and 
that if one is a college student the book will provide him with “some insight.” 

Apparently the only people for whom the book was not written aré profes- 
sors of labor economics or professionals in the field of labor relations. Young 
candidly admits that if one is either or both he knows “far more than is found 
herein” (p. x). 

It is perhaps not fair to review such a book in a professional journal unless 
the reviewer keeps in mind the book’s intended audience. Even keeping this 
limitation firmly in mind, however, I am not sure that Young’s approach is 
the best one for achieving the commendable end he has in view. The author 
wishes to interest uninformed students in labor problems. He also wishes his 
book to serve as a tool for training xelatively uninformed line supervisors and 
union leaders. His method of accomplishing these objectives is to alternate 
massive doses of verbatim factual materials (i.e., texts of laws, contracts, 
arbitration decisions, etc.) with chatty conversational sections, ostensibly de- 
signed to make the reader think for himself in various roles in problem situa- 
tions. The book is virtually devoid of serious analytical discussion on the au- 
thor’s part. 

This reviewer does not believe that one can intrigue reader interest at either 
professional or subprofessional levels by addressing him always as “you” and 
coming perilously close in many of these chatty interludes to “talking down” 
to said reader. I think Young may have underestimated the reader. If he has 
not done so, then the level of information and understanding on the part of 
the claimed audience for this book is distressingly, if not disastrously, low. 

The book’s organization is reasonably conventional. It begins with a section 
devoted to exhaustive definitional analysis of such terms as “labor” and “labor 
problems,” followed by a brief historical survey of the growth of American 
unions and employers’ associations. Parts 3 and 4 constitute the heart of the 
book, containing respectively a fairly detailed analysis of current issues in 
collective bargaining and the history and current content of basic labor legisla- 
tion, including the text of the Labor Management Reporting and Disclosure 
Act. 

Part 5 is a factual summary of pertinent state and federal legislation in 
such areas as social security, unemployment insurance and minimum wage 
legislation. Part 6 is another factual section on National War Labor Board and 
National Wage Stabilization Board experience. The concluding section is pro- 
vocatively entitled “Where do We go from Here?” Unfortunately, no attempt 
is made to answer the posed question. We are simply reminded that the whole 
book deals with the United States and we must be aware that labor problems 
exist elsewhere in the world. No bibliographies or suggestions for additional 


BOOK REVIEWS 815 


reading have been included for the benefit of the reader whose interest might 
have been aroused. 

When he is not quoting verbatim at length from some law or contract, 
Young writes well and objectively. He also displays some humor on occasion, 
a rare commodity in the field of labor economics and labor relations. Young is 
an experienced arbitrator. Thus, as one might expect, the section dealing with 
collective bargaining problems ard grievance arbitration is the most rewarding 
in the book, both from an informational and an analytical standpoint. In other 
sections, the author appears to be less sure of himself and takes refuge in 
heavier injections of quoted materials. 

This book may well enjoy a considerable vogue as a “practical” and objec- 
tively prepared “tool” for use in workers’ education or foreman training pro- 
grams. From an academic or professional standpoint, however, its contribution 
must regretfully be regarded as minimal. 

Harop W. Davey 

Iowa State University of 

Science and Technology, Ames, Iowa 
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Wintherthur: P. G. Keller, 1958. Pp. 172, 

Savers, R. S. Modern banking. Sth ed. New York: Oxford Univ. Press, 1960. Pp. 294. 
$4. 

Sucmesrow, M. The changed structure: a different picture of the monetary economy. 
Wintherthur: P, G. Keller, 1960. Pp. 174. 

Trescott, P. B. Money, banking, and economic welfare. New York: McGraw-Hill, 1960. 
Pp. xii, 578. $7.50. 

Consumer credit labeling bill. Hearings before the Subcommittee of the Senate Committee 
on Banking and Currency, 86th Cong., 2nd sess., Mar. 23, 24, Apr. 5-21, and May 6, 
1960. Washington: Supt. Docs., 1960. Pp. 898. 


Consumer credit statistics, Materials prepared for the Subcommittee on Production and 
Stabilization, Senate Committee on Banking and Currency, 86th Cong., 2nd sess. Wash- 
ington: Supt. Docs., 1960. Pp. 21. 


Federal deposit insurance act. Hearings before Subcammittee no. 2, House Committee 
on Banking and Currency, 86th Cong., 2nd sess., Apr. 5 and 6, 1960. Washington: Supt. 
Docs., 1960. Pp. 150. 


General housing legislation. Hearings before the Subcommittee, House Committee on 
Banking and Currency, 86th Cong., 2nd sess., May 16-27, 1960. Washington: Supt. 
Docs., 1960. Pp. 557. 


Housing legislation of 1960, Hearings before a Subcommittee, Senate Committee on 
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Banking and Currency, 86th Cong., 2nd sess, May 9-27, 1960, Washington: Supt. 
Docs., 1960. Pp, 1041. 


Public Finance; Fiscal Policy 


Bator, F. M. The “question of government spending: public needs and private wants. 
New York: Harper, 1960. Pp. xvi, 167. $3.75. 

Brancuini, L. L’amministrazione finanziaria nel regno delle due Sicilie nell’ultima epoca 
Borbanica. Originally published, 1839. Padua: CEDAM, 1960. Pp. xvi, 424. L. 5000. 

Caettmn, R, J. Fiscal policy in underdeveloped countries—with special reference to 
India. New York: Mecmillan, 1960. Pp. 168. $3.50. 

Deterortriz, N. anp Morice, J. Les revenus départementaux en 1864 et en 1954, Fonda- 
tion Nationale des Sci. Pol. Paris: Armand Colin, 1960. Pp. xi, 339. 

FIRESTONE, J. M. Federal receipts and expenditures during business cycles, 1879-1958. 
Nat. Bur. of Econ, Research. Princeton: Princeton Univ. Press, 1960. Pp. xvi, 176. $4. 

Harr, C. A., Jr. Fiscal policy for stable growth: a study in dynamic macroeconomics, 
New York: Holt, Rinehart, and Winston, 1960. Pp. vii, 311. $5. 

Misra, B. R. Indian federal finance. 3rd rev. ed. Calcutta: Orient Longmans, 1960. Pp. 
xxi, 463, Rs 12.00. 

PLEBANO, A, Storia della finanza Italiana nei primi quarant’anni dell’unificazione, Re- 
prints of 3 volumes first published in 1899-1902. Padua: CEDAM, 1960, Pp. xvi, 348; 
viii, 342; viii, 400. L. 12,000. 

Prornixov, K. N, State budget of the U.S.S.R. Moscow: Gosfinizdat, 1959. Pp. 424. 

Prest, A. R. Public finance in theory and practice. Chicago: Quadrangle; London: 
Weidenfeld and Nicolson, 1960. Pp. 408. $7.50; 45s. 

Rogrinson, R. I. Postwar market for state and local government securities. Study by the 
National Bureau of Economic Research. Princeton: Princeton Univ. Press, 1960. Pp. 
xxiv, 227. $5. 

SALERNO, G. R. Storia delle dottrine finanziarie in Itazia, Originally published in 1896. 
Padua: CEDAM, 1960. Pp. xiii, 446. L. 4500. 

Income tax revision. Panel discussion of the House Committee on Ways and Means, 
86th Cong., 2nd sess., Nov. 16-20, 23-24, Dec. 1-4, 7-11, 14-18, 1959, Washington: 
Supt. Docs., 1960. Pp. 1303. 

Maximum interest rate on government bonds. Rept. of House Committee on Ways and 
Means, 86th Cong., 2nd sess. Washington: Supt. Docs., 1960. Pp. 28. 

Revising tax on gains from sales of depreciable personal property. Hearings before the 
House Committee on Ways and Means, 86th Cong., 2nd sess., Mar. 2, 3, 1960. Wash- 
ington: Supt. Docs., 1960. Pp. 159. 

Tax treatment of earnings of cooperatives. Hearings before House Committee on Ways 
and Means, 86th Cong., 2nd sess., Feb. 1-5, 1960, Washington: Supt. Docs., 1960. Pp. 
439. 

Treasury-Federal Reserve study of the government securities market. Part I. 1. Report 
on consultations; 2. An organized exchange or a dealer market? Part II, Factual re- 
view for 1958, Part III. Supplementary studies. Washington: Secretary of Treasury and 
the Board of Governors of Federal Reserve System, 1960. Pp. 108; 159; 112. 

Trust and partnership income tax revision act of 1960. Hearings before the Senate Com- 
mittee on Finance, 86th Cong., 2nd sess., Apr. 20-22, 1960. Washington: Supt. Docs., 
1960. Pp. 20. 

International Economics 


Avams, W, AND Garraty, J. A. Is the world our campus? East Lansing: Michigan State 
Univ. Press, 1960. Pp. xi, 180. $3.75. 


Financed by the International Cooperation Administration and the great foundations, 
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universities have become subcontractors in the dispensing of technical assistance. They 
have ventured forth to reform business education in France, public administration in 
Italy, or veterinary medicine in Turkey... . 

How successful has this experiment been? Have the results justified the investment? 
Have the universities enhanced America’s prestige abroad? . . . Have they provided a 
service to the nation and still remained true to themselves? (From the preface.) 
Arrais, M. L’Europe unie: route de la prospérité, Paris: Calmann-Lévy, 1960. Pp. 368. 


ALLEN, R. L. Soviet economic warfare. Washington: Public Affairs Press, 1960. Pp. x, 
293. $5. 

Baver, R. A. and Poor, I. oe S. American businessmen and international trade: code 
book and data from a study on attitudes and communications. Center for Internat. 
Stud., Mass. Inst. of Tech. Glencoe, Ill.: The Free Press, 1960. Pp. xxviii, 145. $5. 

Burcess, W. R. AND OTHERS. A remodelled economic organisation—a report. Paris: 
O.E.E.C., 1960. Pp. 69. 

Darr, W. B. The foreign deficit of the United States: causes and issues. Menlo Park, 
Calif.: Internat. Develop. Center, Stanforc Research Inst., 1960. Pp. 50. 

Denau, J. F. The common market. New York: Praeger, 1960. Pp. iv, 139. $4.50. 

Erpman, P. and Roccr, P. Die Europäische Wirtschaftsgemeinschaft und die Drittlander. 
Tübingen: J. C. B. Mohr (Paul Siebeck); Basel: Kyklos, 1960. Pp. xii, 337. DM 28; 
paper DM 24, 

Franck, P. G. The economics of competitive coexistence: Afghanistan between East and 
West. Washington: Nat. Planning Assoc., 1960. Pp. xv, 85. $2. 

Istam, N. Foreign capital and economic development: Japan, India, and Canada. Studies 
in some aspects of absorption of foreizn capital. Tokyo and Rutland, Vt.: Tuttle, 
1960. Pp. 245. $5. 

Kenen, P. B. Giant among nations: problems in United States foreign economic policy. 
New York: Harcourt, Brace, 1960. Pp. xv. 232. $5. 

KittovucH, H. B. anb Kittovcn, L. W. International economics, Princeton: Van Nostrand, 
1960. Pp. x, 435. $6.50. 

Lisxa, G. The new statecraft: foreign aid in American foreign policy. Chicago: Univ. 
Chicago Press, 1960. Pp. xv, 247. $5. 

Lister, L. Europe’s Coal and Steel Community: an experiment in economic union. New 
York: Twentieth Century Fund, 1960. Po. 495, $3. 

Masson, F. anD WHITELY, J. B. Barriers to trade between Canada and the United 
States. A report of the Canadian-American Committee. Washington: Nat. Planning 
Assoc, and Private Planning Assoc. of Canada, 1969. Pp. xi, 97. $2. 

Myrar, G. Beyond the welfare state: economic planning and its international implica- 
tions. Storrs Lectures on Jurisprudence, Yale Law Sckool, 1958. New Haven: Yale 
Univ. Press, 1960. Pp. xiii, 287. $4.50. 

PAPANEK, G. F. Framing a development program. Internat. Conciliation pamph, no. 527. 
New York: Carnegie Endowment for Internat. Peace, 1960. Pp. 65. 35¢. 

Piguet, H. S. Exports, imports and the U.S. balance of international payments. Wash- 
ington: Lib. of Congress, Legislative Reference Service, 1960. Pp. 88. 

Reuser, G. L. The growth and changing composition of trade between Canada and the 
United States. By Canadian-American Committee. New York: Nat. Planning Assoc., 
1960. Pp. xii, 87. $2. 


Rosinson, E. A. G., ed. Econemic consequences cf the size of nations. Proceedings of a 
conference held by the International Economic Association. New York: St. Martin’s, 
1960, Pp. xxii, 447. $10. 


SANNWALD, R. AND STOHLER, J. Economic integration: theoretical assumptions and con- 
sequences of European unification. Transl. by H. F. Karreman. Princeton: Princeton 
Univ. Press, 1959. Pp. 260. 
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Saur, S. B. Studies in British overseas trade, 1870-1914. Liverpool: Liverpool Univ. 
Press, 1960. Pp. 246. 35s. 


SCHLESINGER, J. R. The political economy of national security: a study of the economic 
aspects of the contemporary power struggle. New York: Praeger, 1960. Pp. vii, 292. 
$5. : 

'THORBECKE, E., The tendency towards regionalization in international trade 1928-1956. 
The Hague: Martinus Nijhoff, 1960, Pp. xiii, 223. f 25. 


Trrfrin, R. Gold and the dollar crisis: the future of convertibility. New Haven: Yale 
Univ. Press, 1960. Pp. xiii, 190. $4.75. 

Vaccara, B. N. Employment and output in protected manufacturing industries. Washing- 
ton: Brookings Inst., 1960. Pp. x, 107. $2. 


It is often contended that protected industries have high labor use and that increased 
competition from abroad induces exceptionally great unemployment. The view is held 
too that the protected industries are declining industries and that they therefore find it 
especially difficult to adjust to increased foreign competition. This study tests these views 
and assesses the short-run employment implications of reductions in tariffs that protect 
manufacturing industries. 

The study is related to a larger inquiry by Mr. Walter S. Salant and Mrs. Beatrice 
N. Vaccara ... the results of which will be published ‘ater this year. (From the fore- 
word.) 


Warp, B., Wurrney, T. P., Srravsz~-Hupt, R. anD Matix, C. The legacy of imperialism. 
Four essays, Pittsburgh: Chatham College, 1960. Pp. xii, 34. $2. 

Worr, C., Jr. Foreign aid: theory and practice in southern Asia, Princeton: Princeton 
Univ. Press, 1960. Pp. xix, 442. $7.50. 

The activities of GATT, 1959/60. Geneva: General Agreement on Tariffs and Trade, 
1960, Pp. 36. 75¢. 


Commodity survey, 1959. UN pub. no.: 60.11.D.1. New York: Columbia Univ. Press, 
1960, Pp. xiv, 188. $2.50. 


Economic survey of Asia and the Far East, 1959. UN pub. no.: 60.]1.F.1. New York:- 


Columbia Univ. Press, 1960. Pp. ix, 169. $3. 


Economic survey of Europe in 1959, including studies of the economic significance of 
the public sector in some western European economies and development problems in 
southern Europe and Ireland. UN pub. no.: 60.1L.E.1. New York: Columbia Univ. 
Press, 1960. Pp. 364. $3. 


Economic unity in Europe: programs and problems. Presentations before sessions of the 
Board’s 400th meeting, New York City, Jan. 21-22, 1960. With appendix on European 
Economic Community and the European Free Trade Association. New York: Nat. 
Indus. Conf. Board, 1960. Pp. 127. Assoc. $2; others, $5. 

Economics of soviet trade. Moscow: Nat. Pub. House of Political Literature, 1959, Pp. 
405. 

The European Common Market: a progress report. Bull. no, 2. New York: American 
Management Assoc., 1960. Pp, 39. 


European yearbook, 1958. Vol. 6. Published under auspices of the Council of Europe. 
The Hague: Martinus Nijhoff, 1959. Pp. xvi, 530. f 31. 


Foreign exchange regulations in Great Britain. Suppl, 16. Basle: Bank for Internat. 
Settlements, 1960. Pp, var. 


Foreign investment in economically underdeveloped countries. A study submitted to the 
ICFTU’s Sixth World Congress. Brussels: Internat. Cenfed. of Free Trade Unions, 
1960. Pp. 108. $1. 


“Gross-up” in connection with foreigr tax credit allowed domestic corporations on 
dividends from a foreign subsidiary. Hearings before House Committee on Ways and 
Means, 86th Cong., 2nd sess., Apr. 11. 1960. Washington: Supt. Docs., 1960. Pp. 84. 


` 


826 THE AMERICAN ECONOMIC REVIEW 


International Development Association act. Hearings before Subcommittee no. 1, House 
Committee on Banking and Currency, &6th Cong., 2nd sess., Mar. 15-17, 1960. Wash- 
ington: Supt. Docs., 1960, Pp. 111. 

International Development Asscciation—participation of the United States in the Inter- 
national Development Association. Hearings before Senate Committee on Foreign Rela- 
tions. 86th Cong., 2nd sess, Mar. 18 and 21, 1960. Washington: Supt. Docs., 1960. 
Pp. 122. 

International tax agreements. Vol. 8, World guide. Vol. 9, Texts. UN pub. no.: 58.XVI4; 
58.XVI.5. New York: Columbia Univ. Press, 1960. Pp. var. ll. $7.50; $3.50. 

The Latin American common market. UN Dept. of Econ. and Social Affairs. UN pub. 
no.: 59.ILGA. New York: Co:umbia Univ. Press, 1959, $1.25. 

The Latin American common market. UN Economic Commission for Latin America. 
UN pub. no.: 59.ILG.4. New York: UN Dept. of Economic and Social Affairs, 1959. 
Pp, 146, 

Lead and zinc. U.S. Tariff Commission report, 86th Cong., 1st sess. Washington: Supt. 
Docs., 1960, Pp. 163. 

Mutual security act of 1960. Hearings before Senate Committee on Foreign Relations, 
86th Cong., 2nd sess., Mar. 22-31, anc Apr. 5, 1960. Washington: Supt. Docs., 1960. 
Pp. 672. 


Permanent suspension of duties on coarse wools. Hearings before House Committee on 
Ways and Means, 86th Cong., 2nd sess, Feb. 29, 1960. Washington: Supt. Docs., 1960. 
Pp. 30. 

' Special report of the National Advisory Council on the proposed International Develop- 

ment Association. Message from the President pf the United States relative to the re- 

port. Washington: Supt. Docs., 1960. Pp. 50. 


Staff memorandum on international leading agencies. House Committee on Foreign 
Affairs, Apr. 27, 1960. Washirgton: Supt. Docs., 1960. Pp, 175. 


UN statistical yearbook, 1959, 11th issue. Stat. Off. of UN, Dept. of Econ, and Soc. 
Affairs. English and French. UN pub. no.: 59.XVIT.1. New York: Columbia Univ. 
Press, 1960. Pp. 618. $10; paper $8. 

U.S. business in Japan: problems & opportunities. New York: Business International, 
1960. Pp. 61. $35 for BI nonsubscribers, 


United States foreign policy: economic, social, and political change in the underdeveloped 
countries and its implications for United States policy. Mass. Inst. of Tech., Center 
for Internat. Stud. study for Senate Committee on Foreign Relations, 86th Cong., 2nd 
sess. U.S. foreign policy, stud. no. 12. Washingion: Supt. Docs., 1960. Pp. 98. 


Wheat surpluses and the U.S. barter program. Statement by the Canadian-American 
Com. New York: Nat. Planning Assoc., 1960. Pp. vi, 17. 35c. 


Business Finance; Investment and Security Markets; Insurance 


BisHor, G. W., Jr. Charles H. Dow anc the Dow theory. New York: Appleton-Century- 
Crofts, 1960. Pp. x, 359. $6. 


Lesser, A., JR., ed. Planning and justifying capital expenditures. Papers and discussions 
of the 1959 summer sympcsium of the Am. Soc. for Engineering Educ. and Am. Inst. 
of Indus, Engineers. Hoboken, N.J.: Engineering Economist, Stevens Inst. of Tech., 
1960. Pp. v, 90. $4. 

The insurance industry, Hearings before the Subcommittee on Antitrust and Monopoly, 
Senate Committee on the Judiciary, 36th Cong., 1st sess., May 12-Aug. 26, 1959. Pts. 
2-9, Washington: Supt. Docs., 1960. Pp. 4794. 

Wall street 20th century. Republication of the Yale Daily News Wall Street 1955. New 
York: Investment Assoc. of New York, 1960, Pp. 194. 
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Business Organization; Manazerial Economics; Marketing; Accounting 


BroomrFierp, D. The advance of marketing and distribution in a changing world. Market. 
and transport. paper no. 7. East Lansing: Bur. Bus. and Econ. Research, Michigan 
State Univ., 1960, Pp. ix, 30. 50¢. 


Buzzert, R. D. Value added by industrial distributors and their productivity. Monogr. 
no. 96, Columbus: Bur. Bus. Resea-ch, Ohio State Univ., 1959. Pp. xv, 101. $3.50. 


Cuirps, W, H. Accounting for management control. New York: Simmons-Boardman, 
1960. Pp, xvii, 714. $7.75. 


Crawrcorp, J. W. Advertising: communications for management. Boston: Allyn and 
Bacon, 1960. Pp. xi, 388. $7.50. 


Davipson, W. R. anp Brown, P. L. Retailing management. 2nd ed. New York: Ronald 
Press, 1960, Pp. xi, 809. $8. 


Ertrts, R. The meaning of modern business: an introduction to the philosophy of large 
corporate enterprise. New York: Cclumbia Univ. Press, 1960, Pp. xi, 427. $7.50. 

Frestone, F. N. Marginal aspects of management practices. East Lansing: Bur. Bus. 
and Econ, Research, Michigan State Univ., 1960. Pp. xii, 30. 

Geary, H. V. R. The background of business. 2nd ed. New York: Oxford Univ. Press, 
1960, Pp, 224. $2. 


Goerz, B. E. anb Kre, F. R. Accounting in action—its meaning for management. 
Boston: Houghton Mifflin, 1960. Pp. zi, 713. $7.50. 


Hatrorp, R. C. Differential costs and management decisions. London: Pitman, 1959. 
Pp. x, 115. 15s. 


Heckmann, I. L., JR. ano HunrryaceR, S. G. Human relations in management. Cin- 
cinnati: South-Western, 1960. Pp. viii, 776. 


Huspanp, W. H, AND ANDERSON, F. R. Real estate. 3rd ed. Homewood, Ill.: Irwin, 1960. 
Pp, xi, 577. $7.25. 


McGrecor, D. The human side of erterprise. New York: McGraw-Hill, 1960. Pp. x, 
246. $4.95. 


McNaucuton, W. L. Introduction to business enterprise. New York and London: John 
Wiley, 1960. Pp. x, 538. $6.25. 


Massie, J. L. Blazer and Ashland Oil: a study in management. Lexington: Univ. of Ken- 
tucky Press, 1960. Pp. xiv, 253. $5. 


Mitrer, D. W. anp Starr, M. K, Executive decisions and operations research. Englewood 
Cliffs, N.J.: Prentice-Hall, 1960. Pp. x, 446. Text list $7.50. 


Mauroy, R. R. anb Warren, R. E. Acccunting theory and practice: introductory. Boston: 
Houghton Mifflin, 1960. Pp. xv, 877. $7.40. 


Pessemier, E. A, The management of grocery inventories in supermarkets. Econ. and 
bus. stud., bull. no. 32. Pullman, Washington: Bur. Econ. and Bus, Research, Washing- 
ton State Univ., 1960. Pp. viii, 192, $2. 


Pruner, J. M. anp SHerwoop, F. F. Administrative crganization. Englewood Cliffs, 
N.J.: Prentice-Hall, 1960. Pp. xiii, 481. $6.75. 

Posron, C. F. Restricted stock options for management. Research paper no. 2, Chapel 
Hill: School of Bus, Admin., Univ. North Carolina, 1960. Pp. xv, 83. $1.50. 

Smaw, S. J. anp Taompson, J. W. Salesmanship: modern viewpoints on personal com- 
munication. New York: Henry Holt, 160. Pp. xii, 419. $4.25. 

Sprrecer, W. R. in collab. with Davies, E. C, Principles of business organization and 
operation, 3rd ed. Englewood Cliffs, N.J.: Prentice-Hall, 1960. Pp. xv, 592. $7.95. 

STEPANEK, J. E. Small industry advisory services: an international study. Internat. 


Indus. Develop. Center, Stanford Research Inst. Glencoe, Il.: The Free Press, 1960. 
Pp. xiii, 191. $6, 
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Tarur, S. K. Khoziaistvennyi raschet v promyshlennosti, (Business calculation in in- 
dustry.) Moscow: 1959. 

Tuomas, W. E., Jr., ed. Readings in cost accounting, budgeting and control. 2nd ed. 
Cincinnati: South-Western, 1960, Pp. x, 832. 

Usrinov, A. N. Statisticheskoye izucheniye ispol’zovaniya osnovnykh fondov promyshlen- 
nogo predpriyatiya. (Statistical methods of study of the utilization of fixed capital 
in an industrial enterprise.) Moscow: Gosstatizdat, 1959. Pp. 132. 

Vance, S. Management decision simulation: a noncomputer business game. New York: 
McGraw-Hill, 1960. Pp. vii, 55 and work sheets. 

Voris, W. The management of production. New York: Ronald Press, 1960. Pp. viii, 450. 
$6.50. 

Wermmer, A. M. ann Hoyr, H. Principles of real estate. 4th ed. New York: Ronald Press, 
1960. Pp, vi, 716. $7.50. 

A graphic guide to consumer markets. New York: Nat. Indus. Confer. Board, 1960. 
Pp. 112. Assoc. $3; others, $35. 


Industrial Organization; Government and Business; Industry Studies 


ALEXANDER-FrutscHi, M, C., comp. Small industry: an international annotated bibliog- 
raphy. Internat. Indus. Develop, Center, Stanford Research Inst. Glencoe, IIL: Free 
Press, 1960. Pp, xviii, 218, $10. 


Barr, W. B., ed. Dynamics of the patent system. Discussions of ten critical areas of con- 
temporary patent law. The Patent Law Seminar, School of Law, Villanova Univ. Brook- 
lyn: Central Book, 1960. Pp. xv, 405. $12.50. 


Curnirz, B. Freight and the metropolis: the impact of America’s transport revolutions 
on the New York region. Cambridge: Harvard Univ. Press, 1960. Pp. vii, 211. $4.50, 
Every, R. anp Littie, I. M. D. Concentration in British industry: an empirical stucy 
of the structure of industrial production, 1935-51. NIESR econ. & soc. stud. 16. New 
York: Cambridge Univ. Press, 1960, Pp. xvi, 357. $10. 

Gram, C. W. Products liability in the automobile industry: a study in strict liability 
and social control. Minneapolis: Univ. Minnesota Press, 1960. Pp. x, 239. $4.75. 


This book is a study of the products liability of automobile manufacturers, the legal 
and economic basis of this liability, its meaning to business management, and the meas- 
ures which should be taken for its refinement. The phrase “product liability” refers to 
the legal responsibility of sellers to compensate buyers for losses suffered because of de- 
fects in the goods purchased. . . . Economically, products liability is a matter of protect- 
ing the consumer and maximizing his welfare... . (From the introduction.) 

Hron, G. W. ano Dur, J. F. The electric interurban railways in America. Stanford: 

Stanford Univ. Press, 1960. Pp. 463. $9.50. 


Kwnezevicn, S. J. anp Fowrxes, J. G. Business management of local school systems. 
New York: Harper, 1960. Pp. vii, 328. $9. 

Stock, W. Die Investitionspolitik in nationalisierten Industrieunternehmungen Frank- 
reichs seit ihrer Nationalisierung. Köln and Opladen: Westdeutscher Verlag, 1960. Pp. 
220. DM 22. 


Taroop, A. W. Towards a sound national petroleum policy. Amherst, Mass.: Amherst 
College Press, 1960. Pp. 44. 
A senior honors thesis selected for publication by faculty of racial sciences and humani- 

ties as outstanding graduate work. 

Verney, D. V. Public enterprise in Sweden. Liverpool: Liverpool Univ. Press, 1959. Pp. 
x, 132. 21s. 

WALKER, L. E., comp. Preliminary inventory of the records of the Public Works Ad- 
ministration. Record group 135. Washington: General Services Admin., Nat. Archives 
and Records Service, 1960. Pp. v, 32. 
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Warson, D. S, Economic policy: business and government. Boston: Houghton Mifflin, 
1960, Pp. xv, 829. $7.50, 

Younc, D. M. Twentieth-century experience in urban transit: a study of the Cleveland 
system and its development. Cleveland: Western Reserve Univ. Press, 1960. Pp. 26. 
Administered prices. -Hearings before the Subcommittee on Antitrust and Monopoly, 
Senate Committee on the Judiciary, 86th Cong., ist sess. Washington: Supt. Docs., 

1960. Pp. 527. 

Annual bulletin of transport statistics for Europe, 1958. Econ. Comm. for Europe, Geneva, 
1959. UN pub. no.: 59.ILE.4. New York: Columbia Univ. Press, 1960, Pp. vi, 105. 
$1.25. 

Costos del transporte maritimo en Chile. Santiago: Inst. of Econ. Research, Univ. of 
Chile, 1960, Pp. vii, 125. 

Dynamics of the patent system—discvssions of ten critical areas of contemporary patent 
law. Villanova Univ. School of Law patent law seminar. Brooklyn: Central Book Co., 
1960. Pp. ¢.410, $12.50. 

Economic aspects of fuel & power in British industry. Papers presented at a conference 
organized by the Manchester Joint Research Council, Nov. 5-7, 1958. Manchester: 
Manchester Univ, Press, 1960. Pp. vii, 217. 25s. 

Federal transportation policy and program. U. S. Dept. of Commerce. Washington: Supt. 
Docs., 1960. Pp. 32. 

Government competition with business: liquid oxygen production. Hearings before a 
Subcommittee on Small Business, 86th Cong., 2nd sess., May 12, 13, 1960, Washington: 
Supt. Docs., 1960. Pp. 307. 

Impact of defense procurement. Hearings before a Subcommittee on Defense Procure- 
ment, Joint Economic Committee, 86th Cong., 2nd sess., Jan. 28-30, 1960, Washing- 
ton: Supt. Docs., 1960. Pp. 594. 

Monopoly problems in regulated industries. Hearings before the Antitrust Subcommittee, 
House Committee on the Judiciary, 86th Cong., Vol. 1, pt. 1. Washington: Supt. Docs., 
1960, 

Proceedings, International Conference cn Control of Restrictive Business Practices. Spon- 
sored by the Grad. School of Bus., Univ. of Chicago. Glencoe, Ill.: The Free Press, 
1960. Pp. xix, 380. $10. 

Regulation of bank mergers. Report of House Committee on Banking and Currency, 
86th Cong., 2nd sess, Washington: Supt. Docs., 1960. Pp. 16. 

Statistics of manufacturing industries; chemicals and allied products: I—a statistical 
compendium. New York: Nat. Indus Conf. Board, 1960. Pp. 52. Assoc., $2.50; others, 
$12.50. 
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Porax, J. J. anp BorssonnEAULT, L. Monetary analysis of income and imports and its 

- statistical application, Internat. Mon. Fund Staff Papers, Apr. 1960, pp. 349-415. 

Resoun, L. Influence des fiscalités sur les mouvements de capitaux dans le cadre du 
Marché Commun. Rev. Sci. Fin., Apr.-[une 1960, pp. 314-40. 

Ruomnerc, R. R. Canada’s foreign excharge market: a quarterly model, Internat. Mon. 
Fund Staff Papers, Apr. 1960, pp. 439-56, 

Rover, J. La structure économique des pays industriels est-elle compatible avec les 
besoins de développement économique des pays nzufs? Econ. Appliquée, Oct.-Dec. 1959, 
pp. 483-520, 

Sapa, E. S. Currency convertibility in underdeveloped countries. Middle East Econ. 
Papers, 1959, pp. 82-96. 

Simon, M. The hot money movement and the private exchange pool proposal of 1896. 
Jour. Econ. Hist., Mar. 1960, pp. 31-50. 

Sprecetctas, S. A statistical investigation of the industrialization controversy. Jour. Am. 
Stat. Assoc., June 1960, pp. 284-98, 

. World exports of manufactures, 1956 vs. 1937. Man. School Econ. Soc. Stud., May 
1959, pp. 111-39. 

Sprune, R, Die Bestimmungen über die Beseitigung von Verzerrungen des Wettbewerbs im 
Vertrag über die E.W.G. Finanzarchiv, 1950, 20 (2), pp. 201-33. 

Statey, C. E, Export taxes in Ceylon, 1948-52. (With French summary.) Pub. Fin./Fin. 
Publiques, 1959, 74 (3-4), pp. 249-65. 

Stevens, R. W. New problems for the United States in the world economy. Soc. Research, 
Spring 1960, pp. 1-21. 

Ussinc, N. Kapitaleksport til gkonomisk tilbagestiende lande. Mkon. og Pol., 1959, 33 
(4), pp. 279-94, 

WEMELSFELDER, J. The short-term effect of the lswering of import duties in Germany. 
Econ, Jour., Mar. 1960, pp. 94-104. 





Business Finance; Investment and Security Markets; Insurance 


Barna, T. Progress report on investment behaviour in the firm in Great Britain. Cahiers 
Econ, de Bruxelles, no. 6, Feb. 1960, pp, 233-96. 

Boyer, D. La politique d'investissement dans ur groupe financier. Cahiers Econ. de 
Bruxelles, no. 6, Feb, 1960, pp. 251-68. 

Dasset, E. Résultats d’une encuéte belge sur les prévisions d’investissement—établisse- 
ment de prévisions d’investissement dans une entreprise de distribution. Cahiers Econ. de 
Bruxelles, no. 6, Feb. 1960, pp. 231-38. 


Desorr, A. La décision d’investir dans une entreprise industrielle. Cahiers Econ. de 
Bruxelles, no. 6, Feb. 1960, pp. 269-82. 

Junius, F. De indexatie van leningen. (With English summary.) Tijdschrift v, Econ.; 
1960, 5 (1), pp. 3-28. 

Marais, G. A study of the capital market in South Africa. Fin, & Trade Rev., Dec. 1959, 
pp. 413-35. 4 

Mever, J. R. Business motivation and tke investment decision. Cahiers Econ. de Bru- 
xelles, no. 6, Feb, 1960, pp. 239-50. 
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NevHaus, J. Grenzen und Möglichkeiten eines Vergleichs der Aktiengesellschaftsertrige 
einiger europäischer Lander. Schweiz, Zeitschr. f. Volkswirtschaft und Stat., Mar. 1960, 
pp. 78-89. ~ 

Nusson, C.-A., Business incorporations in Sweden: a study of enterprise 1849-1896. 
Econ. and Hist., 1959, 2, pp. 38-96. 

Sotporsxy, R. M. The size and maturity of direct-placement loans. Jour. Finance, Mar. 
1960, pp. 32-44. 

Tareren, L. La théorie de Dow. Contenu et applications. Vie Econ. et Soc., Mar. 1960, 
pp. 73-94, 

VERSTRAETEN, L. De gemeenschappelijke beleggingsfondsen (III). Rol en betekenis van de 
beleggingsfondsen. (With English summary.) Tijdschrift v. Econ., 1960, 5 (1), pp. 61-76. 

Project evaluation: methods and illustrations. Eleven papers by J. W. Coughlan and 
others, N.A.A, Bull., Sec. 1, June 1960, pp. 5-90. 


Business Organization; Managerial Economics; Marketing; Accounting 


Juns, A. F. Prices of Falcon and Corvair cars in Chicago and selected cities. Jour. Bus. 
Univ. Chicago, Apr. 1960, pp. 121-26. 

Moonırz, M. ann Nexson, C. L. Recent developments in accounting theory. Accounting 
Rev., Apr. 1960, pp. 206-17. 

VALENTINI, G. La pubblicità come forma speciale di rivalità fra le imprese. (With English 
summary.) Riv, Internaz. di Sci. Econ. e Com., Apr. 1960, pp. 336-50. 

Separating and using costs as fixed and variable. N.A.A. Bull., Sec. 3, June 1960, pp. 3-38. 


Industrial Organization; Government and Business; Industry Studies 


Asenjo Martinez, J. L. Nuevo cálculo sobre demanda futura de papel y cartón en 
España (1959-1973). De Economia, Jan.-Mar. 1960, pp. 89-120. 

Bascocx, H. A. What is wrong with the antitrust laws? Antitrust Bull., Jan.-Feb. 1960, 
‘pp. 27-32. 

Barnes, L. O. Airline subsidies—purpose, cause and control. Jour. Air Law Com., Autumn 
1959, pp. 311-22. 

Bracuam, A. The Restrictive Trade Practices Act 1956. Yorkshire Bull. Econ. Soc. Re- 
search, Dec, 1959, pp. 79-85. 

Borts, G, H. The estimation of rail cost functions, Econometrica, Jan. 1960, pp. 108-31. 

Draper, G. Unilateral refusals to deal under the Sherman Antitrust Act. Antitrust Bull., 
Nov.-Dec, 1959, pp. 785-800. 

Encisa, H, E. British steel: a unique record of public regulation. Can. Jour. Econ. Pol. 
Sci., May 1960, pp. 241-64. 

Farmer, R. N. Inland transportation entry and rate controls in the Arab Middle East. 
Land Econ., Feb, 1960, pp. 35-42. 

Forts, F. La politica nucleare in Italia. Rapporti fra Viniziativa pubblica e privata. 
(With English summary.) Riv. Internaz, di Sci. Ecor. e Com., Apr. 1960, pp. 301-24, 

Hare, G. E. anb Harz, R. D. Competition or control, IIL: motor carriers. Univ. Penn. Law 
Rev., Apr. 1960, pp. 775-831. 

Heats, J. B. The Restrictive Practices Court on competition and price restriction. Man. 
School Econ. Soc. Stud., Jan. 1960, pp. 1-18. 

Hecror, L. J. Problems of the CAB and the independent regulatory commissions. Yale 
Law Jour., May 1960, pp. 931-64. 

Jewxes, J. How much science? Econ. Jour., Mar. 1960, pp. 1-16. 

Loucuitm, J. T. Investigation and trial of Robinson-Patman Act cases before the Fed- 
eral Trade Commission (I, II). Antitrust Bull, Nov.-Dec. 1959, Jan.-Feb. 1960, pp. 
741-84; 45-76, 
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Marscuak, T., Capital budgeting and pricing in the French nationalized industries, Jour. 
Bus. Univ. Chicago, Apr. 1960, pp. 133-56. 

Maxwett, W. D. The regulation of motor-carrier rates by the Interstate Commerce Com- 
mission. Land Econ., Feb, 1960, pp. 79-91. 

Mux, V. A. Identical bid prices. Jour. Pcl. Econ., Apr. 1960, pp. "150-69. 

Rasam, B. J. What is right with antitrustr Antitrust Bull., Jan.-Feb. 1960, pp. 5-26. 

Reppaway, W. B. anp Suir, A. D. Progress in British manufacturing industries in the 
period 1948-1954, Econ. Jour., Mar. 1960, pp. 17-37. 

Sic, R. L. Progress under the Restrictive Trade Practices Act, 1956. Yorkshire Bull. Econ. 
Soc. Research, Dec. 1959, pp. 116-24, 

SotopnrKov, M. F. Costs of production in local industry and problems of pricing. Prob. 
Econ., Apr. 1960, pp. 17-22. 

Sturmey, S. G. Patents and progress in radio. Man. School Econ. Soc. Stud., Jan. 1960, 
pp. 19-36. 

Tresinc, H. M. What’s wrong with commission regulation? Pub. Util. Fort, May 12, 
1960, pp. 660-70. 

Wesron, G. E. Improving the antitrust laws and tkeir enforcement. Antitrust Bull., Jan.~ 
Feb. 1960, pp. 33-44. 

Exemptions from federal antitrust laws. Fed. Bar Jour., Winter 1960, pp. 4-73. 


Land Economics; Agricultural Economics; Economic 
Geography; Housing 

ATKINSON, L. J. Factors in the housing market. Surv. Curr. Bus., Apr. 1960, pp. 16-24. 

Crist, R. E. Land for the fellahin, XI. Am. Jour. Econ. Soc., Apr. 1960, pp. 311-22. 

Dremaria, G. La stabilizzazione dei redditi e dei prezzi in agricoltura. Giorn, d. Econ., 
Nov.-Dec. 1959, pp. 597-687. 

Fener, E. Feudalism and agriculural development: the role of controlled credit in Chile’s 
agriculture. Land Econ., Feb. 1960, pp. 92-108, 

FERNÁNDEZ Y FernAnprz, R. Notas sobre el problema agrario mexicano actual. El Tri- 
mestre Econ., Apr.-June 1960, pp. 203-8. 

Forte, F. N problema dell’energia nucleare in Italia e le sue soluzioni. (With English sum- 
mary.) Riv. Internaz. di Sci, Econ. e Com., Mar. 19€0, pp. 218-33. 

GasseR-STAGER, W. Die Entwicklungsbedirgungen der Landwirtschaft in einer stark in- 
dustrialisierten Volkswirtschaft. Wirtschait und Recht, 1960, 22 (1), pp. 40-56. 


Grorcescu-Rogecen, N. Economic theory and agrarian economics. Oxford Econ. Papers, 
Feb. 1960, pp. 1-40, 


Griticues, Z. Estimates of the aggregate U.S. farm supply function. Jour. Farm Econ., 
May 1960, pp. 282-93. 


Hesser, L. F. Conceptual models of capitel rationing among farmers. Jour. Farm Econ., 
May 1960, pp. 325-34. 

Hocan, W. P. Farm income stabilisation: commer:ts from the New Zealand experience. 
Kyklos, 1960, 13 (2), pp. 205-28, 

Horrinc, J. Schets van karakter en problematiek van de agrarische economie, De Econo- 
mist, Feb. 1960, pp. 81-93. 

Jounson, P. R. Land substitutes and changes in corn yields. Jour. Farm Econ., May 
1960, pp. 294-306, 


Newman, D. K. Housing in Britain and America. Mo. Lab. Rev., May 1960, pp. 449-59, 
Oran, R, W. Soviet agriculture since 1953. Pol. Sci. Quart., Mar. 1960, pp. 17-34. 
Parr, G. U. Problemi dello sviluppo agricolo. Riv. di Pol. Econ., Feb. 1960, pp. 311-38. 


Pavexis, G. A. AnD Timmons, J. F. Programming small watersheds development. Jour. 
Farm Econ., May 1960, pp. 225-40. 
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Pret, I. J., Jr. Southern forest-products and forestry: developments and prospects. Jour. 
Farm Econ., May 1960, pp. 268-81. 

-Sacarorr, S. Die energetische Struktur der Volkswirtschaft: Anwendung der Matrizen- 
rechnung in der volkswirtschaftlichen Energetik. Zeitschr. f. Nationalékon., 1960, 19 (4), 
pp. 363-69. 

Sarcent, F. O. Criteria for appraisal of planning water resource development agencies in 
Texas. Land Econ., Feb. 1960, pp. 43-51. 

SCHLEBECKER, J. T. Tke world metropolis and the history of American agriculture. Jour. 
Econ. Hist., June 1960, pp. 187-208. 

Stonz, P. A. The economics of housing and urban development. Jour. Royal Stat. Soc., 
1959, 122 (4), pp. 417-83. 

Torrey, G. S. anp Hastines, V. S. Optimal water allocation: the North Platte River. 
Quart. Jour. Econ., May 1960, pp. 279-95. 


Toussaint, W. D. AND Strone, P. S. Evaluating a farm machine prior to its introduction. 
Jour. Farm Econ., May 1960, pp. 241-51. 

van Hees, Ir. R. Organisatie en produktie van de landblouw in de Sovjet-Unie, L De 
Economist, Mar.-Apr. 1960, pp. 176-212. - 

v. Bitow, H. Atomenergisamarbejdet i Europa. @kon. og Pol., 1959, 33 (2-3), pp. 131-56, 

Waarton, C. R., Jr. The economic impact of technical assistance: a Brazilian case study. 
Jour. Farm Econ., May 1960, pp. 232-67. 


Labor Economics 


Aaron, B. The Labor-Management Reporting and Disclosure Act of 1959.-Harvard Law 
Rev., Apr. 1960, pp. 1086-1127. 

Arcursuci, F. Recent trends in women’s work in Italy. Internat. Lab. Rev., Apr. 1960, 
pp. 285-318. 

BACKMAN, J. Wage escalation and inflation. Indus. Lab. Rel. Rev., Apr. 1960, pp. 398- 
` 410, 

Becker, A. The work of the General Federation of Labour in Israel. Internat. Lab. Rev., 
May 1960, pp. 436-55. 

BremrEND, H. Some aspects of company wage policy. Jour. Indus. Econ., Mar. 1960, pp. 
122-32. 

Briers, G. A. Compulsory unionism. Rev. Soc. Econ., Mar. 1960, pp. 60-17. 

Bucuanan, J. M. anb Moss, J. E. A regional countermeasure to national wage stand- 
ardization. Am. Econ. Rev., June 1960, pp. 434-37. 

Dovry, H. M. Some effects of the $1.00 minimum wage in the United States, Economica, 

. May 1960, pp. 137-47, 
Furman, M. Experience with chikd labour legislation in the United States. Internat. 
Lab. Rev., Mar. 1960, pp. 233-47. 

Haas, B. Wage policy in Holland, Man. School Econ Soc. Stud., May 1960, pp. 177-206. 

Hewzry, W. V. Labor problems in the airline industry. Law and Contemp. Prob., Winter 
1960, pp. 43-56. 

Levinson, ‘H. M. Pattern bargaining: a case study of the automobile workers. Quart. 
Jour. Econ., May 1960, pp. 296-317. 

Lone, C. D. The illusion of wage rigidity: long and shart cycles in wages and labor costs. 
Rev. Econ. Stat., May 1960, pp. 140-51. 

Macssicx, G. AND Stewart, C. T., Jr. Recent Department of Labor studies of minimum 
wage effects. So. Econ. Jour., Apr. 1960, pp. 281-90. 

Marovanp, J. Earnings-drift in the United Kingdom, 1948- 57, Oxford Econ. Papers, Feb. 
1960, pp. 77-104. 
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Moorr, W. E. Notes for a general theory of labor organization. Indus. Lab. Ref. Rev., 
Apr. 1960, pp. 387-97. 
Morris, J. H. ano Wirriams, L. J. The South Wales sliding scale 1876-1879: an experi- 
ment in industrial relations. Man. Schocl Econ. Soc. Stud., May 1960, pp. 161-76. 
Nasu, E. Purchasing power of workers in the U.S.S.R. Mo. Lab. Rev., Apr. 1960, pp. 
359-64. 

NeEvFexp, M. F. The inevitability of political unionism in underdeveloped countries: Italy, 
the exemplar. Indus. Lab. Rel. Rev., Apr. 1960, pp. 363-86. 

NewrtuH, J. A. The soviet labour force in the fifties. Soviet Stud., Apr. 1960, pp. 363-72. 

Niveau, M. Les formes de la concurrence et la dispersion des salaires. Econ. Appliquées, 
Oct.-Dec. 1959, pp. 571-92. 

Ottver, E. L. Labor problems of the transportation industry. Law and Contemp. Prob., 
Winter 1960, pp. 3-21. 

Ostry, S. W. Inter-establishment dispersior. of occupational wage rates, Ontario and Que- 
bec, 1957. Can. Jour. Econ. Pol. Sci., May 1960, pp. 277-88. 

PERLMAN, M. Labor movement theories: past, present, and future. Indus, Lab, Rel. Rev., 
Apr. 1960, pp. 338-48. 

Puitrips, J. D. Labor’s share and “wage parity.” Rev. Econ. Stat., May 1960, pp. 164-74, 

Reper, M. W. Job scarcity and the nature of union power. Indus. Lab. Rel. Rev., Apr. 
1960, pp. 349-62, 

Ross, A. M. Changing patterns of industrial conflict. Mo. Lab. Rev., Mar, 1960, pp. 229- 
37. 

Saross, D. J. Postwar developments in international labor. Soc. Research, Spring 1960, 
pp. 49-62. 

Smuts, R. The meaning of historical statistics on the female labor force, Jour. Am. Stat. 
Assoc., Mar. 1960, pp. 71-79. 

Stem, R. L. Unemployment and job mobility. Mo. Lab. Rev., Apr. 1960, pp. 350-58. 

Torres, N. A. The purposes and results cf U. S. minimum wage laws. Mo. Lab. Rev., 
Mar. 1960, pp. 238-42. 

Toner, J. L. AND OTHERS. Symposium on right-to-work laws, Rev. Soc. Econ., Mar. 1960, 
pp. 1-59. 

Turner, H. A. Employment fluctuations, labour supply and bargaining power. Man. 
School Econ. Soc. Stud., May 1959, pp. 175-202. 

. Employment fluctuations, productivity and cost-inflation in manufacturing in- 

dustry. Internat. Lab. Rev., May 1960, p2. 379-402, 

. Wages, productivity and the level of employment: more on the “wage drift.” 
Man. School Econ. Soc. Stud., Jan. 1960, ap. 89-123. 

Yanowirca, M. Trends in differentials between salaried personnel and wage workers in 
soviet industry. Soviet Stud., Jan. 1960, pp. 229-52. 

Effects of the $1 minimum wage in six areas, 1956-59, Mo, Lab. Rev., May 1960, pp. 472- 
78. 








Population; Welfare Programs; Standards of Living 
Enxe, S. The gains to India from population control: some money measures and incentive 
schemes. Rev. Econ. Stat., May 1960, pp. 175-81. 
Gutman, R. In defense of population theozy. Am. Soc. Rev., June 1960, pp. 325-33. 


Hacen, E. E. Accroissement démographique et croissance économique. Population, Jan.~ 
Mar. 1960, pp. 97-114. 


Leres, D. S. The economics of health services, Lloyds Bank Rev., Apr. 1960, pp. 26-40. 


Lovo, G. La población actual de México. Estado actual y tendencias, 1950-1980, Investi- 
gacion Econ., 1960, 20 (1), pp. 3-104. 
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Myers, R. J. Economic security in the Soviet Union. Transac. Soc. Actuaries, Nov. 1959, 
pp. 723-45, 

Peacock, A. T. Eine analyse der kritischen Entwicklung zum Wohlfahrtsstaat. (With 
English summary.) Ifo-Stud., 1959, 5, (1/2), pp. 23-36. 

PETERSEN, W. The demographic transition in the Netherlands. Am. Soc. Rev., June 1960, 
pp. 334-46. 

Sauvy, A. Problèmes de population en Communauté européenne. Riv. di Pol. Econ., Mar. 
1960, pp. 467-80. 

Srewarr, C. T., Jr. Migration as a function of population and distance. Am. Soc. Rev., 
June 1960, pp. 347-55. : 


Van per Kroer, J. Cultural aspects of Indonesia’s demographic problem, Pop. Rev., Jan. 
1960, pp. 27-39. 


Yamamoro, H. Problems of emigrant-transportation in Japan. Kobe Econ. & Bus. Rev., 
1959, 6th Annual Report, pp. 61-74. 


Related Disciplines 


Croprsey, J. On the relation of political science and economics. Am, Pol. Sci. Rev., Mar. 
1960, pp. 3-14. Í 


Howey, R. S. Availability of foreign language books in economics. Am. Econ. Rev., June 
1960, pp. 433-34. 
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NOTES 


SEVENTY-THIRD ANNUAL MEETING OF THE AMERICAN 
ECONOMIC ASSOCIATION 


Chase Park Plaza Hotel, St. Louis, Missouri—December 28-30, 1960 
Preliminary Announcement of the Program, July 15, 1960 
The sessions are organized around the broad theme “Frontiers of Economic Knowledge.” 


Tuesday, December 27, 1960 
6:00 P.M. Executive COMMITTEE DINNER MEETING 


Wednesday, December 23, 1960 
9:30 A.M. Monetary THEORY: New anp Dip Looxs 


Chairman: Ett SHaptro, Massachusetts Institute of Technology 
Papers: James Tosin, Yale University 

Joun KareExen, University of Minnesota 

Kart Bruwner, University of California, Los Angeles 
Discussants: To be announced 


ANTITRUST PROBLEMS 


Chairman: Eowaro S. Mason, Harvard University 
Papers: The Anti-Merger Act, 1950-1960 
M. A. AveLman, Massackusetts Institute of Technology 
Policy Implications of A Theory of Inter-Firm Organization 
ALMARIN PHILLIS, University of Virginia 
Mergers and Cartels: Some Reservations about Policy Trends 
Donatp J. Dewey, Duke University 
Discussants: James W. McK, Varcerbilt University 
REUBEN E, SIŒSINGER, University of Pittsburgh 
Jerome B. Comen, College of the City of New York 


2:30 p.m. Economic Awatysis oy URBAN Prosiems (Joint Session with Regional Sci- 
ence Association) 


Chairman: SHERMAN J. Matset, University of California, Berkeley 
Papers: Intra-Urban Location Theozy 
CHartes M. Tresout, University of California, Los Angeles 
Contrasts in Agglomeration—New York and Pittsburgh 
BenyamMin Curitz, University of Pittsburgh 
Pricing Policies in Urban Redevelopment 
Lovis Wisnicx, New York State Commission on Economic 
Expansion 
Diseussants: BARBARA R. Berman, Harvard University 
Britton Harets, University of Pennsylvania 
Irvine Morrissert, Purdue University 


PUBLIC UTILITIES AND TRANSPORTATION 


Chairman: Ben W. Lewis, Oberlin College 
Papers: Fully Distributed Costs in Utility Ratemaking 
James C. Bowsricut, Columbia University 
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Evaluation of Statistical Accounting as Applied to Transportation 
Industries 
Joan R. Mever, Harvard University 
GERALD Erarr, Harvard University 
Discussants: H. THomas Korii, University of Oregon 
DANIIL Marx, JR., Dartmouth College 
RicHarp A. Tygout, Ohic State University 
FRONTIERS IN Uncertainty THEORY—THE EVIDENCE OF FUTURES MARKETS 
(Joint Session with Econometric Society) 
Chairman: D. GALE JoHNson, University of Chicago 
Papers: An Introduction to Behavior Analysis 
HorsrooE WORKING, Stanford University 
Systematic and Random Elements in Short-Term Price Movements 
HENDRIK S. HOUTHAKKER, Harvard University 
Common Elements in Futures Markets in Commodities and Bonds 
PAUL CocTNER, Massachusetts Institute of Technology 
Discussants: RutH P. Macx, National Bureau of Economic Research 
MICHAL BRENNAN, Brown University 
Marc NEeErtove, Stanford University 


8:00 P.M. PRESIDENTIAL ADDRESS 


Chairman: PauL H. Dovuctas, United States Senate 
Presidential Address’ THropore W. ScmuLrtz, University of Chicago 


Thursday, December 29, 1960 
9:30 a.m. Economic DEVELOPMENT IN MAINLAND CHINA 


Chairman: FRANKLIN L. Ho, Columbiz University 
Papers: National Income of the Chinese Mainland 1958-59 
Ta-Cuuwc Liv, Cornell University and 
K. C. Yen, The Rann Corporation 
The Statistical System of Mainland China With Particular Refer- 
ence to Agriculture 
Cuom-Mme Li, University of California, Berkeley 
Sino-Soviet Economic Relations: A Reappraisal 
ALEXANDER ECKSTEIN, University of Rochester 
-- Discussants: FRANKLYN D, Horzman, University of Washington 
Swney Kier, Rutgers University 
Macro-Economic THEORIES or INCOME DISTRIBUTION 
Chairman: MARTIN BRONFENBRENNER, University of Minnesota 
Papers: Conflicting Views on Relative Shares 
Metyin W. REDER, Stanford University 
Real versus Monetary Theories of Income Distribution 
SIDNEY WEINTRAUB, University of Pennsylvania 
Distributional Effects of Alternative Monetary and Fiscal Policies 
Oswatp =I. BRowN er, University of Minnesota and 
ALFRED E. Conran, Harvard University 
Discussants: RoBERT W. OZANNE, University of Wisconsin 
Borts >. Pesex, Michigan State University 
CAPITAL THEORY 
Chairman: Ropert DorrMan, Harvard University 
Papers: Implications of Capital Theory for Economic Development Pro- 
grams 
Otro Ecrstrin, Harvard University 
Implications of Capital Theory for Corporate Investment Decisions 
Jack Hirssretrer, University of Chicago 
Implications of Capital Theory for Statistical Measurement of 
Capital and Wealth 
Joen W. Kenprick, George Washington University 
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Discussanis: Francis M. Bator, Massachusetts Institute of Technology 
Vernon L. SmatH, Purdue University 
Zvi H. GriticHes, University of Chicago 


12:30 p.m. Economic ADJUSTMENTS AMONG NaTions (Joint luncheon with American 
Finance Association) À. 
Paper: Economic Adjustments Among Nations 
THEODORE O. YNTEMA, Ford Motor Company 


2:30 P.M., ECONOMIC EDUCATION: CHALLENGE TO OUR PROFESSION 


Chairman: Axroor F. Burns, Columbia University 
Papers: This is Economics in the Schools 
Paut R. Orson, State University of Iowa 
This is Economics 
Howar S. Ers, University of California 
The Responsibility of the Profession 
G. L. Bacu, Carregie Institute of Technology 
Discussanis: G. SHoREY PETERSON, University of Michigan 
E. T. WEER, Purdue University 
Wreat: A PERMANENT NEED FOR A GOVERNMENT Procram (Joint Session 
with American Farm Economics Association) 
Chairman: G. E. Branpow, Pennsylvania State University 
Papers: Titles to be announced 
Heren C. FarnswortH, Food Research Institute, Stanford Uni- 
versity 
Joun’ A. Scuwirtxer, Kansas State University 
Discussants: O. H. Browner, University of Minnesota 
L. E. Fouraxrr, Pennsylvania State University 
Carvin B. Hocver, Duke University 
PROBLEMS oF Economic INSTABILITY IN OTHER COUNTRIES 
Chairman: R. A. Gorpon, University of California, Berkeley 
Papers: Postwar Developments in the Scandinavian Countries 
Errk LUNDBERG, University of California, Berkeley 
Growth and Stability in the Postwar Italian Economy 
Grorcr H. Hirprsranp, Cornell University 
Business Cycles in Postwar Japan 
SmicEeto Tsuru, Hitotsubashi University 
Discussants: GARDNER ACKLEY, University of Michigan 


8:00 P.M. INVITED LECTURE 


Chairman: Lroyp G. Reynorps, Yale University 
Paper: The General Theory After Twenty-Five Years 
Harry G. Jomnson, University of Chicago 
Discussants: Arvin H. Hansen, Harvard University 
Davin McCord Wricut, McGill University 
ABBA P. Lerner, Michigan State University 
LAWRENCE R. KEI, University of Pennsylvania 


Russian Waces (Joint Session with the Industrial Relations Research As- 
sociation) 


Chairman: Asram Bexrcson, Harvard University 
Papers: ‘Recent Developments in the Soviet Wage Structure and the 
Work of the Wage Commission 
Water GALenson, University of California, Berkeley 
Comparative Developments in Wage Structure of the Stee] In- 


dustry in the Soviet Union, Poland, Yugoslavia and Western 
Countries 


GARDINER CLARKE, Cornel? University 
Discussants: Emity C. Brown, Vassar College 


Harotp M. Dourty, Bureau of Labor Statistics 


NOTES 853 


Friday, December 30, 1960 
9:30 A.M. Tue BALANCE or PAYMENTS or Toe UNITED STATES: PROBLEMS AND PROSPECTS 


Chairman: CHANDLER Morse, Cornell University 
Papers: Disturbances and Adjustments in Recent U.S. Balance of Pay- 
. ments Experience 
Hat B. Lary, National Bureau of Economic Research 
Unbalanced International Accounts: Diagnosis and Therapy 
J. Hersert Furts, Board of Governors of the Federal Reserve 
System 
The Adequacy of United States Gold Reserves ' 
E. M. Bernstein, E.M.B. (Ltd.) 
Discussants: James Burtie, W. R. Grace and Company 
Jarostay VANEK, Harvard University 
Economics AND NATIONAL Security 
Chairmen: T. C. Scuetrinc, Harvard University 
Papers: The Propensity to Reduce The National Debt Out of Defense 
Savings 
Evate Benoit, Columbia University 
Which Industries Would Be Most Important in a Postwar U.S. 
Economy? 
Donar V. T. Bear, Stanford University 
Paur G. CzarK, Williams College 
Strategy in Active Defense 
W. THorwton Reap, Bell Telephone Laboratories 
The Interrelationship of Strategic Objectives 
Dan Extsperc, The RAND Corporation 
The Economics of Stand-By Capacity for Military Emergencies 
Arren R. Fercuson, Northwestern University 
Distrisution Costs—Concerts AND Measures (Joint Session with American 
Marketing Association) 
Chairman: Wrtarp W. Cocrrane, University of Minnesota 
Papers: The Effects of Distribution Costs on Demand 
LESTER Tetser, University of Chicago 
Specializatior, Scale and Costs ir. Retailing 
Ricwarp H. Horton, University of California, Berkeley 
An Interpretation of Changes in Agricultural Marketing Costs 
F. V. Wave, U.S. Department of Agriculture, and 
KENNETH Ocren, U.S. Department of Agriculture 
Discussants: WarReN J. Bikey, University of Notre Dame 
Reavis Cox, University of Pennsylvania 


2:30 pat. Tae INFLUENCE or Morar Anp Socrat Rzsponsismiry on Economic BE- 
HAVIOR 


Chairman: LELAND J. Gordon, Denison University 
Papers: The Influence of Moral and Social Responsibility on Advertising 
and Selling Practices 
Cotsron E. Warne, Amherst College 
The Influence of Moral and Social Responsibility on Executives of 
Large Corporations 
Ernest Date, Cornell University 
The Influence of Moral and Social Responsibility on Selling Con- 
sumer Credit 
Arce TRoELSTRUP, Stephens College 
Discussants: Howard M. Tear, JR., Haverford College 
Raymonp T. Bye, University of Pennsylvania 
Dexter M. Keezer, McGraw-Hill Publishing Co. 
THE CASE or INDIA 
Chairman: WILFRED MALENBAUM, University of Pennsylvania 
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Papers: Development Horizons for India 
George Rosen, United Nations Secretariat 
The Strategy of Planning with Special Reference to the Third Plan 
Don D. Humrarey, Fletcher School of Law and Diplomacy 
Performance and Plan: Analysis of the Gap, 
AsHox Mirra, International Bank for Reconstruction and De- 
velopment 
Discussants: Wiuu1am W. Horrister, Washington, D.C. 
CHARLES Wotr, JR., The Ranp Corporation 
MANAGERIAL Economics: A New FRONTIER? 
Cheirman: Merton H. Muer, Carnegie Institute of Technology 
Papers: The Current State of Managerial Economics 
W. W. Cooper, Carnegie Institute of Technology 
What Can Economic Theory Contribute to Managerial Eco- 
nomics? 
Writs J. Baumotr, Princeton University 
What Can Managerial Economics Contribute to Economic 
Theory? 
Cartes J. Hiroe, The RAND Corporation 
Discussants: Jourus Marcouis, University of California, Berkeley 
Avan Manne, Yale University 
Franco Mopicrianr, Northwestern University 


5:00 P.M. BUSINESS MEETING 


6:00 P.M. EXECUTIVE COMMITTEE DINNER MEETING 


New PUBLICATIONS 


The first issue of Yugoslav Survey, a quarterly journal in English, was published in 
April 1960. The Survey contains documentary and informative articles on the economic, 
social and cultural life of Yugoslavia. Communications about the journal should be sent 
to Jugoslavija Publishing House, Nemanjina 34, Belg-ade, Yugoslavia. 

The International Training and Research Center for Development, IRFED, is now 
publishing a quarterly review Développerient et Civilisations devoted to problems of 
undeveloped countries. Communications and manuscripts should be sent to the editor, 
Madeleine Trebous, 29, Place du Marché-Saint-Honoré, Paris 1°, France. 


Announcements 


Creation of a National Task Force on Eccnomic Education has been announced by Theo- 
dore W. Schultz, president of the American Economic Association and by Donald K. 
David, chairman of the Board of the Committee for Economic Development, which is 
sponsoring the undertaking. The primary objective of the Task Force is to attempt to de- 
fine what economics high school students should and can be taught for effective citizen- 
ship and participation in our democratic system. 

Professor Schultz has made the following appointments to the group: George L. Bach, 
Carnegie Institute of Technology, chairman; Lester V. Chandler, Princeton University; 
Robert A. Gordon, University of California, Berkeley; Ben W. Lewis, Oberlin College; and 
Paul A. Samuelson, Massachusetts Institute of Technology. Recommendations will repre- 
sent their independent views and not the views of the American Economic Association, 
the Committee for Economic Development or any other special economic group. 


The Social Science Research Council’s annual announcement describing fellowships and 
grants to be awarded in 1960-61 is now ready for distribution. It lists the following pro- 
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grams to be continued without major changes: research training fellowships, faculty re- 
search fellowships; grants-in-aid of research; grants for research on national security 
policy. Under joint sponsorship with the American Ccuncil of Learned Societies, grants 
are to be offered to mature scholars for research in the social sciences and humanities on 
certain foreign areas. , 

Applications for some categories of awards will be due not later than November 1. In- 
quiries should be addressed to the Social Science Research Council, 230 Park Avenue, 
New York 17, N.Y. 


Economists from about 40 nations will meet in Geneva, Switzerland in the summer of 
1961 for an International Conference on Input-Output Techniques. The meeting will take 
place in the Palais des Nations from August 28 through September 1, 1961. The Con- 
ference is being organized by the Harvard Economic Research Project of Harvard Uni- 
versity in association with the United Nations Secretariat and is supported with funds 
from the National Science Foundation and the Rockefeller Foundation. Wassily Leontief, 
Henry Lee Professor of economics at Harvard University, will be chairman of the con- 
ference. Dr. Elizabeth Gilboy, lecturer on economics at Harvard, will be secretary general. 


The Fund for Social Analysis is again offering a limited number of grants-in-aid for 
studies of problems posed by Marxist theory and its application. Grants will ordinarily 
range from $500 to $3,000. Address the Corresponding Secretary, The Fund for Social 
Analysis, Room 2800, 165 Broadway, New York 6, N.Y. 


“ Deaths 


Carl R. Bye, Syracuse University, May 23, 1960. 

Fred C. Croxton, Washington, D.C., April 3, 1960. 

Heinrich W. Liick, Godesberg, Germany. 

Archibald M. McIsaac, Syracuse University, January 11, 1960, 
Curtis H, Morrow, May 7, 1960, 

Edwin E, Witte, emeritus, University of Wisconsin, May 6, 1960. 
Harry D. Wolf, University of North Carolina, June 8, 1960. 


Retirements 


Thomas A, Budd, Wharton School, University of Pennsylvania, June 1960. 

Paul J. FitzPatrick, Catholic University of America. 

Floyd B. Haworth, University of Dlinois, September 1960. 

David B. Jeremiah, Wharton School, University of Pennsylvania, June 1960. 

A. L. Lomax, University of Oregon. 

Elinor Pancoast, Goucher College, September 1960. 

Wilbur C. Plummer, Wharton School, University of Pennsylvania, June 1960. 
Robert Riegel, University of Buffalo, July 1960. 


Visiting Foreign Scholars 
Bruno Leoni, University of Pavia: distinguished visiting scholar, Thomas Jefferson 
Center for Studies in Political Economy, University of Virginia, fall term, 1960. 
Erik Lundberg, University of Stockholm: visiting research professor of economics, 
University of California, Berkeley, 1960-61. 
Robin Marris, Kings College, Cambridge University: visiting professor of economics, 


University of Texas, fall semester; lecturer in economics, spring semester 1961, Univer- 
sity of California, Berkeley. 
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Hla Myint, visiting professor of economics, Cornell University, spring term, 1961. 


J. N. Wolfe, University of Toronto: visiting professor of economics, University of Cali- 
fornia, Berkeley, 1960-61. 


William Woodruff, Melbourne University: University of Illinois, 1960-61. 


Promotions 


Edward Ames: professor of economics, School of Industrial Management, Purdue Uni- 
versity. 

E. J. Ball: professor of business administration, University of Arkansas. 

Gary S. Becker: professor of economics, Columbia University; Ford research professor, 
1960-61. 

Joseph W. Conard: professor of economics, Swarthmore College. 

Paul G. Darling: professor of economics, Bowdoin College. 

R. Kirby Davidson: professor of economics, School of Industrial Management, Purdue 
University. 

Robert R. Dince: associate professor, College of Business Administration, University of 
Georgia. 

Norton T. Dodge: assistant professor of economics, University of Maryland, 


Richard A. Easterlin: professor of economics, Wkarton School, University of Pennsyl- 
vania. 


Otto Eckstein: associate professor of economics, Harvard University. 

Robert R. Edminster: associate professor of economics, University of Utah. 

Eber W. Eldridge: associate professor of economics and sociology, Iowa State University 
(Ames). 

Frederic N. Firestone: assistant professor of economics, Wellesley College. 

Leslie Fishman: associate professor of economics, University of Colorado. 

Gilbert L. Gifford: professor of economics, University of Arizona. 

John G. Gurley: professor of economics, University of Maryland. 

Howard H. Hines: professor of economics and sociclogy, Iowa State University (Ames). 

A. M. Huq: associate professor of economics, University of Vermont. 


Donald P. Jacobs: associate professor of finance, School of Business, Northwestern Uni- 
versity. 

Alexandre Kafka: professor of economics, University of Virginia. 

Mark L. Kahn: professor of economics, Wayne State University. 

John W. Kendrick: professor of economics, George Washington University. 


Clifton H. Kreps: Wachovia Professor of Banking, School of Business Administration, 
University of North Carolina. 


Harold C. Krogh: professor of business administration, University of Kansas. 

Harvey Leibenstein: professor of economics, University of California, Berkeley. 

John M. Letiche: professor of economics, University of California, Berkeley. 

E. E. Liebhafsky: professor of economics, Agricultural and Mechanical College of Texas. 
F. Ray Marshall: professor of economics, Louisiana State University. 

Edwin S. Mills: associate professor of economics, Johns Hopkins University. 

John R. Moore: professor of business acministration, University of Tennessee. 


Richard R. Newberg: professor, department of agricultural economics and rural sociol- 
ogy, Ohio State University. 


‘Hugh S. Norton: professor of transportaticn, University of Tennessee, 
Arthur M. Okun: associate professor of eccnomics, Yale University. 
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Robert C. Ortner: lecturer on statistics, Wharton School, University of Pennsylvania. 
James P. Payne, Jr.: professor of economics, Louisiana State University. 

Joseph S. Peery: assistant professor of economics, University of Utah. 

A. A. Pepelasis: associate professor of economics, University of California, Davis. 

Boris P. Pesek: associate professor of economics, Michigan State University. 

Frank S. Pinet: associate professor of business administration, University of Kansas. 


Stanley Reiter: professor of economics, School of Industrial Management, Purdue Uni- 
versity, 


V. W. Ruttan: professor, agricultural economics department, Purdue University. 
Wilson E. Schmidt: professor of economics, George Washington University. 
Leon M. Schur: associate professor of economics, Leuisiana State University. 


J. T. Scott: associate professor of economics and sociology, Iowa State University, 
(Ames). 


Richard E. Shannon: associate professor of economics, Montana State University. 


Edgar T. Shaudys: associate professor, department of agricultural economics and rural 
sociology, Ohio State University. 


Jobn W. Skinner: associate professor of economics, George Washington University. 
Gerald G. Somers: professor of economics, University of Wisconsin. 
Jack D. Steele: professor of business administration, University of Kansas. 


George Strauss: professor, school of business administration, department of industrial 
relations, University of Buffalo. 


Ronald L. Stucky: professor of industrial management and associate dean, School of 
Industrial Management, Purdue University. 


Milton C. Taylor: professor of economics, Michigan State University. 
D. W. Thomas: professor of agricultural economics, Furdue University. 


Erik Thorbecke: associate professor of economics and sociology, Iowa State University 
(Ames), 


Charles M. Tiebout: associate professor of economi:s, University of California, Los 
Angeles, 


Thomas A. Yancey: associate professor of economics, University of Illinois. 
Wesley J. Yordon: assistant professor of economics, University of Colorado. 


Administrative Appointments 


D. E. Armstrong: professor and director of the School of Commerce, McGill University. 
Floyd Bond: dean, School of Business Administratior, University of Michigan. 
Sol S. Buchalter: chairman, department of finance, San Fernando Valley State College. 


James D. Calderwood: chairman, department of business economics and international 
trade, School of Business Administration, University of Southern California. 


Robert G. Cox: vice dean, undergraduate division, Wharton School, University of 
Pennsylvania. 


Maurice E. Dance: chairman, department of economics, San Fernando Valley State 
College. 


John 5. Day: associate dean, Schcol of Industrial Management, Purdue University. 


Lowell E. Gallaway: director, Bureau of Business Services and Business Research, San 
Fernando Valley State College. 


William F. Hellmuth: dean, College of Arts and Sciences, Oberlin College, 


Donald D. Humphrey: director, William L. Clayton Center of International Economic 
Affairs, Fletcher School of Law and Diplomacy, Tufts University. 


C. Clyde Jones: chairman, department of business administration, Kansas State College. 
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E. W. Kierans, McGill University: president of the Montreal and Canadian Stock 
Exchanges. 


William B. Keeling: director and professor, Bureau of Business Research, University of 
Georgia. 


Hal B. Lary: associate director of research, National Bureau of Economic Research. 
Stephen L. McDonald: head, department of economics, Louisiana State University. 


John Nordin: acting head, department of economics, Iowa State University (Ames), 
1960-61. 

Raymond Pelissier: director, School of Business Administration, Georgetown Univer- 
sity. 

Edward S. Shaw: acting executive head, department of economics, Stanford University, 
1960-61. 


John W. Skinner: acting executive officer, department of economics, George Washing- 
ton University. 


Daniel L. Spencer, Southern Mlinois University: professor of economics and head of 
department of economics, Howard University. 


Sidney Weintraub: chairman, departmert of economics, Wharton School, University 
of Pennsylvania, 


Richard M. Westebbe, Board of Governors, Federai Reserve System: executive director, 
Foreign Trade Administration, Ministry of Commerce, Greece. 


Nathaniel Wollman: chairman, department of economics, University of New Mexico. 


Appointments 


Arthur T. Andersen: instructor, department of economics, Boston University. 
Y. B. Awh: assistant professor of econcmics, Nichols State College, Louisiana. 
Thomas R. Beard: assistant professor cf economics, Louisiana State University. 


Philip W. Bell, University of California, Berkeley: associate professor of economics, 
Haverford College. 


David Bodenberg: instructor in economics, Princeton University. 


Norman M. Bradburn: assistant professor of behavioral sciences, Graduate School of 
Business, University of Chicago. 


George F. Break, University of California, Berkeley: member of senior staff, Brook- 
ings Institution, for special research. 


Ayers Brinser: professor of economics, University of Colorado. 


J. E. Brown, University of Florida: assistant professor of economics, University of 
Washington. 


Conrad Caligaris: assistant professor of business and economics, University of Maine. 


Robert W. Campbell: visiting associate professor, University of California, Berkeley, 
fall term; associate professor of economics, Indiana University, beginning February 1961. 


George K. Chacko: analyst, operations -esearch section, Atlas Powder Company. 


Robert J. Connor: instructor in production management, Graduate School of Business, 
University of Chicago. 


Ward S. Curran: instructor in economics, Trinity College. 


Michael F. Dacey: assistant professor of regional science, Wharton School, University 
of Pennsylvania. 


Ernest M. DeCicco: instructor, department of economics, Boston University. 


Harold Demsetz: assistant professor, department of economics, University of Cali- 
fornia, Los Angeles. 


W. Stanley Devino: assistant professor of business and economics, University of Maine. 


Donald Dewey, Duke University: associate professor of economics, Columbia Univer- 
sity. 
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Peter O. Dietz: instructor in finance, School of Business, Northwestern University. 
Lev E. Dobriansky: professor of economics, Georgetown University. 


Peter Drucker: visiting professor of industry, Wharton School, University of Pennsyl- 
vania, 


I, M. Drummond? lecturer, department of political economy, University of Toronto. 

James N. Duprey: staff of econamics department, University of North Dakota. 

Carl T. Eakin, University of Notre Dame: associate professor of marketing, University 
of Georgia. 

Edward C. Fei, formerly of Swerthmore College: associate professor of economics, 
University of Wisconsin. 

William J. Fellner: Ford research professor, Columbia University, 1960-61. 

Lehman B. Fletcher, University of California, Los Angeles: assistant professor of eco- 
nomics, Iowa State University (Ames). 

Hugh W. Folk: lecturer in economics, University of California, Berkeley, 1960-61. 

D, F. Forster: lecturer, department of political economy, University of Toronto. 

Karl A, Fox, Iowa State University (Ames): visiting professor of economics, Harvard 
University. ~* 

Harry L. Franklin: visiting lecturer, department of economics, Georgetown University. 

Daniel R. Fusfeld, Michigan State University: appointment at University of Michigan. 

Lloyd L. Gallardo, Michigan Stace University: appointment at St. Mary’s College, 
California. 

Jamshed Ghandhi: lecturer in finance, Wharton School, University of Pennsylvania. 

‘Herbert A. Goertz: instructor in economics, Dartmouth College. 

Raymond W, Goldsmith: professor of economics, Yale University. 

H. A. J. Green: assistant professor, department of political economy, University of 
Toronto. 

James L. Green, Wright-Patterson Air Force Base: professor of economics, College of 
Business Administration, University of Georgia. 

Karl D. Gregory: assistant professor of economics, Wayne State University. 


George F. Hadley: associate professor of business administration, Graduate School of 
Business, University of Chicago. 


George D. Hanrahan, University of Minnesota: assistant professor of economics, Saint 
Louis University. 


Alvin H. Hansen, Harvard University: fellow, Center for Advanced Studies, Wesleyan 
University, second semester, 1960-61. 


Hugh G. Hansen: visiting associate professor of economics, Cornell University, 1960- 
61. 


D. G. Hartle: assistant professor, department of political economy, University of 
Toronto. 


Rex D. Helfinstine, formerly Agricultural Research Service, U.S. Department of Agri- 
culture: staff of economics department, South Dakota State College. 


W. J. Herman: instructor in business administration, University of South Florida. 

Donald D. Hester: instructor in economics, Yale University. 

Forest G, Hill, University of Buffalo: professor of economics, University of Texas. 

Alan Hoffman: associate visiting professor, New School for Social Research. 

Hendrik S. Houthakker, Stanford University: professor of economics, Harvard Univer- 
sity. 

Hans J. Jaksch, formerly University of Frankfurt/Main: assistant professor of eco- 
nomics, The Rice Institute, 
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C. Hayden Jamison, Beloit State Bank: lecturer in economics, Beloit College, 1960- 
1961. 

Sidney L. Jones: assistant professor of business administration, School of Business, 
Northwestern University. 

S. J. Kagan, Joint Council on Economic Education: faculty of School of Business Ad- 
ministration, University of Oregon. 

Reuben A. Kessel: assistant professor of business economics, Graduate School of Busi- 
ness, University of Chicago. 

Robert E. L. Knight, University of New Mexico: assistant professor of economics, 
University of Maryland. 

Frederick E. Kottke: assistant professor of economics, University of Southern Cali- 
fornia. 

Aranka E, Kovacs: lecturer in economics, McGill University. 

Sigmund Krauthamer: assistant professar of economics, University of Utah. 

Marian Krzyzaniak, Montana State University: lecturer 1960-61, The Johns Hopkins 
University. 

Simon Kuznets, The Johns Hopkins Un-versity: professor of economics, Harvard Uni- 
versity. 

Richard A. LaBarge, Southern Methodist University: financial analyst, Ford Motor 
Company. 

Alexis E. Lachman, International Cooperation Administration, Rome: financial advisor 
to Finance Minister of Laos. 

William E. Laird, Jr.: assistant professor of economics, Florida State University. 

Norman Levine: research economist, Systems Research Group, Mineola, L.I. 

Fritz Machlup, The Johns Hopkins University: professor of economics and director, 
International Finance Section, Princeton University. 

William L. McDaniel, Princeton University: assistant professor of economics, Univer- 
sity of New Mexico. 


Raymond H. McEvoy, Montana State University: economist, Bank of America Na- 
tional Trust and Savings Association, San Francisco. 

David McFarland: lecturer in economics, Princeton University. 

Jack Melitz: fellow at Thomas Jefferson Center for Studies in Political Economy, 
University of Virginia. 

E. D. Milenev: assistant professor of economics, Hartwick College. 

Richard A, Miller: instructor in economics, Wesleyan University. 

Jacob Mincer; associate professor of ezonomics, Columbia University. 


John B. Miner, University of Pennsylvania: associate professor, School of Business 
Administration, University of Oregon. 


Harry A. Miskimin, Jr.: instructor in economics, Yale University. 
Aurelius Morgner: associate professor of economics, University of Southern California. 
John G. Myers: assistant professor of economics, University of Colorado. 


H. R. Neville: visiting professor of eccnomics aug management, Louisiana State Uni- 
versity, first semester, 1960-61. 


Alan T. Nichols: assistant professor of econorcics, School of Business, University of 
South Dakota. 


Alfred Parker: instructor in economics, Oklahoma State University. 

Jan Parker: instructor in economics, Wellesley College. 

Hugh T. Patrick: assistant professor of economics, Yale University. 

Edmund S. Phelps, Jr.: assistant professor of economics, Yale University. 
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Gerald A. Pinsky : instructor in economics, Dartmouth College. 


Sher J. Rana, University of Alaska: assistant professor of economics, University of 
Puerto Rico. 


Gustav Ranis: assistant professor of economics, Yale University. 


James R. Ratliff: assistant professor of accounting, School of Business Administra- 
tion, University of Pittsburgh. 


Ira J. Rees: assistant professor of business administration, University of Georgia. 

Dennis Reinmuth: staff of economics department, University of North Dakota. 

Richard A. Ridilla, University of Pittsburgh: positicn with the Pittsburgh National 
Bank, 


Gaston V. Rimlinger, formerly Princeton University: associate professor of economics, 
The Rice Institute. 


J. Thomas Romans: lecturer, department of economics, University of Buffalo. 


Stephen W. Rousseas: visiting associate professor of economics, University of Mary- 
land, 1960-61. 


David J. Saposs: lecturer in international labor relations, School of International 
Service, The American University. 


Wolfgang Schoellkopf: instructor in economics, Cornell University, 1960-61. 
M. C. Schnitzer, University of Florida: staff of Virginia Polytechnic Institute. 


David Schwartzman: associate professor, department of economics, New School for 
Social Research. 


Martin Shubik: visiting professor of economics, Yale University. 
Ronald E., Simmons: assistant professor of economics, DePauw University. 


Rudolph Skandera: assistant professor of accounting, College of Business Administra- 
tion, University of Georgia. 


John H. Smith: professorial lecturer in statistics, Graduate School of Business, Uni- 
versity of Chicago. 


Eugene Smolensky, University of Pennsylvania: assistart professor of economics, Haver- 
ford College. 


Richard C. Spangler, Montana State University: reseerch post, University of Hawaii. 

Case Sprenkle: assistant professor, department of economics, University of Illinois, 

Thirukodikaval N. Srinivasan: instructor in economics, Yale University. 

Barry Supple: associate professor of economic history, McGill University. 

Izumi Taniguchi, University of Texas: assistant professor of economics, University of 
Missouri. 

Daniel Thorner, Indian Statistical Institute, Bombay: associate professor, Ecole Pratique 
des Hautes Etudes, Sorbonne, Paris, 1960-61. 


S. G. Triantis: associate professor in the department of political economy, University 
of Toronto. 


Jan V. Tumlir: instructor in economics, Yale University. 


Hirofumi Uzawa: assistant professor of economics and mathematics, department of 
economics, University of California, Berkeley. 


Stanley Vance, Kent University: H. T. Miner professor of business administration, 
University of Oregon. 


Otto von Fieandt: instructor in economics, Yale University. 
H. Jean Waldrop: instructor in economics, Wellesley College. 


Vivian C, Walsh: associate professor of economics, School of Business Administration, 
University of Buffalo. i 


Rhea H. West, Jr., Wake Forest College: associate professor of economics, College of 
Business Administration, University of Georgia. 7 
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Robert O. Wheeler: instructor in economics, Montana State University. 

C. Arthur Williams: visiting professor of insurance, Wharton School, University of 
Pennsylvania. 

Robert J. Wolfson, Michigan State University: appointment at University of Cali- 
fornia, Los Angeles. t 

Arnold Zellner, formerly University of Washington: associate professor of economics, 
University of Wisconsin. 


Leaves for Special Appointments and Assignments 


Wallace N. Atherton, Michigan State University: director, Center for Studies on Eco- 
nomic Development, University of the Andes, Bogotá, Colombia, 1960-61. 

Emile Benoit, Columbia University: Brookings Institution professorship 1960-61. 

Max R. Bloom, Syracuse University: Fulbright lecturer, Technion-Israel Institute of 
Technology, 1960-61. 

Russell P. ‘Bowers, De Paul University, Chicago: University of Wisconsin-Ford 
Foundation project, Gadjah Mada University, Jozjakarta, Indonesia. 

Karl A. Fox, Iowa State University (Ames): visiting professor of economics, Harvard 
University, 1960-61. 

Henry W. Grayson, University of Maryland: professor of economics and head of 
economics department, University of Khartoum, Sudan. 

Frank A. Hanna, Duke University: with United Nations as industrial statistics ex- 
pert, National Statistical Services of Greece, Athens, 1960-61. 

Earl O. Heady, Iowa State University (Ames): Center for Advanced Study in the 
Behavioral Sciences, Stanford, California. 

James R. Hoath, formerly Kansas S-ate University: University of Wisconsin-Ford 
Foundation project at Gadjah Mada University, Jogjakarta, Indonesia, 

Patrick R. Huntley, University of Arizona: U. S. Bureau of the Census, Washington, 
D.C. 

Alexandre Kafka, University of Virginia: United Nations secretariat, fall term 1960-61. 

Michael Kaser, U.N. Economic Commission for Europe: research fellow, St. Antony’s 
College, Oxford University, 1960-61. 

B. S. Keirstead, University of Toronto: visiting professor, University College of the 
West Indies, 1960-61. 

George Kleiner, University of Illinois: International Cooperation Administration, India, 
for two years. 

Tjalling Koopmans, Yale University: Frank W. Taussig research professor of economics, 
Harvard University, 1960-61. 

Abba Lerner, Michigan State University: Center for Advanced Study in the Behavioral 
Sciences, Stanford, California. 

R. W. Lindholm, University of Oregon: in Korea for review of Economic Develop- 
ment Program of the Republic of Korea, summer 1960, request of International Coopera- 
tion Administration. 

Bruce R. Morris, University of Massachusetts: University of Wisconsin-Ford Founda- 
tion project at Gadjah Mada University, Jogjakarta, Indonesia. 

Howard W. Nicholson, Clark University: Transportation Study Group, Senate Com- 
mittee on Interstate and Foreign Commerce, first semester 1960-61. 

Forrest R. Pitts, University of Oregon: member, International Cooperation Administra- 
tion advisory group to the Economic Development Council in Korea. 

Edwin P. Reubens, The City College, New York: University College of West Indies, 
fall semester 1960. 
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Alek A. Rozental: tax adviser with the International Cooperation Administration in 
Laos. i 


Philip Sheinwold, Brooklyn Colleg2; Fulbright lecturer, Quito, Ecuador. 


Paul B. Simpson, University of Oregon: member, International Cooperation Adminis- 
tration advisory group to the Economic Development Council in Korea. 


Gerhard Tintner, Iowa State University (Ames): technical consultant, United Nations 
Technical Assistance Board, Indian Statistical Institute, Calcutta, India, summer 1960. 


Rutledge Vining, University of Virginia: visiting professor of economics, , Giannini 
Foundation, University of California, Eerkeley, fall term 1960-61, 


Resignations 
Edward C. Acheson: George Washington University. 
Edward C. Atwood, Jr.: Washington and Lee University. 
Jack Hirshleifer: Graduate School of Business, University of Chicago. 
John J. Klein: Oklahoma State University. 


Miscellaneous 


Agustin Benitez Heymann: admitteé to partnership in public accounting firm Manrara 
y Pérez Daple, Havana, Cuba, i 


FIFTY-SEVENTH LIST OF DOCTORAL DISSERTATIONS IN 
POLITICAL ECONOMY IN AMERICAN UNIVERSITIES 
AND COLLEGES 


The present list specifies doctoral degrees conferred during the academic year terminat- 
ing June 1960, and theses undertaken in the same period, 


General Economics; Methodology 
Thesis in Preparation 


Joan E. Arren, B.S. Maryland 1958; M.A. Virginia 1959. Humanitarianism in classical 
economics. Virginia. 


Price and Allocation Theory; Income and Employment Theory; 
_ History of Economic Thought 


Degrees Conferred 


Roserr S. Appen, Ph.D. North Caroline 1960. The economic effects of governmental 
fiscal policy as viewed by certain English classical economists. 

Yoon B. Awa, Ph.D. Florida 1960. A study in the concept of balanced development with 
particular reference to the Nurksian doctrine of balanced growth. 

Irene H. Burrer, Ph.D. Duke 1959. Academic economics in Holland, 1800-1870, 

Samuet B. Cuase III, Ph.D. California (Berkeley) 1960. The theory of asset prices. 

Leste D. Frxrer, Ph.D. New York 1960. The economics of price discrimination. 

Frevericxk M. Gorre, Ph.D. Duke 1959. The economic predictions of Karl Marx: 
an examination of Marxian economic theory. 

LAFAYETTE G. Harter, JR., Ph.D. Stanford 1960. John R. Commons, institutional econo- 
mist. 

Eunice KircHett, Ph.D. Texas 1959. Statistical investigation in the elasticities of de- 
mand for motor fuel. 

Arnoro B. Larson, Ph.D, Stanford 1960 Evider.ce on the temporal distribution of price 
effects of new market information. 

Ronan G. MacDonatp, Ph.D. Wisconsin 1960, A comparison of the theories of entre- 
preneurial expectations of Keynes and Schumpeter. 

Sanrorp L. Marcosyes, Ph.D. New York 1960. Economic theory and entrepreneurial 
techniques of profit measurement. 

Bernard J. Marxs, Ph.D. Minnesota 1960. The prediction and analysis of demand for 
replacement parts. 

Benton F. Massert, Ph.D. Yale 1960. Determinants of productivity change in United 
States manufacturing. 

Joss W. Nevite, Ph.D. California (Berkeley) 1360. Investment theory in some modern 
dynamic economic models. 
Joan C. S. Park, Ph.D. Nebraska 1959. Value theory and oligopolistic manufacturing in- 

*  dustries. 

Hersert R. Runyon, Ph.D. Michigan 1960. Contributions of Irving Fisher to modern 
theory. 

Kazuo Sato, Ph.D. Yale 1960. Price-cost structure and behavior of profit margins in 
manufacturing. 

Joun M. Scueweir, Ph.D. Notre Dance 1960. The time elasticity of demand and pro- 
ductivity: a theoretical analysis. 

Cuartes L. Scuurtzzr, Ph.D, Maryland 1960. Recent inflation in the United States. 

Howard D. SHARPE, JR, Ph.D. Harvard 1960. The effects of secular growth in factor 
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money income rates, productivity, and labor force on the secular level of, and growth 
of, employment. 

Henry Soromon, Ph.D. New York 1960. The significance of the concept of capacity to 
produce in economic theory. 

Tapia Tacuino, PH.D. American 1960. Aspects of the theory of production and pro- 
duction functions. 

Joun W. L. Wrnper, Ph.D. Chicago 1960. The demand for stocks: copper. 

Tenc-Pin Yu, Ph.D. New York 1950. Variables of an aggregate consumption function. 


Theses in Preparation 


Donato V. Bear, B.A. Princeton 1654; B. Phil. Oxford 1956. The nature of prices in 
macro-dynamic economic processes. Stanford. 

Gary Bicxet, B.A. Colorado 1955, Factor proportions and relative prices: an experi- 
ment in estimation of shadow prices. Stanford. 

B. D. Brxrey (earlier degrees not supplied). Welfare problems and implications of the 
theory of economic growth. Toronto. 

Srantey Boxer, B.A. New York 1953; M.A. 1956. A study of the cyclical behavior of 
retail inventories. New York. 

Waryam Brerr, B.A. Texas 1955; M.A. 1956. The wages-fund theory: a historical 
analysis and restatement. Michigan State. 

VarTKES BroussaLian, B.S. London School of Econ, 1951. Inflation-caused redistribution 

: of wealth: a test of a hypothesis. California (Los Angeles). 

Dovotas C. Dacy, B.B.A. Texas 1950; M.A. 1954. A study of land prices in the United 
States. Harvard. 

Mary Hamicton (earlier degrees not supplied). Empirical implications of demand theory. 
Pennsylvania, 

Joan Hennine, B.S. Columbia 1955; M.A. Yale 1956. Trends in price flexibility: 1923- 
1959. Cornell, 

Norman S. Hussard, B.A. Yale 1956; M.A. 1957, Cost reduction and the inducement 
to invest. Yale, 


Very M. Leroy, B.A. College of Notre Dame 1954; M. Comm., Ecole des Hautes 
Etudes 1957, The Cambridge equation, the real balance effect and employment. Michi- 
gan State. . 

Serro D. Leswoy, B.A, Michigan 1948; M.S. Columbia 1953. The cost of capital in the 
theory of investment. Michigan. 

ApputHanr Mayo, B.A. Harvard 19£2. Flow of Funds. Harvard. 

F. Martin, B.A. McGill 1952; M.A. 1958. Location theory. McGill. 


Wurm M. Parker, B.A. California (Berkeley) 1938; M.A. 1948. The use of account- 
ing data to test and integrate ‘theories of the firm. Southern California. 


Frank PETRELLA, JR, B.A. Notre Dame 1956; M.A. 1957. Edmund Burke as a con- 
servative classical economist. Notre Dame. 


Worrcane Scrorttxorr, B.A. California 1956. A microeconomic approach to consump- 
tion theory. Cornell. 

Krisewa Prasad SHarmMA, B.A, Calcutta 1951; M.A. 1954, Studies in some growth 
models with special reference to the U. S. economy. Oregon. 


Pmr E. Sorensen, B.S. Utah State Agricultural 1954; M.S. 1957. The economics of 
Francis Ysidro Edgeworth. California (Berkeley). 


THIRUKODIKAVAL NILAKANTA SRINIVASAN, B.A. Madras 1953; M.A. Indian Statistical 
Inst, 1955; M.A. Yale 1958. Investment criteria and choice of techniques of produc- 
tion. Yale, 
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Domenico A. Tosato, B.A. Bowdoin 1956; M.A. Yale 1958. Uncertainty ard the im- 
plementation of macroeconomic policy. Fale. 

Ian D. S. Warp, B.C., M.C. Melbourne. Productive and unproductive consumption in 
pre-classical and classical literature. California (Berkeley). 

Swney G. WINTER, JR., B.A. Swarthmore 1956; M.A. Yale 19577 Relations between re- 
search spending and corporate growth: a theoretical and statistical analysis. Yale. 
Dre-Min Wu, B.A. National Taiwan Univ. 1956. A decision-unit model of household ex- 

penditures on durable goods. Wisconsin. 


Economic History; Economic Development; National Economies 


Degrees Conferred 


‘Lorenzo M. Betotri, Ph.D. Texas 1960. The influence of Keynesian “Dirigisme” on 
Christian socialism in the postwar Italian economic policies. 

JAMES H. Brackman, Ph.D. Columbia 1960. Soviet transport and the process of in- 
dustrialization. 

Bernard G. Brown, Ph.D. Wisconsin 1959. The fiscal influence on economic develop- 
ment, with special reference to Iran. 

Epwin CALDWELL, Ph.D. Harvard 1960. The development of manufacturing in Texas 
since 1919. 
Yv-Mın Caov, Ph.D. Illinois 1960. The zole of international trade in the ecanomic de- 
velopment of Southeast Asia, with parzicular reference to Malaya and Indonesia. 
Epwarp F. Crim, Jr., Ph.D. Illinois 1960. The effect of regional public expenditures on 
the level of regional income as illustrated by the State of Oklahoma. 

PapMa R. Desar, Ph.D. Harvard 1960. A short term planning model for the Indian 
economy. 

Gumo J. M. Dı Terra, Ph.D. Mass, Inst. of Tech. 1960. Economic history of Argentina: 
1914-1933. 

Joan M. Frixart, Ph.D. Colorado 1959. Effects of the Peron regime on the Argentine 
economy. 

Grorrrey B. HarnswortH, Ph.D. California (Berkeley) 1960. Classical theories of over- 
seas development. 

Josera M. Hennessey, Ph.D. Boston College 1960. New England manufacturing, 
1947-1954; a postwar analysis of employment, output and productivity. 

JOHANNES Hirscumerer, Ph.D. Harvard 1960. The genesis of modern entrepreneurs in 
Meiji, Japan. 

Moon H. Kanc, Ph.D. Nebraska 1960, The monetary aspect of the economic develop- 
ment in Japan with special reference to monetary policies, 1868-1935. 

Epwarp S. Litrre, Ph.D. American 1959. National resources of Spain as a basis for an 
industrial economy. 

Paur Mepow, Ph.D. Columbia 1960, Conceptual and methodological problems in apply- 
ing Schumpeter’s theory of economic development to nonmarket economies. 

Jora Mrinasran, Ph.D. Chicago 1960. The economics of research and development. 

Harry A. Misximin, Ph.D. Yale 1960. Specie debasement and price movements in 
France, 1295-1395. 

Max Muetter, Ph.D. Illinois 1960. Money, investment and economic development with 
special reference to India. 

Haneer A. Naseem, Ph.D. American 1960. Progress of economic growth in Pakistan 
(1947-57) : a critical study in retrospect. 

Tovoxr OKABAYASHI, Ph.D. Oregon 1960. Measuring the contributions of natural re- 
sources to the national outputs of the Unized States and Japan. 
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Izz» D. Pat, Ph.D. McGill 1960. Commercial policy and economic development with 
reference to Pakistan. i 

Tuomas T. Poteman, Ph.D. Stanford 1960. The Papaloapan development project. 

Zora ProcmazKa, Ph.D. Harvard 1960. Foreign trade and economic development of 
Czechoslovakia. 

Beatrice G. Reusens, Ph.D. Columbia 1960. State financing of private enterprise in 
early New York. 

SamurL M. Rosenpiatr, Ph.D. Rutgers 1960. The House of John Norton & Sons: a 
study of the consignment method of marketing tobacco from Virginia to England. 
Roxweppin Sapat-Tenrany, Ph.D. New York 1960. The seven year plan organization 

for the economic development of Iran. 

Jocrnper S. Samora, Ph.D, Oregon 1960. Economic criteria for determination of methods 
of production for Indiar agriculture. 

Martin C. Scunirzer, Ph.D. Florida 1960. The use of inducements by states and com- 
munities in the promotion of industrial development, with special reference to Missis- 
sippi. 

Saw A. Smam, Ph.D. McGill 1960. Structural obstacles to economic development in 
India. : 

Ropert G. SPIEGELMAN, Ph.D. Columbia 1960. The production of the Indian steel in- 
dustry in the inter-war period. 

Hazer J. Warprop, Ph.D. Southern California 1960, A study of the major theories of 
economic development and decline. 

Ivor P. Worp, Ph.D. Texas 1960, Economic change in Canada, pre-war to recent, em- 
phasizing aggregates. 


Theses in Preparation 


Jamsmip Asurari, B.A. California 1953; M.A. San Francisco State 1955. Criteria for 
investment decision in underdeveloped economies—with special reference to Iran. South- 
ern California. 

Exrezer Ayvar, M.A. Hebrew 1954. Taailand’s economy and public policies under the 
constitutional government—a case study of an underdeveloped country. Cornell. 

Virsaan G, Beati, B.Sc. Banara Hindu 1951; M.A. Parjab 1954; M.A. Harvard 1959, 
Locational approach to economic development. Harvard. t 

Brean W. Brocan, B.Comm, Melbourne. Location problems in economic development. 
Johns Hopkins. 


AnpRzEJ Brzesxr, M.A. Lediz (Poland). Inflation in post-war Poland. California 
(Berkeley). 

Youncios Caune, B.S, California (Los Angeles) 1952; M.A. Columbia 1955. State and 
capital formation in Japan. Columbia. 

Grorce A. Dowery, B.A. Williams 1956; M.A. Columbia 1958, The reaction of New 
Orleans and the lesser Gulf ports to the Erie Canal and other East-West transporta- 
tion improvements in the 19th century. Columbia. 

Danzer J. Epwarps, B.A. Maryland 1956; M.A. 1958. The process of inflation in a 
neutral country: Sweden during World War II. Virginia. 

LATTEE A, Famm, B.A, California (Berkeley) 1957; M.A. 1958. Economic planning in 
Nigeria: 1950-1975, Massachusetts Inst. Technology. 

A. Gertor Homan, B.A. Bethel 1949; M.S. Kansas State 1952. The role of agriculture 
in development in Latin America. Oregen. 


CONSTANTINA S. Karman, B.A, American (Cairo) 1956; M.A. Stanford 1957. The growth 
of the Greek economy, 1927-1959. Johns Hopkins. 
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Ricwarp H. Kaurman, B.A. Brandeis 1957; M.A. Harvard 1959. The impact of com- 
mercial measures on the economic development of Israel. Harvard. 

Micuaet KavanacH, B.A. University Ccllege Dublin 1952; M.A. 1954. An application 
of growth model concepts to the programming of development in the Irish economy. 
Fordham. $ 

Davin J. Loscaxy, B.A. Missouri 1956; M.A. Harvard 1958. The development of pro- 
ductivity in the American distribution system. Harvard. 

K. S. Marı, B.A. Panjab 1941; M.A, 1944, Financing economic development of Burma 
since Independence. Indiana. 

CHARLES Y, MANSFIELD, B.A. Oberlin 1955; M.P.A. Princeton 1958. Development binis: 
their role in economic growth. Princeton 

Pracmo L. Mara, B.A. Ateneo de Manila 1955; M.A. St. Louis 1957. Development 
financing in an underdeveloped country. Harvard. 

Ropert Muscat, B.A. Columbia 1952; M.A. 1957. Foreign aid and economic develop- 
ment. Columbia. 

Ramprasad B. Panpit, B.A. Ahmedabad 1948; M.B.A. Southern California 1960; M.A. 
1960. Planning techniques and econcmic development: India and China, 1945-59, 
Southern California. 

ABHAYKUMAR C. PaRIKE, B.A. Gujacat 1952; M.A. Bombay 1955. India banking and 
economic development since 1947. American. 

Horts W. Perer, B.S. Wisconsin 1938; M.S. Michigan 1956. Technical knowledge and 
economic growth: a case study of the Philippines. Michigan. 

ABDUL Qapir, B.A. Delhi College of Commerce 1949; M.A. Karachi 1953. Take-off to 
economic growth: a case study of Pakistan. Clark. 

Laura Ranpart, M.A, Massachusetts 1959. The effects of large supplies of agricultural 
labor on Mexican economic development—1940 to date. Columbia. 

A. Rorsrem (earlier degrees not supplied), Institutional foundations of Canadian in- 
dustrial development. Toronto. 

Howarp F. Smits, B.A. Wayne 1940; M.B.A. Harvard 1942. An analysis of Ceylon’s 
ten year plan of economic development. Americcn. 

Snos Unaxut, B.Comm. Melbourne 1954; M.A. Columbia 1958. Formulation and eco- 
nomic appraisal of Thailand’s public development projects. Columbia, 

James R. Wason, B.A. American 1949. Labor in the federal city in the Jacksonian era. 
American. = 

Joun A. Wem, B.S. St. Dunstan’s, P.B.I. 1953; M.B.A, Univ. Western Cintario 1955. 
Rural reconstruction on Prince Edward Island: an evaluation. Notre Dame. 

Grorce R. Winter, B.S. Alberta 1955; M.S, Iowa (Ames) 1958, External economies in 
relation to underdeveloped areas. Jowa (Ames). 

Luis F. Yrrez, B.S. Wisconsin 1959; M.S. Wisconsin 1959. Market structure considera- 
tions and the theory of economic development. Wisconsin. 


June Zaccone, M.A. North Carolina 1954. Comparative economic development of India 
and China. North Carolina. 


Statistical Methods; Econometrics; Social Accounting 
Degrzes Conferred 


Joun O. Bracxsurn, Ph.D, Florida 1959. A balance sheet for the nation: a study in 
concepts. 


FRANKLIN M. FisHer, Ph.D, “Harvard 1960. A priori information and time series analy- 
sis. 


Seymour Goopman, Ph.D. Johns Hopkins 1962. Patterns of income inequality in states. 


N 
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Jonn F. Hanerer, Ph.D. Duke 1960. Some conceptual problems in moneyflows account- 
ing: United States and Canada. 


Paur B. Henperson, JR., Ph.D. Mass. Inst. of Tech. 1960. Theory of data systems for 
economic decisions. 


Janet M. Hooxs, PhD. Illinois 1960. The contribution of women to national income. 

Rusin Sarosnrx, Ph.D. Minnesota 1959. Models for the analysis of capital equipment 
purchase policies. 

Theses in Preparation 

Dave ‘BRAMBALL (earlier degrees not supplied). Social accounting for regions. Pennsyl- 
vania. 

James McKewney, B.S. Purdue 1952; M.S. 1952. A conceptual framework for multi- 
programming activities. Californie (Los Angeles). 


Norman RusurortH, B.Sc. Birmingham 1954. A procedure for testing the hypothesis that 
K sample correlation matrices are from the same population. Cornell. 


Economic Systems; Planning and Reform; Cooperation 
Degrees Conferred 
Joun S. Hoyrt, Jr, Ph.D, American 1959, An investigation of the economics of Soviet 
locational doctrine, policy and practice: with special emphasis on heavy industry. 


Morammep Imapy, Ph.D. New York 1960. Economic programming in the Syrian region 
of the United Arab Republic. 


Theses in Preparation 
Fuap S. Asu-Zavvap, B.A. Berea 1957; M.A, Fletcher School 1958; M.A.L.D. 1959, 
Economic implications of Arab unity. Fletcher School. 


Macor M. Ex Kamaase,, B.Comm. Cairo 1952; D.A. 1956; M.P.H. North Carolina 1958, 
On the use of national accounting in planning models for underdeveloped countries. 
Duke. 


Hy Sanc Lez, B.A. Elmhurst 1958; M.S. Wisconsin. Economic planning in India and 
Communist China: a comparison. Wisconsin. 


Davm Mermetstern, B.A. Amherst 1655. Recent theories on American capitalism. Co- 
lumbia. 


Raymonp J. Monsen, JR., B.S. Utah 1953; M.A. Stanford 1954, Ideologies of modern 
American capitalism. California (Berkeley). 
Business Fluctuations 


Degrees Conferred 
Yosser AtrrveH, Ph.D, Chicago 1959. Wage-price spiral versus demand inflation: United 
States, 1949-1957, 


Peter D. Srerniicut, Ph.D. Harvard 1960. United States credit policy in the 1954-57 
period. 


Ronatp P. Wittert, D.B.A. Indiana 1659. A -model for forecasting economic activity in 
Indiana and its subregions based on the use of current economic indicators. > 


Theses in Preparation 


Vincent Cancsrosr, B.S. Louisiana State 1954; M.B.A. 1956. Forecasting methods for 
predicting gasoline consumption. Arkarxsas. 

Vıcror Garton, B.A. California (Berkeley) 1956. Technological change and business 
cycles in the post-war period. California (Berkeley). 
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Cuarence L. Ham, B.S. Wisconsin 1947. The recession of 1957-58. California (Berkeley). 


Micar E, A. Hervé, Diplome Hautes Etudes Commerciales 1950; M.A. Harvard 1955. 
French inflation 1952-1958. Harvard. 


Joun H. Nrepercorn, B.A. Yale 1956; M.A. Harvard 1959. An econometric study of 
inflation. Harverd. p 


Joun P. Onprecuen (earlier degrees noz supplied). Business cycles in the period after 
World War II. Pennsylvania. 


Rupotpo G. Penner, B.Comm. Toronto 1958, International influences on the effective- 
ness of stabilization policy in Canada. Jahns Hopkins. 


Jack Ricwarpson, B.Comm. Toronto 1957. International transmission of inflation: the 
Canadian case. Johns Hopkins. 


Henry L. Woyrvta, M.A. Chicago 1953. Cyclical interrelationships in the postwar period. 
Chicago. 


Money, Credit and Banking; Monetary Policy; Consumer Finance; 
Mortgage Credit 


Degrees Conferred 

ApBbELHAK BELKORA, Ph.D. Colorado 1960. Monetary policy in two post-accord reces- 
sions, 1953-54, 1957-58. 

Waram Beranex, Ph.D. California (Lcs Angeles) 1959. A study on the cost of capital. 

Orestes W. Canbus, Ph.D. Georgetown 1960. Monetary and credit policies of the Bank 
of Greece and their influence on the Greek post-war economy, 1944-1958. 

Rosert R. Epminster, Ph.D. California (Berkeley) 1960, Money and credit in Mexico, 
1920-1940, 

Racuet FroersHerm, Ph.D, Johns Hcpkins 1960. Financial intermediaries in Israel, 
1950-1954, 

Peter G. Fousex, Ph.D. Columbia 19€0. Foreign central banking: the instruments of 
monetary policy. 

Ricwarp W. Graves, D.B.A. Indiana 1960, Anti-inflationary techniques of selected 
European countries. 

Harry P. GUENTHER, D.B.A. Indiana 1959. Commercial bank lending and investing be- 
havior during a period of restrictive federal monetary policy. 

T. E. Horranver, Ph.D. Pittsburgh 1960, Economie significance of measures of capital 
formation and capital consumption ir the business sector of the economy. 

MARSHALL Karran, Ph.D. Chicago 1960. Neoclassical monetary theory. 

ALBERT M. Levenson, Ph.D. Columbia 1960. Differentials in interest rates and the cost 
of commercial bank lending. 

Davip B. McCatmont, Ph.D. Johns Hopkins 1960, Redistribution of gold reserves among 
Federal Reserve banks. 

Dano Orescawin, D.B.A. Indiana 19€0. Organization of savings and loan associations. 

Hucw T. Patrick, Ph.D. Michigan 1960. The Bank of Japan: a case study in the 
effectiveness of central bank techniques of monetary conirol. 

James P. Quirk, Ph.D. Minnesota 1959. Default risk and the loan market. 

Kart W. Rosxamp, Ph.D. Michigan 1960. Economic growth, capital formation, and 
public policy in West Germany, 1948-57. 

Hirenpra N. Roy, Ph.D. Stanford 1960. The role of monetary policy in economic de- 
velopment: a study of the activities of the Reserve Bank of India, 1949-56. 


Dowatp H. Saver, D.B.A. Indiana 1959. The supply of and the demand for nonfarm 
residential mortgage funds, 1960-70. 
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VINODCHANDRA C. SHAE, Ph.D. Columbia 1960. Monetary policy and economic develop- 
ment with reference to India, 

Case M. Sprenxry, Ph.D. Vale 1960. Warrant prices as indicators of expectations and 
preferences. 

Ricwarp H. TIMBERLAKE, Jr. Ph.D. Chicago 1959. Treasury monetary policies from 
Jackson to Lincoln. 

Roy E. Turre, Ph.D. Minnesota 1959, Leaseholds—their financial consequences and 
disclosure. 

Dowarp A, Tyrer, Ph.D. Texas 1959. The small-loan industry in Texas. 

Tarma Yarrr, Ph.D. Wisconsin 1959. The monetary and banking system of Lebanon, 
with special reference to monetary reform. 


Theses in Preparation 


Danrex Anearn, B.A. Columbia 1949. Aspects of Federal Reserve policy, 1951 to date. 
Columbia, 


CHARLES C., BAKER, JR., B.A. Duke 1955; M.A. Harvard 1958. Commercial bank policy 
and participation in regional growth. Harvard. 

ARTHUR Brwavie, B.A, Wayne 1954; M.A. Michigan 1955, A statistical analysis of the 
impact of the behavior of non-bank financial institutions on the effectiveness of mone- 
tary policy. Michigan. 

Normann R. V. Bernarp, B.A. Assumption 1955; M.A. Boston College 1957. The “Bills 
Only” technique of open market operations. Boston College. 

Evcens A, Brany, B.A. Washington 1952; M.A. 1954, A study in mortgage credit and 
monetary policy. California (Berkeley). 

Wrs K. BRAMWELL, JR, B.S. Arizona 1950; M.A. Columbia 1955. Commercial bank 
holdings of consumer credit and central bank monetary policy. Columbia. 

Axsert Breton, B.S. St. Boniface. The demand for money: recent Canadian experience. 
Columbia. 

Cowrap P. Caricaris, B.B.A. Clark 1955; M.A. Brown 1958. A multiple correlation 
analysis of factors affecting net earnings of member banks in the First Federal Reserve 
District. Brown. 

Orestes W. Canbus (earlier degrees not supplied). Monetary and credit policies of the 
Bank of Greece and their influences on the Greek post-war economy, 1944-1958, 
Georgetown. 

Kano Cao, B.A. Taiwan 1951; M.A. Michigan 1957, Demand for cash by manufactur- 
ing corporations in the U. S. Michigan. 


Harorp L. CHeapie, B.A. Miami (Ohio) 1940. A re-examination of monetary velocity 
analysis. American. 


Henry J. Craycamp, B.A. Washburn 1956; M.A. Illinais 1957, Structure of consumer 
savings. Illinois. 


Aver ErGowuHary, B.Comm. Cairo 1951. Financial structure and monetary policy of 
Egypt. Syracuse. 


ALBERT Fisatow, B.A. Pennsylvania 1956. A study in American monetary history. 
Harvard. 


RICHARD FRIEDMAN, B.A. City College of New York 1957. Open-market operations and 
liquidity theory. Johns Hopkins. 

Dowatp D. Hester, B.A. Yale 1957; M.A. 1958. An empirical examination of a loan 
offer function by commercial banks. Yale. 


Raymonp W. Hooxer, B.S. Missouri 1956; M.S. 1959. Bank financing of business. 
Wisconsin. 
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Harotp L., Jackson, B.A. California (Berkeley) 1956. Development of financial institu- 
tions, 1919-1933. California (Berkeley). 

Rosert A. Jounston, B.Comm, Toronto 1956. An analysis of the Canadian floating 
discount rate and its implications for monetary policy. Yale. 

Beristav Karcic, B.A. Columbia 1935. Monetary policy of Yugoslavia, 1948-1960. Co- 
lumbie. 

Dionvsstos S. Korsonts, B.A. Bowdoin 1953. The devaluation of the Greek drachma, 
1954. Columbia, 

Leonard Laupapio, B.A. College of Puget Sound 1956; M.A. Washington 1957. The ade- 
quacy of bank earnings. Washington. 

Earr Martinson, B.A. San Diego State 1951; M.B.A. California (Los Angeles) 1952. 
Management organization in the savings and loan industry. California (Los Angeles). 

Bruce T. McKim, B.S.C. Iowa 1950; M.A. 1958. Monetary velocity in the United 
States; from the Accord through 1959. Iowa. 

Joan N. McKinney, B.A. Washington 1954, Some aspects of the term structure of in- 
terest rates in the United States. California (Berkeley). 

Jacos P. Meerman, B.A. Chicago 1954; M.A. 1953. Nickolas Biddle on central banking. 
Chicago. 

Nicoctes Micwas, B.A. City College of New York 1957. Qualitative credit control in 
underdeveloped countries, Columbia. 

Gam E. Murrin, B.A. Wabash 1952; M.B.A. Indiana 1953. Growth and structural 
change in the savings and loan business. Indiana. 

Koyr Naxacawa, B.A. Kyoto Imperial Univ. 1953; M.A. Syracuse 1960. A money-flow 
approach to the analysis of cost-push inflation. Syracuse. 

Cuartes F. Peace, B.S. East Tennessee State 1956; M.S. Tennessee 1958. Financial 
intermediaries in the United Kingdom, 1850-1960, Maryland. 

Benepict J. Pevrotri, B.A. Michigan 1952; M.A. 1956. Commercial bank portfolio ad- 
justments during the period 1955-57. Michigan. 

R. Bruce Ricks, B.S. California 1956; M.B.A. 1957. Trend to equity real estate in- 
vestment by institutions in the post-war period. California (Berkeley), 

Byonc Hyun Sarm, M.A. American 1954. Monetary and fiscal policy in n South Korea, 
1954-1960, Columbia. 

Epwarp P., Snyper, B.A. Oberlin 1948. The homogeneity of the member bank business, 
Chicago. 

James E, Sutton, B.S. Wisconsin 1955. The composition of liquid asset holdings. Michi- 
gan. 

Jose VERGARA, B.A. Maryland 1956, An analysis of opposition to the quantity theory of 
money, Virginia. 


Norman E. Wem, B.A. Oklahoma 1935; M.A. Colorado 1941. Consumer instalment 
credit as a variable in the quantity and velority of money in California, 1952-1960, 
Southern California. 


Harvey J. WHEELER, B.A. Maine 1957. An examination of the hypothesis that money is 
a “luxury” good. Virginia, 


Public Finance; Fiscal Policy 
Degrees Conferred 


SamueL Brrrman, Ph.D. Columbia 1960. The invested capital standard in the United 
States excess profits tax. 


Joun D. Coure, Ph.D. Clark 1960. Municipal debt control in Massachusetts and its 
countercyclical implications. 
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Irvine Gorrman, Ph.D. Duke 1959. Erosion of the personal income tax base in Canada 
and the United States, 

Joun F. Granam, Ph.D. Columbia 1960. Provincial-rmunicipal fiscal relations and eco- 
nomic development in a low-income province: Nova Scotia. 

WALTER T. Greaney, Jr. Ph.D. Harvard 1960. Expenditures and the budget in Massa- 
chusetts. 

Josera R. GUERIN, Ph.D. Pennsylvania 1960. The development of the thesry of excise 
taxes, 

Reep R. Hansen, Ph.D. Wisconsin 1960. The tax treatment of family income. 

_ James M. Hemet, Ph.D. New York 1960. The purchasing of tax-exempt bonds by in- 
dividuals in the 1946-1956 decade. 

Rogert Kinsey, Ph.D, Columbia 19€0. The role of lotteries in public finance. 

Harry H. Lanpretu, Jr., Ph.D. Harvard 1960. The measurement of local fiscal capacity. 

James H. Matoon, Ph.D. Indiana 196C. The Ohio death taxes, 

Harotp F. McCrerranp, Ph.D. Harvard 1960. Tax aspects of the variable annuity: 

Wiutam J. McKinstry, Ph.D. Yale 1960. An estimate of the impact of increasing death 
tax rates on beneficiaries of federally taxable estates. 

ALEXANDER S. Pow, Ph.D. New York 1960. The comptroller general and the General 
Accounting Office of the United States. 

Arwotp H. Rapsartson, Ph.D. Clark 1960. Massachusetts unemployment compensation 
1948-57; a study in countercyclical finance. 

Caunc-Hirn (Jonn) Rew, Ph.D. Wisconsin 1960. Forty years of property values in 
“Wisconsin. 

Ropericx H. Ruey, Ph.D. Wisconsin 1959. The “bonding period” in federal taxation of 

_ distilled spirits. 

Rosert L, Sticuton, Ph.D. Johns Hopkins 1960. Taxation and investment incentives. 

Epwarp K. SmitH, Ph.D. Harvard 1963. The Massachusetts income tax. 

Joun D. Srrasma, Ph.D. Harvard 1660, State and local taxes paid by manufacturers: a 
new comparison. 

Jossua Wacutet, Ph.D. New York 1959. The effect of litigated cases on the Internal 
Revenue Code. 

Laurence N. Woopworrs, Ph.D. New York 1960. Taxation by the United States of in- 
come earned abroad. 

Gerorce S. Zarxos, Ph.D. Indiana 1960. The sales tax system of Greece. 


Theses in Preparation 


Jonn R. Arran, B.A. McMaster 1955. The effect of fiscal policy in redistributing incomes 
in Canada. Princeton. 

Rosin Bartow, B.A. Oxford 1954; M.B.A. Michigan 1958. The role of fiscal policy in 
the economic development of Egypt. Michigan. 

Earr S. Beecoer, B.A. Utah 1949; M.B.A. California (Los Angeles) 1956. Public finance 
in California. California (Los Angeles). 

Ricwarp M. Biro, B.A. King’s College (Canada) 1958, Initial allowances and investment 
allowances under the British income tax: countercycle policy. Columbia. 

Rosert QO, Boston, B.S. Alabama 1949; M.S. 1950. An economic analysis of the ule 
of controlling municipal indebtedness in Alabama. Alabama. 

EprrHa Branwock, A program for equitable financing of the public welfare function in North 
Carolina. North Carolina. 

Epwarp W, Brennan (earlier degrees not supplied). The personal property tax in Penn- 
sylvania, Pennsylvania, 

ExizapeTa J. Davi, B.A. Swarthmore 1953; M.A. Michigan 1957. The economic impli- 
cations of attitudes toward state and local finance. Michigan. 
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Araxxat T. Earen, B.A. Madras 1945; M.B.A. Michigan 1954. A study of federal finance 
in selected countries: U.S., Australia, Canada, and India. Michigan. 

Kart D. Grecory, B.A. Wayne State 1952; MLA. 1957. State and local expenditures for 
publicly supported institutions of higher education. Michigan. 

James Henero, B.S. Harvard 1945; M.A. 1947. Real estate taxdtion and rehabilitation 
of urban dwellings. Columbia. 

Leon Korosow, B.A. Brooklyn 1954, Rel2vance of theory of risk to public expenditures 
for life-saving and accident-averting purposes. Columbia. 

Wurm E. Lamp, B.S. Stetson 1956; M.A. George Washington 1958, The theory of debt 
management. Virginia. 

Asv N. M. Manasoop, M.A. Dacca 1942. Deficit-financing for economic development-case 
study. Harvard. 

Eriinc O. NarseTH, B.A. Luther 1947; M.S. Wisconsin 1949, Financial support for edu- 
cation in Iowa. Wisconsin. 

Aspen RanMman, B.A. Cairo 1949; M.A. Kentucky 1957. The Egyptian income taxation 
of non-resident alien and foreign corporations and its eifect on the Egyptian economic 
growth. Indiana. 

Rosert W. Resex, B.S. Illinois 1957; M.A. Harvard 1960. Fiscal policy and economic 
growth. Harvard, 

G. REZEK, B. of Bus. Admin. American Univ. (Beirut) 1951; M.A. McGill. Public finance 
with special reference to underdeveloped countries of the Middle East. McGill. 

Micar D. Tanzer, B.A. Harvard 1957; M.A. 1960. The income elasticity of state and 
local governmental revenues and expendiiures, Harvard. 

ARAN THAMMANO, B.A. Thammasat (Thailand) 1953; M.A. Michigan 1958. An evalua- 
tion of public debt management policies, 1946-1958. Oregon. 

Jan V. Tumum, B.A, Yale 1953; MLA. 1955. Taxes, public expenditures and the balance 
of payments: Germany, 1954-58. Yale. 

Lyte L. Tyner, B.S. Kansas 1933; B.A. Denver 1948. Special assessments in local gov- 
ernment finance. Wisconsin. 


International Economics 
Degrees Conferred 


Davin J. Asaron, Ph.D. Fletcher School 1959, The meaning of export origin. 

Rogert F. Bartow, Ph.D. Fletcher School 1960. United States exports and imports of 
cotton textiles, 

Narman Brovsxy, Ph.D. American 1959. Devaluation and the British dollar gap in the 
postwar period 1946-55. 

ARCHIBALD C., CALLAWAY, Ph.D. Harvard 1960. Adjustment problems of a primary export- 
ing economy. 

Manvet O. Diaz, Ph.D. Pennsylvania 1960. The Spanish average principle as practiced 
in the trade between Spain and the Indies. 

Rosert R. Dince, Ph.D. Cornell 1960. The lending policies of the Export-Import Bank, 
1945-52. 

Lyman A. Drewry, JR., Ph.D. Virginia 1960. Offsetting interventions in the international 
market: cotton and cotton textiles as a case study. 

Horst H. H. Escrenserc, Ph.D. Purdue 1960. German balance of payments problems 
since 1950. 

Rowarp E. Frnpray, Ph.D. Mass, Inst. cf Tech. 1960. Essays on some theoretical aspects 
of economic growth. 


Ricmarp L. Gordon, Ph.D, Mass. Inst. of Tech, 1960. Coal pricing and the energy prob- 
lem in the European community. 


TITLES OF DOCTORAL DISSERTATIONS 875 


Jacx D. Guenruer, Ph.D. Harvard 1960, The Mexican balance of payments, 1950-58. 

Cyartes W. Hutrman, Ph.D. Iowa 1960. Agricultural surplus disposal and foreign aid. 

STEPHEN H. Hymer, Ph.D. Mass. Inst. of Tech. 1960. International operations of national 
firms—a study of direct foreign investment. 

Letanp Lancpemn, Ph.D. Pittsburgh 1960. International movement of petroleum and 
petroleum products, 

Junc-Caao Lry, Ph.D. Michigan 1960. An econometric model of the rice market in the 
Japanese Empire, 1910-1937. 

Saran S. Mowrcomery, Ph.D. Wisconsin 1960. The terms of trade of primary products 
and manufactured goods in international trade, 1872-1952. 

Rosert S. Ozax1, Ph.D. Harvard 1960. Japan’s postwar resurgence in international trade. 

Marcer K. Ricuter, Ph.D. Mass, Inst. of Tech. 1959. Some economic problems in an 
uncertain world. 

Hersert I. Scaxwer, Ph.D. New York 1960, The United States Congress and the Ameri- 
can financial contribution to the United Nations Relief and Rehabilitation Administra- 
tion. 

Rogserr G. SCHROEDER, Ph.D. California (Berkeley) 1959. British and the European 
common market. 

Martin W. Wirmincron, Ph.D. New York 1960. Ecoromic regionalism in the Middle 
East during World War II (the Middle East supply center), 


Theses in Preparation 

Ropert J. Batt (earlier degrees not supplied). Econometric analysis of the U. K. balance 
of payments. Pennsylvania. 

Vraprwar N. BANDERA, B.A. Connecticut 1954. International capital movements in Eastern 
Europe between the World Wars. California (Berkeley). 

Ruts A. Bmpzert, M.S. Illinois 1952. Postwar investment in Australia. Illinois. 

Davin W. Bopenserc, B.A. Yale 1955; M.A. Princeton 1958. The soft loan: studies in 
international trade theory and contemporary policy. Princeton. 

Grorce H. Bossy, M.A. Columbia 1956. Effects of commercial policy on economic de- 
velopment in Australia. Columbia. 

Ricaarp N. Cooper, B.A. Oberlin 1956; M.Sc.Econ. London 1958. Inflation, growth and 
the U.S. balance of payments, 1956-59, Harvard. 

Ana N. Earen, B.A. Univ. of the Philippines 1950; M.A. Michigan 1958, Exchange con- 
trols in the Philippines, Michigan. 

A. Grorce Gors, B.A. Upsala 1954; M.A. Johns Hopkins 1957. United States foreign 
petroleum investments and public economic policy. Oregon. 

Warren R. Harven, B.A. Iowa State Teachers 1950; M.A. Colorado 1951. Central Ameri- 
can economic integration. Indiana. 

Monammen P. Hasan, B.A. Panjab 1950; M.A. 1952. Inflation and balance of payments: 
the experience of Pakistan, 1950-59. Yule, 

Cuartes W. Hurtman, B.A. Upper Iowa 1952; M.A. Drake 1957. Agricultural surplus 
disposal and foreign aid, Iowa. 

Omese Kwanna, B.A. Albion 1953; M.B.A. Michigan 1955. The balance of payments 
difficulties in semi-planned economies: the Indian experience, Michigan. 

Heinz Koster, Vordiplom Free Univ. of Berlin 1956; M.A. Michigan 1958. International 
economic relations within the Communist bloc. Michigen. 

Hermes Lemonias, B.A. American Univ. (Cairo) 1954; M.A. Brown 1956. European 
economic integration and Greece. Brown. 

Ropert Lipsey, B.A. Columbia 1944. Study of trends in U.S. international trade: export 


and import volume and price indexes for U.S. foreign trade since 19th century. Co- 
lumbia. 
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Ricardo D. Marron, B.A. Princeton 1949. Industrialization and import replacement. 
Harvard. 


Josep A. MARTELLARO, B.A. Notre Dame 1956; M.A. 1958. World bank loans to Italy 
and the effects on post-war economic growth. Notre Dame. 

Micuart Miscnarkow, M.A. Indiana 1957. Postwar effects of variations in German fuel 
requirements upon United States coal exports. Indiase. 

Russert Moran, B.A. California 1954. Trade nationalization in the Philippines: ‘an in- 
strument of national economic policy. Corzell. 

Gorpon R. Munro, B.A. British Columbia 1956; M.A. Harvard 1959. Evolution of the 
British foreign exchange control system in the postwar era. Harvard. 

AHMAD A, Murad, B.A. Washington State 1956; M.A. Wisconsin 1960, Problems of capi- 
tal accumulation in Egypt, Wisconsin. 

James M. Murray, B.S. North Dakcta 1956; M.A. 1958. Taxation and private foreign 
investment. Oregon. 


Sai NaButst (earlier degrees not supplied). The theory and the practice of economic 
integration as applied to the monetary aspects of the Syrian-Egyptian union. George- 
town. 


James K. Nertrres, B.S.C. Spring Hill 1657, The interregional balance of payments of 
the United States. California (Berkeley). 


Josera G. Potaca, LL.D. Masaryk (Czechoslovakia). Euratom: a study in the Euro- 
pean economic integration. American. 


Franx W. Scutrr, B.A. Columbia 1942. Economic impact of U.S. aid on selected Asian 
countries. Columbia. 


CHARLES SrecMan, B.A. City College of New York 1957. Uses of export controls in in- 
ternational trade of primary producing economies. Columbia. 


Kenji Taxeucut, B.A. Kwansee Gakauin (Japan) 1956. The special features of foreign 
investment in Japan, 1950-1959, and its effects upon her economic growth, Duke. 


Leo Tansxy, B.S. Syracuse 1950; M.S. Columbia 1951. Comparative analysis of the im- 
pact of U.S. and U.S.S.R. econemic aid to underdeveloped countries with special refer- 
ence to India, Turkey and the United Arab Republic. American. 


Orver L. Tratver, B.A. Colorado 1950; M.A. 1955. The Scandinavian approach to the 
common market, Colorado. 


Donatp A. Werrs, B.A. DePauw 1953; M.A. Virginia 1958. Servicing U.S. direct foreign 
investment. Oregon. 


Marina Warman, B.A. Radcliffe 1956; M.A. Columbia 1959. Government participation 
in U.S. private foreign investment. Columbia. 


Jerrrey G. Wrtramson, B.A. Wesleyan 1957; M.A. Stanford 1959. Long swings and 
United States balance of payments, 1800-1914. Stanford. 


RicHarp B. Wirratin, B.S, Utah 1956; M.A. 1957. The growth dynamics of linkages 
in the foreign sector. California (Berkeley). 


Business Finance; Investment and Security Markets; Insurance 
Degrees Conjerred 


Wittram H, L. Awprrson, Ph.D. Harvard 1960. An econometric study of capital invest- 
ment in the United States manufacturing industry, 1948-57. 


Hasxerz, BenisHay, Ph.D. Chicago 1960. Determinants of variability in earnings price 
ratios of corporate equity. 


Nat-Ruenn CuHen, Ph.D. Illinois 1960. “actors influencing investment expenditures. 
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Aran B. Coreman, Ph.D. Stanford 1960. Financial management of foreign operations. 

Epwiy B. Cox, Ph.D. Pennsylvania 1960. Trends in the distribution of stock ownership. 

Lynn E. DELLENBARGER, Jr., Ph.D. Florida 1960. A study of relative common equity 
value in fifty mergers of listed industrial corporations, 1950-1957. 

Roserr S. FELTON, D.B.A. Indiana 1960, Selected prcblems faced by fire and casualty 
insurers under state and local taxation. 

Joan Harr, Ph.D. Pennsylvania 1960. The regulation of commercial health insurance for 
the individual. 

Cuartes W. Howsr, Ph.D. Stanford 1959. A theoretical and empirical investigation of 
internal financing. 

Lawrence D. Jones, Jr., Ph.D. Harvard 1960. Portfolio objectives, external constraints, 
and the postwar investment behavior of life insurance companies. 


Metyitte Peterson, Ph.D. Illinois 1960. A comparative study in debenture and mortgage 
bond financing. 


Nester R. Roos, D.B.A, Indiana 1959, Government regulations of fire insurance. 
STUART SCHWARTZCHILD, Ph.D. Pennsylvania 1960. The rights of creditors in life in- 
surance policies, 


Davin A. Swett, Ph.D. Texas 1960. Financial problems and the availability and adequacy 
of external financial resources for small firms. 

Fuap H. Terrew, Ph.D. Southern California 1959. Private foreign investment as a possi- 
ble aid for the economic growth of Iraq. 

Daw Usuer, Ph.D, Chicago 1960. The debt-equity ratio. 

Smene W. Wane, Ph.D. Wisconsin 1959. Some fundamental problems of equipment in- 
vestment planning, 


Warrer Wirtiams, Ph.D. Indiana 1960. Determining the actual cash value of commer- 
cial real property for insurance purposes. 


Theses in Preparation 

Josera Bette (earlier degrees not supplied). An analysis of participating ordinary life 
insurance issued by stock life insurance companies in the U.S. and Canada. Pennsylvania. 

Witarp T. Carteron, B.A. Dartmouth 1956. Econpmic implications of the financial de- 
cisions of corporations. Wisconsin. 

RoBert Crowe (earlier degrees not supplied). Underwriting experience in automobile phys- 
ical damage insurance. Pennsylvania. 

Cartes D’Amsrosio, B.S. Loyola 1955; M.S. Illinois 1958, Structural changes in rail- 
road financial plans: 1928-1958, Illinois. 

WALTER S. Frank, B.A. Harvard 1949; B.A. Oxford 1952. Portfolio behavior of the in- 
vestment trusts. Harverd. 

PauL Hacoreaviou, B.Sc. Ohio State 1957; M.A. 1958. Determinants of business invest- 
ment—an empirical investigation in the steel industry. Columbia. 

Bos E. Hatt, B.S, Arkansas 1952; M.B.A. 1958. The variable annuity—the payout pe- 
riod. Arkansas, 


Victor Hartman (earlier degrees not supplied). Comparison of compulsory automobile 
insurance with unsatisfied judgment funds. Pennsylvania. 


Ropert Huncate, B.A. Washington 1951. Inter-business financing. California (Los An- 
geles). 


E. W. Krerans, B.A. Loyola 1935. Financing corporate activity in Canada, 1936-58, Mc- 
Gill, 


Herman I, Lerstuve, B.A. City (New York) 1935; M.A. American 1945, Financing of 
the postwar expansion of business: an industry analysis American. 
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Rotanp T. Muris, B.A. Arkansas State 1956; M.B.A. Arkansas 1958. An investiga- 
tion into the effects of inflation on the market for bonds. Arkansas. 

James T. Murray, B.Sc. Iowa 1954; M.A. 1957. An empirical study of the investment 
of three industries (1954-1958). Jowa. 

J. Russert Netson, B.A. Pacific Union 1952; M3.A. California (Los Angeles) 1957. 
The role of stock rights in corporate financial policy, California (Los Angeles). 

MARSHALL Pucxerr (earlier degrees not supplied). Dividend policy; cost of capital; and 
stock price maximization. Pennsylvania. 

Joun C. Rircuie, Jr. (earlier degrees not supplied). Trends in internal financing 1915- 
1955, selected large manufacturing corporations. Pennsylvania. 

ALExanDER A. RopicHex, B.S. California 1956. Allocation of funds—mutual life insur- 
ance companies, California (Berkeley). 

Howarp J. Saerman, B.A. California (Lcs Angeles) 1950; J.D. Chicago 1953; M.A. 
Southern California 1957. Profit rates: -elation to cyclical variations and corporate 
size, United States, 1931-1958. California (Berkeley). 

Peter E. Stoane, B.A. Yale 1947; M.A. 1958. Determinants of bond yield differentials, 
1954-1959. Yale. 

Ceco. E. Watton (earlier degrees not supplied). A study of some of the aspects of cor- 
porate refunding operations. Arkansas, 

RoyaLrL WHITAKER (earlier degrees not supplied). Investigation of probability aspects of 
life rating and selection. Pennsylvania. 

Hewarp Wippowsow (earlier degrees not supplied). Exchange of individual contracts in 
the area of life insurance and annuities. Pennsylvania. 


Business Organization; Managerial. Economics; Marketing; Accounting 
Degrees Conferred 

Peter C. Briant, Ph.D. Michigan 1960. The corporation income tax: its incidence and 
effects. 

Jonn E. Caameron, Ph.D, Michigan 1960. Effectiveness of LIFO in the textile industry. 

Erwyy K. De Vore, D.B.A. Indiana 1960. A study of selected factors which may influ- 
ence the movement of selected types of retailers away from the downtown shopping 
area of small cities, ` 

Hararo Ermsmann, Ph.D. Florida 1960. The effects of the formation of the European 
economic community on managerial deciszons of entrepreneurs in member countries. 

Persis R. Emmert, Ph.D. Stanford 1960. The development and location of shopping 
centers; and common location characteristizs in selected areas in California. 

Warter D. Garner, Ph.D. Mass. Inst. of Tech. 195¢, Regional income leakages and the 
multiplier: Alberta, 1948-58. 

Jcviza A. Grouse, Ph.D. Harvard 1960. Executive compensation and how it is deter- 
mined: the theory of mutual backpatting. 

Joen W. Henperson, Jr., Ph.D. Wisconsin 1960, import competition in manufacturing 
industries, 

Jimm L. Hesxert, Ph.D. Stanford 1960, Industrial logistics: a movement system con- 
cept. 

Cuartzs H. Hovpersman, D.B.A. Indiana 1960. The changing balance of retail trade 
between downtown and outlying stores in metropolitan areas. 

Ira Horowirz, Ph.D. Mass. Inst. of Tech. 1959, Economics of industrial research. 

Dowatrp F. Istvan, D.B.A. Indiana 1960. The capital-expenditure decision-making process 
in forty-eight large corporations. 


Tuomas F. Kerrier, Ph.D. Michigan 1960. The interperiod allocation of corporate income 
tax. 
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Tosrrosu G, F. Krrano, Ph.D. Saint Louis 1960. A genetic study of German managerial 
policy of works community. 

Warrer H. Kramer, D.B.A. Indiana 1960. The role of the travel agent in the marketing 
of domestic air travel. 

J. D. Lanes, Ph.D, North Carolina 1960. An analysis of classified advertising in news- 
papers, 

Cur (Dav) Luan, Ph.D. Texas 1959, Statistical quelity control in cotton marketing. 

Paut W. MacAvoy, Ph.D. Yale 1960. Price formation in natural gas fields, 

Grorce G. Mirer, Ph.D. Texas 1959. A critical analysis and appraisal of the theory and 
techniques of the management audit. 

Crartes V. Moore, Ph.D. Ohio State 1959. An evaluetion of farm accounting systems as 
aids to the management of commercial farms. 

Warrer O’Donnetz, Ph.D. Columbia 1960. The value structure of corporate decisions. 

Tsvr Ormur, Ph.D. Mass. Inst. of Tech. 1960. Intraccmpany pricing in the decentralized 
firm. 

Beprose P. PasHtoran, Ph.D. Mass. Inst. of Tech. 1960. Automobile distribution: an eco- 
nomic analysis of the franchise system. ; 

Donar L. Ricrrarp, Ph.D. American 1959. The economic effects of the reducing charge 
methods of depreciation. 

Grorcs ScHwartz, Ph.D. Pennsylvania 1960. Development of marketing theory (an evalu- 
ation of certain approaches being used in the development of marketing theory). 

Mavrice Seron, D.B.A, Indiana 1960, An analysis of the impact of the firm on urban 
plant problems, 

v A. SuEPPAaRc, Ph.D. Mass. Inst. of Tech. 1960. Social aspects of operations re- 
search. 

Arran T. Steere, Ph.D. Texas 1960. A history of auditing in the United States, 1914- 
1957. 

James D. Tavor, PH.D. Iowa 1960. A description, analysis, and partial explanation of 
changes in areal distribution of retail sales for selected groups in the central cities of 
ninety-five standard metropolitan areas from 1948 through 1954. 

Kennets P. Unt, Ph.D. Iowa 1960, Stockowners as customers for their corporations’ 
products. 

SwERwoop G. Watters, Ph.D. New York 1960. Marketing in Brazil tested according to 
recent economic theory. 

Martin R. Warsaw, Ph.D. Michigan 1960. Manufacturer-wholesaler relations and their 
influence on pattern of distribution in selected consumer goods industries. 

Hua C. Wasson, D.B.A. Indiana 1959. Retail pricing policies and practices. 

Geratp O. WentwortH, Ph.D, Stanford 1959. An evaluation of direct costing. 

Desert E. Wittiamson, Ph.D. Stanford 1960. The concept of full disclosure in current 
accounting practice. 


Theses in Preparation 
Donatp K. Asr, B.S. Pennsylvania 1950; M.B.A. California 1955. Data for managerial 
control. Californie (Berkeley). 


R. CLIFTON ANDERSEN, B.S. Indiana 1955; M.B.A. 1958. An analysis of the marketing 
wholesalers in the State of Indiana. Indiana. 

ARTHUR F. Brroreg, B.S. Ohio State 1952; M.B.A. 19£3. A study leading to the develop- 
ment of a more quantitative and systematic approach to hospital job evaluation. Florida. 


Roser H. Bock, B.S, Purdue 1954; M.S. 1955. An analysis of the long-range planning 
process in a select group of business firms. Purdue. 


880 THE AMERICAN ECONOMIC REVIEW 


Rarer Day, M.S. Georgia Institute of Technology 1955. Applications of linear program- 
ming to marketing. North Carolina. 

Joan H. Droce, B.S. Kansas State 1953; M.S. North Carolina State 1959. Interregional 
competition in marketing Wisconsin commercial Irish potatoes. Wisconsin, 

Joe R. Frirzemever, B.B.A. Baylor 1956; M.B.A. Indiana 1957. Management and finan- 
cial control of automobile dealer agencies. Indiana. 

LEONARD J. GARRETT (earlier degrees not supplied), Information systems and managerial 
decision making and control. Pennsylvania. 

Jac L. Gorpsrucxer, B.B.A. Oklahoma 1340; M.B.A. Southern Methodist 1952. The 
dynamics of wholesale trading areas. Minnesota. 

Ivan L. Hatt (earlier degrees not supplied). A study of the problems of cost determina- 
tion in the production of oil. Arkansas. 

Hersert G. Hicxs, B.C.E. Georgia Inst. of Tech. 1954; M.B.A. Alabama 1958. The ` 
quantification of managerial decision preblems. Alabama. 

Frep J. Horrer, B.S.A. Florida 1953; M.Az. 1955. The cost of packing and distribution 
of Florida honey. Florida. 

ARTHUR Hovertanp, B.S. Miami 1951; M.S. Illinois 1954. A critical study of certain 
accounting principles and their possible incompatibility with management decision 
making. Michigan. 

Joann G. Hutcuinson, B.S. Rhode Island 1951; M.S. 1953. Administration of production 
standards. Michigan. 

Micwat IncrawaM, B.S. California (Los Angeles) 1952; M.B.A. 1953. The management 
of franchising organizations with particular reference to planning and control principals 
and practices. California (Los Angeles). 

Harotp Katz, B.A. Brandeis 1956. The effects of electronic data processing innovations 
on diseconomies of management and optimum size cf firms. Columbia, 

Rosert G. Koxat, B.S. Pennsylvania State 1956; M.S. 1957. The impact of disarmament 
on the composition of industrial output. Indiana. 

Craic Lunpserc, B.A. Washington 1954; M.B.A. 1357. Decisioning in industrial organi- 
zation. Cornell. 

Avrum W. W. Margs (earlier degrees not supplied), An analysis of motivations for 
purchase and ownership characteristics of imported automobile (retailing at less than 
$2,000) owners residing in Phila., Pa. Pzunsylvania. 

Rosert C. Meter, B.S. Indiana 1952; M.A. Minnesota 1955. Administration of industrial 
operations research. Minnesota. 

Rosert J. Meyer, B.A. Massachusetts 195¢; M.A. Connecticut 1951. An investigation of 
the economic consequences of the use of more capital intensive production. Harvard, 
Gernarp G. Murtrier, B.S. California 1956; M.B.A. 1957, The accounting standards and 
practices of several foreign countries and their implications for financial analysis in the 

US. California (Berkeley). 


Wi11am Netson (earlier degrees not supplied). Tke development of the concept of the 
firm. Pittsburgh. 

Francesco M. Nicosia, Dott. Economia e Commercio Rome 1949, Decision making: 
toward a paradigm of consumer decision making. California (Berkeley). 

James Omps (earlier degrees not supplied). A regional case study of economic methods 
and motivation of small business proprietors. Pittsburgh. 

Grorce B. Simmons, B.A. Louisville 1953; M.B.A. Indiana 1957. A theoretical frame- 
work for the evaluation of market potential in underdeveloped countries. Indiana. 

Jouw F. Srorrstemser, B.S. Michigan State 1953; M.S, 1957. The impact of the intro- 
duction of bulk handling techniques on the marxeting of deciduous fruits. California 
(Berkeley). 
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Lawrence X, Tarrey, M.B.A, Indiana 1955. Some economic and administrative aspects 
of food chain advertising: a case study. Cornell. 

Russet A. Taussic, B.S. California 1941; M.B.A. 1947. Use of accounting and economic 
costs in operations research models. California (Berkeley). 

Wriiuam W. THomeson, B.S. Clemson 1953; M.B.A. Alabama 1958. A managerial his- 
tory of a textile manufacturing company. Alabama. 

Harvey Tscect, M.B.A. Chicago 1949, An experimental study of interpersonal influence 
in executive decision making. California (Los Angeles). 

C. Evcene Vincent, B.S. Indiana 1953; M.B.A. 1957. The application of control pro- 
cedures in retail hardware stores. Indiana. 

Ricwarp J. Watc, B.A. Washington 1947; M.B.A. Stanford 1949. An analysis of 
management functions as influenced by organized lakor. Southern California. 

Froyo W. Writtams, B.S. Virginia Polytechnic Inst. 1953; M.S. 1958. An evaluation of 
consumer preference and the effects of price variatiors and selected fruit characteristics 
on retail sales of Florida avocados. Florida. 


Industrial Organization; Government and Business; Industry Studies 
Degrees Conferred 


Arren E. Apranams, Ph.D. New York 1960. An economic analysis of the American 
chemical nitrogen industry. 

Bew Atvorp, Ph.D. Illinois 1960. A study of the financing of the U.S. trunk airlines, 
1946-1955, 

Daver Basre, Ph.D, Cornell 1959. Development and critical analysis of the food pro- 
gram of the military forces of the United States. 

ALBERT Buckserc, Ph.D, Michigan 1960. The interindustry structure among manufactur- 
ing industries in Michigan and Detroit, 1929-1955. 

James P. Carrws, Ph.D. Johns Hopkins 1960, Integration in the food retailing industry. 

Azrrep B. Cari, Ph.D. Columbia 1960. The slide-fastener industry: a study of market 
structure innovations. 

Exveanor Craic, Ph.D, Duke 1959. Recent history of the North Carolina furniture manu- 
facturing industry with special attention to locational factors. 

HERSCHEL CUTLER, Ph.D. Syracuse 1960. Government transportation: the reduced rate 
controversy, 

Orro A. Davis, Ph.D. Virginia 1960. The economics of municipal zoning. 

Cartes R, Dean, Ph.D. Columbia 1960. Industrial organization and monopoly behavior. 

Norton T. Dopcr, Ph.D. Harvard 1960. Trends in labor productivity in the Soviet tractor 
industry. 

Frep Dziapex, Ph.D. Johns Hopkins 1960. The productivity of the U.S. Post Office: an 
intertemporal and cross-sectional study of post office labor productivity. 

Dante O. FrercHer, Ph.D. Michigan 1960. A study of package freight carriers on the 
Great Lakes. 

Mitton S. Gorpserc, D.B.A. Indiana 1960. Consent decrees in Sherman Act cases: an 
analysis of antitrust enforcement by negotiation. 

F. J. Haves, Ph.D. McGill 1960. The pulp and paper industry in Canada: an analysis of 
the restrictions on competition. 

Eucens C. Hotssovuser, Ph.D. Kentucky 1960. The effect of the Lexington, Kentucky, 
northern belt line on land values and land use: a case study. 

Waryam R. Hucues, Ph.D, Harvard 1960. The efficient organization of the privately 
owned electric utility industry in the United States. 


Ricaarp A. La Barce, Ph.D. Duke 1959, A study of United Fruit Company operations 
in Isthmian America, 1946-1956. 
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Donato A. MARKWALDER, Ph.D. Northwestern 1960. The four milling industry—an eco- 
nomic study of excess capacity. 

CHARLES O. Memore, Ph.D. Virginia 1960. The “free” public road and government high- 
way policy decisions. ‘ 

Norman A. Mercer, Ph.D. Harvard 1960, Growth and financing of the major firms in 
the electrical] manufacturing industry. 

Epwarp D, Pererson, D.B.A. Indiana 1960. Selected issues arising from government regu- 
lation of the public utility industries. 

CHARLES F. Parties, JR, Ph.D. Harvard 1960. Competition in the synthetic rubber in- 
dustry. 

Stuart M. Ricu, D.B.A. Indiana 1960. Electric home heating in the United States: its 
growth, industry, structure, equipment, promotion, marketing and outlook. 

Rosrrt A, Ropertson, Ph.D. Illinois 1960. An analysis of the motor vehicle industry as a 
factor in the economic life of Canada. 

Rosert M. Roest1, Ph.D. Southern California 1960. Economic analysis of factors under- 
lying pricing in the southern California tuna canning industry, 

Rasur Sarman, Ph.D. Columbia 1960. A distribution of gains from advancing produc- 
tivity: in some concentrated and non-concentrated industries. 

WLM A. SANDRIDGE, Ph.D. Virginia 196). The effects of fair trade on retail prices of 
electric housewares in Washington, Baltimore, and Richmond, 1952-1959. 

Wrruam D. Sureman, Ph.D. Columbia 1960, An inquiry into the high cost of electricity 
in New England. 

EARL A. Semer, Ph.D. Michigan 1960. Significance end influence of accounting data ad- 
justed for price level changes on the proklems anc policies of public utilities, 

Max D. Srewart, Ph.D. Michigan State 1360. Some economic aspects of the Canadian 
wooden match industry and public policy. 

Frepric Stuart, Ph.D. Columbia 1660. The effects of television on the motion pisture and 
radio industries. 

Harotp Wer, Ph.D. Pittsburgh 1959. An integration of economic and legal approaches 
to growth in the steel industry. 

PauL Werner, Ph.D. Clark 1960. Highway planning and pricing. 

Wesrey J. Yorpon, JR., Ph.D. Harvard 1969, Industrial concentration and prior flexibility 
in inflation: price response rates in fourteen industries, 1947-58. 

ZENON S. ZANNETOS, Ph.D, Mass. Inst. of Tech. 1959. Theory of oil tankship rates. 


Theses in Preparation 


Wiriram C. Apams, B.A. Arkansas State Tezchers 1951; M.A. Arkansas 1953. The probable 
impact of inflation upon electric power company operations in Arkansas. Arkansas. 


Lewis N. Amis, B.A. Peabody 1951; M.A. 1952. Ar economic history of gasolire: a case 
study in commodity economics. Arkansas. 

McDonatp P. Benjamin, D.I.C.T.A. Imperial College of Trop. Agric. (B.W.T.) 1945; 
M.A. California (Davis) 1956. California’s fruit and vegetable canning industry, a study 
of the changing relationships of input in the industry. California (Los Angeles). 

Micuart Boretsxy, Diplom-Volkswirt Erlangen 1949; Dr, rerum politicarum Free Univ. 
1949. The cost and economies of scale in soviet-machine-tool building industry. Columbia. 

Joun Carrson, B.S. Denison 1955. Investment decisions in the face of rapid tecknological 
progress: a case study of telephone exchanges. Johns Hopkins. 


ARTHUR L. Coss, B.S. Florida 1950; M.A. 1952. The concept of the market in antitrust 
cases: a study in applied economics. Indiana. 
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Bert M. Evans, B.S. Nebraska 1953; M.A, Texas 1954. Internal-external efficiencies and 
structural change in the perishable bakery products industry. Harvard. 

Ivan Hatz, B.S. Arkansas State Teachers 1956; M.3.A. Arkansas 1958. A study of the 
problems of cost determination in the production of oil. Arkansas. 

R. B. Harswparcer, B.S. Manchester 1956; M.A, Indiana 1958. An analysis of TVA coal 
buying program. Indiana. 

Rosert S. Hees, B.S. American 1951; M.B.A. 1955, The problem of stability in the 
machine tool industry. American. 

Davi Horracwer (earlier degrees not supplied), Measurement of industrial capacity. 
Pennsylvania. 

Grorce R. Horton, Jr., B.S. Auburn 1952; M.S. 1953. An examination of the economic 
consequences of the consolidation of the southeastern railroads. Virginia. 

Epwarp B. Jaxusausxas, B.A. Connecticut 1952; M.A. 1954. Impact of technological 
change in the railroad industry--1947-1957, Wisconsin. 

Warrer P. Krem, B.A. Wisconsin 1956; M.A. 1957. Some relationships between industrial 
concentration and market growth. Wisconsin. 

Evcene Kozik (earlier degrees not supplied). Economic analysis utilized by the Supreme 
Court in its anti-trust decisions with special emphasis on the years 1946-59. Pittsburgh. 

Geratp Krart, B.A, Wayne 1955; M.A. Harvard 1957. Methods of statistical costing in 
the transportation industry. Harvard. 

R. F. Lunosay (earlier degrees not.supplied). A history of the natural gas industry in 
Canada. Toronto. 

Sumi Linc; B.S. Michigan 1952; M.S. 1953. Economies of scale in the generation of 
electricity by steam. Columbia. 

CHARLES MEYER, B.A. Illinois 1954; M.A. 1955. The cost function for the telephone in- 
dustry : increasing or decreasing? Johns Hopkins, 

Ronatp E. Miter, B.A. Harvard 1955; M.A. Washington 1957. The efficiency of the 
domestic air passenger transportation industry. Princeton. 

Norman P. Monson, B.S. Utah 1954; M.S. Columbia 1955. Incipient monopoly in in- 
dustries competitively organized: lessons from U.S. vs. Brown shoe. Columbia. 

Tuomas G. Moore, B.A. Washington (St. Louis) 1957; M.A. Chicago 1959, Restrictions 
on entry and regulation of prices in the state of Illinois and the city of Chicago. Chicago. 

Russett C. PARKER, B.A. Washington State. Vertical integration in the retail food industry. 
Wisconsin. 

Warren Pitispury, B.A. New Hampshire 1953; M.S. Florida State 1958. The location of 
public highways: an economic analysis. Virginia. 

Rıcaard L. Portocx, B.A. Washington 1955; M.A. 1956. Profits in the defense industry. 
Wisconsin. 

Gerorce D, Quin, B.A. Alberta 1952; M.A. 1958, The regulation of field prices for natural 
gas under the Natural Gas Act. Princeton. 

Donatp Ricuman (earlier degrees not supplied). The small business administration. Penn- 
sylvania. j 
Punir Rossms (earlier degrees not supplied). An analysis of economic problems of big 

business as reflected in and related to the writings of Ida M. Tarbell. Pittsburgh. 
Wroutam A. SANDRDGE, B.A. Richmond 1943; M.A. Virginia 1956. The effects of fair trade 
on prices in Baltimore, Washington, and Richmond, Virginia. 


Wave P. SeweErr, B.S, Illinois 1947; M.S. 1949. A stochastic production function of air- 
craft operation. Chicago. 


ALBERT J. Simone, B.A. Tufts 1957. An economic analysis of public policy in the aluminum 
industry. Massachusetts Inst. Technology. 


Dowatp Sorar, B.A. Wisconsin 1951. Federal Air Lines. Columbia. 
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Grorce T. Werer, B.A, Grinnell 1957, Piggyback and the Interstate Commerce Commis- 
sion. Massachusetts Inst, Technology. 

Cuunron H. Wantenurst, B.S. Florida Stata 1957; M.A. 1958. The case for competition 
in American ocean shipping: a critique of government subsidy policy. Virginia. 


Land Economics; Agricultural Economics; Economic Geography; Housing 
Degrees Conjerred 


RENE BENALCAZAR, Ph.D. Wisconsin 1959. Toward a program for agricultural development 
in Ecuador. 

Max R. Broom, Ph.D. American 1959, Economic criteria and the use of land in subsidized 
urban redevelopment areas. : 

TrmoporE Borex, Ph.D. Pittsburgh 1959. Factors contributing to the growth and develop- 
ment of the arid southwest, with particular reference to the Phoenix metropolitan area. 

Henry Bramer, Ph.D. Pittsburgh 1960. An analysis of the economic aspects of the water 
polution abatement case in the Ohio River valley. 

Wittam H. Conxrz, Ph.D. Cornell 1960. The status of and trends in produce prepackaging 
in the northeast. 

Grsert DemMentis, Ph.D. Chicago 19€0. Resource allocation in the lower Rio Grande 
River valley (1940-1956). 

Josera R. Ewers, D.B.A. Indiana 1959. Federal housing programs, 1960-70. 

B. DezwortH GARDNER, Ph.D. Chicago 1960. Misallocation of resources on federal range 
lands, 

Grorce R. Harr, Ph.D. Harvard 1960. The lumber industry and forest policy; a study in 
the economics of natural resources. 

Curtis C. Harris, JR., Ph.D. Harvard 1960 Direct production payments in agriculture, 

Jonn R. Hupesranp, Ph.D. Chicago 1959. Geographical differentials in the earning power 
of input categories on Kansas farms. 

Paur H. Horpner, Ph.D, Minnesota 1960. Ar economic analysis of risk and uncertainty in 
dairy and hog production. 

Awpreas A. Hormsen, PhD. Cornell 1960. Variability in income and in factors affecting 
income on commercial dairy farms in the north country and central plain regions of 
New York state. 

Harrison Hsra, Ph.D. Wisconsin 1960. Economic decision-making in hog feeding—a new 
approach. 

Pamor Jitremana, Ph.D. Wisconsin 1660. Agriculture in a developing economy—a mid- 
century appraisal of Thailand’s agriculture. 

Paur R. Jonnson, Ph.D. Chicago 1959, Land substitutes and changes in corn yields. 

ARMAND L. Lacasse, Ph.D. Cornell 1959. Costs and efficiency in the operation of milk 
manufacturing plants in the New York-New Jersey milkshed. 

Roperr E. Lavsis, Ph.D. Ohio State 1959, An analysis of the financial structure of agri- 
cultural cooperative business organizations in Ohio and suggestions for improvement. 

Jerry M. Law, Ph.D. Minnesota 1959. The development of a classification of market 
structures for agriculture. 

Grecor Lazarcrk, Ph.D. Columbia 1960. Production and productivity in Czechoslovak 
agriculture: 1934-38, 1946-59, 

Quentin W. Linvsey, Ph.D. Harvard 1960. The problem of periodic Baas in 
agriculture. 

ALLYN O. Locxner, Ph.D. Colorado 1950. A proposal for the taxation of danno 
uranium and vanadium mining in Colorado. 

Ira S. Lowry, Ph.D. California (Berkeley) 1359. Residential location in urban areas. 

Aran R. Prornicx, Ph.D. Pennsylvania 1960. Economic and commercial policy aspects of 
marketing western Canadian petroleum in Canada and the United States. 
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Ronatp H. Porrocx, Ph.D. Ohio State 1959, An analysis of changes in consumer milk 
purchases in two Ohio metropolitan areas. 

Srantey R. Scuutrz, Ph.D. Ohio State 1960. An econcmic analysis of manufacturing milk 
production in Ohio. 

Ram R. Sca, Ph.D. Ohio State 1959. Reorganization of contiguous small farms for the 
maximum economic returns. 

Fovap Tawrtx, Ph.D. Texas 1959. Development and influence of the United States raw 
cotton policy on its economy. 

Gustavo A, Teyapa, Ph.D. Ohio State 1959. Comparative returns to resources used on 
different types and classes of farms by major types of farming areas in Ohio and 
neighboring areas. 

Sister Mary E. Tuomas, B.V.M., Ph.D. Notre Dame 1960, A study of the causes and 
consequences of the economic status of migratory farm workers in eee Indiana, 
Michigan, and Wisconsin from 1940-1958. 

Epwin R. Wesrcorr, Ph.D. Ohio State 1960, Optimum combinations of resources for dairy 
farms in west-central Ohio. 

Jonn R. Warams, Ph.D. Columbia 1960. The premium price plan for copper, lead, and 
zinc. 


Theses in Preparation 


d 

Martin E. Aser, B.S, Cornell 1956. Programs for expanding the demand for farm food 
products in the United States. Minnesota. 

Davm J. Arter, B.S. Cornell 1953; M.S. 1954. Institutional arrangements for irrigation in 
New York. Cornell, 

Davin L. Armstrone, B.S. Ohio State 1957; M.S. 1658. An analysis and comparison of 
the economics of forage management systems. Okio State. 

Aspet-Mawta M, BasHeerr, B.S, Alexandria 1951; M.S. Cornell 1958. The land settlement 
approach to economic development—a comparative study. Wisconsin. 

H. H. F. Brygammer, B.A. Western Ontario 1948; M.A. Queen’s 1957. Study of the 
Canadian housing sector. McGill, 

Oswatp P. Braica, B.S. Manitoba 1946; M.S. Minnesota 1955. The theory of vertical 
integration with an application to the feed processor-hog producer-meat packer complex. 
Minnesota. 

CARROLL G. BRUNTHAVER, B.S, Ohio State 1954; M.S. 1958, An economic analysis of live 
and carcass lamb marketing structure in Ohio. Ohio State. 

GIOVANNI Copa-NunzianTE, Dr. in Agri, Sc. Naples 1952, International trade in lemons 
and lemon products. California (Berkeley). 

Davo G. Davies. Agriculture response to urban industrial development. North Carolina. 


Marcer F. E, De Backer, B.A. Royal Lycée (Antwerp) 1942. An economic appraisal of 
forest-policy structures in the mountainous savanna regions of eastern Central Africa. 
California (Berkeley). 

Vincent F. Dunrey, B.A. Boston College 1937; M.A. 1947, An analysis of the demand 
for haddock. Boston College. 

Mary P. Dursin, B.S. Reading (England) 1955; M.S. California (Davis) 1957. The eco- 
nomics of water importation, with special reference to problems of drainage. California 
(Berkeley). 


Satomon R. Ecxsrern, Lic. en Economie, Mexican 1957, Collective farming in Mexico. 
Harvard. 


Cart K. Excuer, B.S. Michigan State 1952; M.S. 1956. Economic development policy and 
planning for American Indian rehabilitation programs. Harverd. 


Austin B. Ezzett, B.S. Alabama Polytechnic Inst. 1948; M.S. Michigan State 1956. Some 
economic impacts of selected types of legislation on food distribution. Orio State. 
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Homer Favor (earlier degrees not supplied). The effects of racial changes in occupancy 
patterns upon property values in Baltimore. Pittsburgh. 

LEHMAN B. FLETCHER, B.S. Florida 1954. Economic organization and growth in the Los 
Angeles milkshed. California (Berkeley). 

HeLmuT J. Franx, B.S. Columbia 1948; M.A. 1950. The pricing of Middle East oil. 
Columbia. 

Martin J. Gerra, B.S. Georgetown 1949; M.A. Catholic 1954. Microeconomic forecasting— 
a case study on the price of eggs. Johns Hepkins. 

Perer G. HELMBERGER, B.S. Minnesota 1955; M.S. 1957, The economic impact of bar- 
gaining cooperatives in the production and distribution of fruits and vegetables, Cali- 
fornia (Berkeley). 

STEPHEN J. Hiemstra, B.S. Iowa (Ames) 1953; M.S. 1957. Structural changes in California 
food retailing. California (Berkeley), 

James G. Huron, B.S. North Carolina State 1954, An application of inventory theory to 
farm equipment repair parts. Jowa (Ames,. 

Irvise E. Jorenson, D.LC.T.A. Imperial College of Trop. Agri. (B.W.T.) 1942; MS. 
Cornell 1950, Land tenure in Jamaica. Cornell, 

Eprira M. Jones, B.Sc. London 1940; MS. California 1959. An economic analysis of 
agricultural market controls under government rezgulation—a comparative international 
survey. California (Berkeley). 

Joan F. Katy, B.A. Bowling Green State 1957. A theory of residential location. California 
(Berkeley). 

Rogert Kare (earlier degrees not supplied). Theory and practice of the firm applied to the 
crude petroleum industry. Pittsburgh. 

Donato G. Larson, B.S. Iowa (Ames) 1956. Analysis of enumerator variance in agri- 
cultural censuses. California (Berkeley), 

Tone H. Les, B.S. Chosun Christian 1955; B.A. North Eastern Missouri 1956; M.A, 
Wisconsin 1958. A decision unit model of housing expenditure in the United States. 
Wisconsin. 

Cartes Y. Liv, B.A. National Taiwan 1954; M.S. Montana State 1957, Short-term dis- 
tribution of meat production by regions. lowa (Ames). 

Waras E. Martin, B.S. California (Davis) 1954. An interindustry analysis of California 
emphasizing agriculture. California (Berkeiey). 

Luis A, Mryia-Matret, B.A. Puerto Rico 1949; M.S, Wisconsin 1958. Integration in 
agricultural marketing with special emphasis on cooperative marketing. Wisconsin. 

Ermer L. Menzi, B.S, British Columbia 1952; M.S. 1955. Section 22 of the Agricultural 
Adjustment Act of 1933: a study in public policy formation and administration, Cali- 
fornia (Berkeley). 

Guenn H. Mer, JR., B.A. Kansas 1952; M.A, 1954. American agriculture in the 19th 
century. Harvard. 

Dow B. Mutke, B.S. Purdue 1952; M.S. 1353. Enhancing the contribution of accounting 
information to the effective management of fluid milk plans. Purdue. 

Wurm C. Motes, B.S. Kansas State 1954; M.S. 1958. Effects of transportation costs on 
the location of the meat packing industry. Iowa (Ames). 

Raren E. Newson, B.S. Minnesota 1949; M.S. 1952. The nature of competition among 
dairy processing plants in South Dakota. Minnesota. 

Hucs O. Nourse, B.A. Washington (St. Louis) 1955; M.A. Chicago 1959, The effect of 
public housing on property values in St. Louis. Chicago. 

Jose A. Orrviert-Ropricuez, B.S. Puerto Rico 1950; M.S. Wisconsin 1955, An evaluation 


and analysis of research in agricultural economics in the north central region of the U.S. 
Wisconsin. 


i 
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Mancur L. Orson, B.C. North Dakota Agri. 1954; B.A. Oxford 1956. The American 
Farm Bureau Federation: an illustration of a concept of collective action. Harvard. 

SURYAMANI PATHAK, B.Sc. State College of Agri. (India) 1951; M.Se. 1953. Relationship 
between various input-output factors in agriculture, western U. P. India. Cornell. 

Ruts Rascu, B.A. Bryn Mawr 1957. Effects of monetary and public lending policies on 
residential construction. Johns Hopkins. 

Rozert E. Ræcx, B.S. Wisconsin 1950; M.S, 1957. An empirical measure of decision- 
making ability among Wisconsin farmers. Wisconsin. 

R. Srepuen Roop, B.A. British Columbia 1950; M.Sc. London School of Econ, The eco- 
nomic structure of metropolitan agglomeration. Massachusetts Inst. Technology. 

Orranpo J. Sacay, B.S. Philippines 1954; M.S. Cornell 1956, An analysis of the crop loan 
operation of the agricultural credit and cooperative financing administration. Cornell. 

Waryam N, ScHatrer, B.A. Princeton 1951. ‘An aggregative programming analysis of 
regional production response. California (Berkeley). 

E. C. Srevwricut, B.Sc. London 1950; M.A. McGill. Impact of the oil industry on the 
economy of Alberta. McGill. 

Asput,H. H. Tamer, B.Comm. Ain-Shams 1955. Allocation of costs between crude oil and 
natural gas, California (Berkeley). 

Ricuarp W. TRESTRAIL, B.S. Minnesota 1950. Valuation of forests in the U.S. for taxation 
purposes. Washington. 

Henry A. WADSWORTH, JR., B.S. Cornell 1956; M.S, 1959. Economics of large dairy farms 
in New York State. Cornell. 

James C. Wixt1amson, JR, B.S. North Carolina State 1943; M.S. 1950, Grade price rela- 
tions in flue-cured tobacco. Chicage. 

Ermer E. Zanx, B.S. Wisconsin 1954; M.S. 1956. Structure of the grain marketing in- 
dustry. Wisconsin. 


Pinmas Zusman, M.S. Hebrew (Israel) 1956. Econometric analysis of California early 
potato market. California (Berkeley). 


Labor Economies 
Degrees Conferred 


ABRAHAM H., BeLrrsky, Ph.D. Harvard 1960. Hiring problems in the building trades with 
special reference to the Boston area. 

Error J. Berc, Ph.D. Harvard 1960, Recruitment of a labor -force in sub-Saharan Africa. 

Epwin W. BisHop, Ph.D, Wisconsin 1959. The Guatemalan labor movement, 1944-1959, 

Donato T. Butter, Ph.D, Wisconsin 1959. Trade union organizing in Iowa, 1945 to 1956. 

Jonn H. G. Crispo, Ph.D. Mass. Inst. of Tech. 1960. Collective bargaining in the public 
service: a study of union-management relations in Ontario Hydro and TVA. 

J. KennetH Davies, Ph.D. Southern California 1959. A study of the labor philosophy 
developed with the Church of Jesus Christ of Latter Day Saints. 

Wurm S. Devino, Ph.D. Michigan State 1960. Unemployment compensation exhaustees 
during a recession. 

ABDUL S. N. Ex-Smasin, Ph.D. Southern California 1960, Minimizing Iraq’s disguised 
unemployment through industrial development. 

Epmonp L. Escoras, Ph.D. Clark 1960, A study of Wyoming’s workmen’s compensation 
system, 1915-56. 

Rosert Evans, JR., Ph.D. Chicago 1959. The economics of American Negro slavery, 1830- 
1860. 


Tuomas A. FINEGAN, Ph.D. Chicago 1960. Hours of work in the United States—a cross 
sectional analysis. 
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Howarp M. Grretaran, Ph.D. Wisconsin 1960. Attempts to unify the American labor 
movement, 1865-1900. 

Arawxa Kovacs, Ph.D. Bryn Mawr 1960. The theory of wages in the Ricardian environ- 
ment. 

ARTHUR M. Krucer, Ph.D. Mass. Inst. of Tech 1959. Labour organization and collective 
bargaining in the Canadian basic steel indvstry. 

Bevars D. Masry, Ph.D. Tulane 1959. An analysis of state labor laws Petes trade 
union activities, 

Gart L. Mancum, Ph.D, Harvard 1960. Wildcat strikes and union pressure tactics in 
American industry: a case and general study. 

Hazır McCarey, Ph.D. Pennsylvania 1959. Collective bargaining among professional 
workers employed by selected nonprofit organizations. 

Cuartes R. Mirron, Ph.D. North Carolina 1960. The development of philosophies of 
personnel administration. 

Martin P. Ortrincer, Ph.D. Harvard 1960, The industrial relations system in the Nether- 
lands with special emphasis on wage policy since the end of World War II. 

Tuomas J. Reynotps, Ph.D. Columbia 1960. Factory employment in New Jersey 1899- 
1986: growth and structural change. 

Sumyer M. Rosen, Ph.D. Mass. Inst. of Tech. 1959, Labor in Turkey’s economic develop- 
ment, 

Kart RuprentHaL, Ph.D. Stanford 1959. Revolution in the Air Line Pilots Association. 

Henry SANBORN, Ph.D. Chicago 1960. Income differences between men and women irr the 
United States, 

Grorce S. Saunprrs, Ph.D. Wisconsin 1959. The movement of union and nonunion wage 
rates in the Ontario iron and steel procucts industries, 1946-1954. 

KENNETH T. Stranp, Ph.D. Wisconsin 1959. Jurisdictional disputes among the building 
trades unions. 

S. HERBERT UNTERBERCER, Ph.D. Pennsylvania 1960. The evolution of wage incentive 
systems. 

Warran C. WatrrHouse, Ph.D. Northwestern 1960, Causal factors underlying the rela- 
tionship between wage rates and job content in the industrial firm. 


Theses in Preparation 


Pet-Yane Caane, Soochow 1940; LL.M. New York (Law) 1953. Picketing. New York. 
ALBERT CLARK (earlier degrees not supplied). An analysis of the development and opera- 
tions of the employee retirement system operated by the city of Philadelphia. Penn- 
~  sylvania. 
Rosanne Core, B.A. Miami 1955. Discrimination as an explanation of unemployment 
differentials. Columbia. 


Mary 0. Conton, B.A. Queen’s 1954; M.A. 1956. Secular and cyclical movements of 
skilled/unskilled wages in Canada. Columbia. 


ANDREW J. Coorer III, B.S, Georgia Enst. Technology 1953; M.S. 1954; M.A. Princeton 
1959. Air Line Pilots Association. Princetcn. 

N. F. Davis, B.S. Lincoln 1949; M.B.A. Washington (St. Louis) 1952. Trade unions’ 
practices and the Negro worker—the establishment of AFL-CIO antidiscrimination 
policy. Indiana. 

Jora De Vincenti, M.S, New York 1940. Developmental history of organized labor in 
Puerto Rico. Corneil. 


Doris Drury, B.A. Western Ontario 1949; M.A. Indiana 1950. The concept of bargaining 
in the theory of unions. Indiana. 
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J. D. Dunn, B.A. Texas 1950; M.B.A. 1955. White-collar unionization in the deep South. 
Alabama. 

Expon J. Dvorax, B.S. South Dakota State 1953. Effects of changes in the labor-force 
structure upon labor-management relations. Washington. 

G. E. Eaton, B.A. McGill 1957. Developments of trade unions in Jamaica, McGill. 

Joun Fercuson, B.A. Stanford 1933; M.B.A. 1935. Job satisfaction and productivity in a 
university faculty. Cornell. 

Geratp E. Firzceratp, B.A. Brooklyn 1945; M.P.A. City (New York) 1956, Current 
practices in wage administration and position classification administration in selected 
American jurisdictions. New York. 

Harry J. Guman, M.A. Chicago 1958. The role of discrimination in unemployment. 
Chicago. 

Cares P. Harr (earlier degrees not supplied). Analysis of special compensation paid to 
salaried employees of life insurance companies. Pennsylvania. 

Rozert I. Histor, LL.B. St. Lawrence 1938; LL.M. 1939. The international labor or- 
ganization. Colorado. 

Mary D. Housxa, B.S. Simmons 1954. The substitution of engineers for men with less 
technical education. Massachusetts Inst. Technology. 

MAXIMILIAN B., Jones, M.S. North Carolina 1955. Wage structure theory and its implica- 
tions for job evaluation. North Carolina, 

Arwotp M. Katz, B.A, Hamilton 1952; M.A. Yale 1953. Cyclical changes in family labor 
force participation. Yale. 

Jay B. Kennepy, B.A. Indiana 1954; M.A, 1957. Protective labor legislation in Indiana. 
Indiana. 

Josera J. Merone (earlier degrees not supplied). Impact of collective bargaining on 
private pension plans. Pennsylvania. 

Murray B. Nessirr, B.A. New York 1948; LL.B. 1950, Administration and UE process 
in the National Labor Relations Board. New York. 

Joun C. O’Brien, B.Comm. London 1952; M.A. Notre Dame 1959. An analysis of stanc- 
ards in the administration of welfare and pension plans. Notre Dame. 

Leonarp A. Rapprne, B.A, California (Los Angeles) 1956; M.A. Chicago 1959. The impact 
of unionism and government subsidies on the relative wages of seamen. Chicago. 

Ray C. Roperts, M.S. North Carolina 1957. Collective bargaining in the trucking industry. 
Norih Carolina. 

Ricwarp L, Rowan. A study of recent labor reform bills. North Carolina. 

Kary SauBer, B.S. Kent State 1956. An economic analysis of the 1959 steel strike. Illinois. 
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SIMULATION OF ECONOMIC SYSTEMS 


By Guy H. Orcurr*® 


Simulation is a general approach to the study and use of models. As 
such it furnishes an alternative approach to that offered by conven- 
tional mathematical techniques. In using conventional mathematical 
techniques to solve a model the objective is to determine, deductively 
and with generality, the way in which the model implicitly relates en- 
dogenous variables to initial conditions, parameters, and time paths of 
exogenous variables.* 

Simulation techniques also are used to solve models, but in any 
single simulation run the solution obtained is highly specific. Given 
completely specified initial conditions, parameters, and exogenous var- 
iables, a single simulation run yields only a single set of time paths of 
the endogenous variables. To determine how the behavior of the en- 
dogenous variables is more generally dependent on initial conditions, 
parameters, and exogenous variables may require a very large number 
of simulation runs; and even then induction from specific results to gen- 
eral solutions will be required. 

An individual simulation run may be thought of as an experiment 
performed upon a model. A given experiment involves operating a 
model after first completely specifying a set of initial conditions ap- 
propriate to the model, a set of values of the parameters used in speci- 
fying relations contained in the model, and the time paths of those vari- 
ables used in the model and treated as exogenous. Additional experi- 
ments would involve operating the model after respecifying the initial 
conditions, the parameters, and/or the exogenous variables. The prob- 
lem of inferring general relationships from specific results obtained in 

*The author is professor of economics, University of Wisconsin, He wishes to express 


his appreciation’ to Janet Fisher and John Korbel for assistance in preparation of this 
article. 

1For purposes of this paper variables generated by a model will be regarded as en- 
dogenous, while variables treated as given and fed into a model will be regarded as ex- 
ogenous. No distinction is made in this paper between constants and parameters. 
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individual experiments performed on a model is the same as that of 
inferring general relationships from specific experimental results in any 
of the inductive sciences. The scientist studying natural phenomena has 
no alternative. The research worker, studying or using a model, could 
conceivably use a purely deductive approach, but this alternative may 
not be attractive or it may not prove feasible with known mathematical 
methods. 

In practice, the word simulation is used in a variety of related but 
somewhat different senses. For example, if someone refers to the simu- 
lation of an economy, or of some other set of real phenomena, he prob- 
ably is referring to the combined activity of building a model of that 
set of phenomena and also of studying and/or using the model by 
means of the kind of simulation approach defined above. While build- 
ing a model it is, of course, important tc give some thought to its even- 
tual solution and use. However, any particular model might be ex- 
pressed in any one of various languages and might be solved and used 
by means of more than one approach. This being the case, it does not 
seem overly useful for most purposes to classify models either accord- 
ing to the intended techniques of soluticn alone or even simply accord- 
ing to the language in which they happen to be expressed.” 

Not only is the term simulation used in different senses, but also a 
number of other words are used to identify activities or methods which 
might properly be regarded as specialized uses of a simulation ap- 
proach. Both gaming and Monte Carlo methods are cases in point. The 
former may be characterized by the fact that contestants are used as 
components in models studied by simulation techniques. The latter may 
be characterized by the fact that probability models are studied by 
simulation techniques. 

Various uses of simulation are described in Section I of this paper. 
Models and model building are discussed in Section II, and Section 
III presents various means by which complex, large-scale systems, 
such as economies, can be simulated.’ Section IV describes a concrete 
example of simulation of a demographic model of the United States. 


I. Uses of Simulation 


Pre-1950 Uses. Simulation is an ancient approach to the study and 
use of models and probably antedates recorded history. However, its 


? Anyone who has read the excellent article [6] by Cohen and Cyert will recognize that 
this paragraph takes some issue with the manner in which they classify models, Never- 
theless, at a more substantive level the author of this paper is in nearly complete agree- 
ment with the views they express about the implications of modern computers for model 
building. . 

* The literature on simulation and related subjects is extensive. A bibliography of this 
literature has been prepared by Martin Shubik [17]. ; 
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use by economists or by other social scientists has been quite limited. 
Early uses of a simulation approach primarily involved experimenting 
with models given a physical embodiment. Perhaps the limited use of 
simulation techniques by early economists may be accounted for on the 
basis that appropriate models of social phenomena are not easily given 
simple physical embodiments. 

Irving Fisher’s celebrated hydraulic model [8] furnishes one ex- 
ample of an early use of simulation as a device for teaching and assist- 
ing understanding. At a conceptual level; at least, Wicksell’s rocking- 
horse analogy [23] and Aftalion’s furnace analogy [2] are two other 
similar examples. 

Yule in his classic work on spurious correlation between time series 
[25] used a simulation approach to determine the features of a sam- 
pling distribution of correlations between generated time series. In 
doing this he was using simulation techniques in a way that would now 
be referred to as a Monte Carlo approach. Slutsky’s use of simulation 
techniques in his highly suggestive study on the quasicyclical behavior 
of economic time series [18] furnishes a somewhat similar example. 
Orcutt, James, and Cochrane [5] [14] [15] also made extensive use 
of this approach to determine sampling distributions of estimators of 
parameters in models containing autocorrelated time series, autocor- 
related errors, and simultaneous equations. 

Edward Chamberlin’s classroom simulation of a market [3] is an 
example of use of simulation techniques in an application that now, 
perhaps, would be referred to as gaming. 

Use in Training. The use of simulation in training drivers, pilots, and 
rocket passengers is well known. War games and business games also 
are used as training devices. In each case the trainee is able to get some 
feel of what he would experience in the real situation and some indi- 
cation of the likely outcome of various actions and responses on his 
part. In each of these uses the value lies in being able to carry out 
training in a less expensive or less dangerous way. Perhaps economic 
policy-makers also should first try their skill on a model of the 
economy. 

Design. Experimentation with models of aircraft in a wind tunnel 
illustrates the case in which simulation may be useful in choosing be- 
tween alternative designs. In this case, experimentation on a given 
model may consist of varying the air stream impinging on the model; 
introduction of turbulence into the air stream; operation of the rudder 
and other controls on the model; and so forth. The behavior of the 
model airplane with respect to drag, stability, and response are ob- 
served. It is hoped that the model responds to the experimentation in 
the same way that the plane modeled would respond. If such is the 
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case, then this sort of simulation indicates how various designs would 
work in practice. Such simulation doesn’t eliminate the need for test 
pilots and experimental aircraft, kut it does reduce the number of false 
tries with real aircraft and pilots. 

System Control. Models of electric power systems are sometimes 
used for similar purposes. Alternative policies, with regard to where 
power is to be generated at various times, can be tried out on a model. 
The effect of such policies on the model are then observed. Differences 
in expected costs, as between producing power at one generating sta- 
tion or another or with some combination, might be computed and this 
information might be used as a guide in choosing between alternative 
policies in dealing with a real eleczrical system. The value of such simu- 
lation studies lies partly in the fact that it is considerably cheaper to 
experiment on a model than on a real electric power system. Also, such 
simulation may be of value in indicating that certain stabilization poli- 
cies would wreck part of the system while other policies would success- 
fully stabilize it. It is, of course, more satisfactory to find this out while 
experimenting with a model than when experimenting with the real 
thing. 

If it is desirable to carry out simulation studies relating to the opera- 
tions of an electric generating system, it is even more desirable first to 
employ a model to try out alternative policies aimed at modification, 
stabilization, or growth of an economy. Governmental policies should be 
chosen on the basis of their fruit, but it would be more prudent to sam- 
ple their fruit before trying them out on a real economy. Experiment- 
ing on a model of an economy is a way of doing this. 

A model which embodies the essential features of an economic sys- 
tem, whether developed in terms of micro-components or developed in 
terms of aggregative components, could be used for a variety of policy- 
making purposes. If government policy-makers are considering al- 
ternative tax laws, alternative open-market policies, alternative spend- 
ing policies, or alternative stabilization policies, they ought to know 
what kind of consequences would follow from each of these policies. 
Thus, if an adequate representation of the economic system were avail- 
able, alternative tax policies cou’d be tried out upon it. By using such 
a model to generate the behavior that would follow from each tax 
policy, a base would be provided for inferences concerning the yields 
and relative effects of applying each of these different policies to the 
real economy. If the model of the economic system used were suffi- 
ciently accurate, this would be of enormous value. Obviously, however, 
if the representation of the way in which the components of the real 
economy respond and interact were incorrect, such simulation studies 
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would in all probability yield incorrect predictions about the conse- 
quences of the tax laws under consideration. 

Forecasting. In the above example predictions were being made 
about the consequences of alternative policies. In forecasting, uncondi- 
tional predictions of what is going to happen next month, or six months 
from now, or next year, are sought. For purposes of policy formula- 
tion, the objective is to discover what kind of a situation to prepare for. 
Is there likely to be more unemployment or less unemployment six 
months from now? Are prices going to continue to rise or fall? A model 
could be used for this purpose by specifying the appropriate initial con- 
ditions and the values of exogenous variables, running the model, and 
observing the values it predicts for the relevant output variables. 


II. Models and Model Building 


A model of something is a representation of it designed to incorpo- 
rate those features deemed to be significant for one or more specific 
purposes. In some cases such features are directly observable. Thus 
maps are models of geographic areas and they incorporate spatial, 
topological features of the areas represented. In other cases models in- 
corporate more subtle features such as how the thing modeled responds 
to stimuli or otherwise behaves. Models of atoms, of airplanes used in 
wind tunnels, of rocketship cockpits and controls, and of electric gen- 
erating and distributing systems are examples of this second type. For 
most purposes, it is unimportant whether models superficially look like 
the thing modeled. For example, no one cares if a model of an electric 
generating and distributing system looks like a sized-down physical 
replica. What is important is that the responses of the model to changes 
in load, failure of components, and so on, be similar to those of the real 
system. Whether a model is a physical representation, or expressed in 
ordinary prose, or described by pictorial geometry, or set forth in the 
language of formal mathematics, or presented as a computer program 
is, again, mainly a matter of feasibility and convenience. Some con- 
cepts may be described and worked with more easily in one language 
than in another and some languages may be comprehensible to differ- 
ent or to wider audiences than others. Simulation studies often involve 
extensive computations and these may call for use of high-speed com- 
puters. If it is known in advance that a model is to be used in simula- 
tion studies, it should if possible be developed in terms of a computer 
language, thereby avoiding a later need to encounter the difficult task 
of translation. However, there are times when, to facilitate taking ad- 
vantage of available multivariate statistical techniques used in estimation 
and testing, it may be more convenient first to develop the model to be 


898 THE AMERICAN ECONOMIC REVIEW 


simulated in the language of formal mathematics. Then the model may 
be translated into computer language to take advantage of high-speed 
computers in carrying out the simulation studies. 

Elements of Models. Components, variables, and relations are the 
elements of models of economic systems, and the alternative choices 
open to model-builders have to do with these elements. 

Major types of components used in models of economic systems in- 
clude major sectors such as the household, business, and government 
sectors; major categories of goods such as consumer durables; indus- 
tries; and micro-units such as individuals, families, firms, plants, spe- 
cific markets, and specific goods. Examples of models using major 
sectors as components would include those constructed by Tinbergen 
[21], Colin Clark [4], Klein [9] [10] and Klein and Goldberger 
[11], Duesenberry, Eckstein, and Fromm [7], and Smithies [19], to 
name only a few. Several of these models have been at least partially 
analyzed by use of simulation techniques, The study by Duesenberry, 
Eckstein, and Fromm and one by I. Adelman and F. Adelman [1] are 
two good examples of analyses based on simulation studies. Models of 
economic systems using industries as basic components are associated 
primarily with the work of Leontief [12] [13] and his former students 
and associates. Models of economies built in terms of micro-compo- 
nents are still in a formative stage and for more information about such 
models the reader is referred to a forthcoming book by Orcutt, Green- 
berger, Korbel, and Rivlin [16]. 

Simulation techniques either have been or could be used in studying 
and using any of the above types of madels. With the simpler aggrega- 
tive national income type of model, a simulation approach may be less 
appropriate than a purely deductive mathematical approach. In the 
case of static Leontief models the use of large-scale computers is called 
for, but matrix inversion methcds have been extensively used rather 
than simulation techniques. More sophisticated aggregative models, 
large dynamic Leontief models, and micro-analytic models are proba- 
bly all more amenable to handling by simulation techniques than by 
any other known method. In fact it is only since the revolution in com- 
puting technology that micro-analytic models can be considered 
practical. 

Variables in a model relate in one way or another to the com- 
ponents of the model. It is convenient to classify variables into three 
broad categories: output variables, status variables, and input varia- 
bles. 

An output of a component is anything which issues from or is gen- 
erated by the component. Possible outputs of an individual would in- 
clude entering the labor force, marriage, and death. Married couples 


ORCUTT: SIMULATION OF ECONOMIC SYSTEMS 899 


may have children and get divorced. Outputs of families would include 
expenditures and acquisition of debts and assets. Firms may hire labor, 
place orders, set prices, and generate various other outputs. Output 
variables are variables which describe outputs. 

A component’s status variables are variables which describe the state 
of the component. The values of these variables at the beginning of a 
time period are available for use in generating the component’s be- 
havior during the period, and the output of the component during the 
period may alter the values of the status variables that describe the 
state of the component at the start of the following period. For ex- 
ample, the status variables of an individual might include his age, sex, 
marital status, education, and previous incomes; the status variables 
of a firm might include its inventories, previous sales, balance sheet 
variables, and even anticipated sales. . 

A component’s input variables as well-as its status variables are 
used in generating its behavior. But whereas status variables are in- 
ternal to the component and describe its state at a point of time, input 
variables arise outside of the component and must be fed into it. It is 
these variables which are used to describe the unfolding impact of the 
external environment on the component. Inputs may thus include the 
weather, time, and outputs of other components such as orders and in- 
come payments. 

In addition to components, and the variables relating to the com- 
ponents, a model of an economy also must contain relationships if it is 
to generate behavior. Relationships specify how the values of different 
variables in the model are related to each other or how they are other- 
wise generated. Relationships are of two broad types: identities and 
operating characteristics. Identities are accounting or tautological 
statements which may be introduced for convenience. Thus, total sales 
of a product are set equal to total purchases of the product, total assets 
of a firm are set equal to total liabilities and equity, and so on. 

An operating characteristic is a relationship specific to a given 
component which specifies either an hypothesis or an assumption about 
how output variables of the component are related to its status and 
input variables. One example of an operating characteristic of a family 
might be a demand relationship. In this case the output variable might 
be the monthly expenditure on clothing. Status variables that might be 
used in the operating characteristic generating this variable would in- 
clude age of head, marital status of head, number of children, asset and 
debt position of the family, and previous incomes. Input variables that 
could be used in determining the demand for clothing of this compo- 
nent would include its current income, price information, and weather 
information. 


. 
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By specifying how components in a model are to respond to input 
variables and to status variables, operating characteristics embody 
much of whatever knowledge is made use of in a model. It is primarily 
upon them, and the initial distribution assigned to status variables, that 
any predictive use of a model must depend. It also is worth observing 
that, whereas components and variables may be directly observed in a 
real economy, operating characteristics must be inferred from inductive 
studies. 

Modern Tools. Some of the knowledge needed to specify operating 
characteristics appropriately may be derived from planned experimen- 
tation. However, in view of obvious difficulties, it seems clear that ex- 
tensive use must be made of the innumerable unplanned “experiments” 
conducted by actual economies. Hypotheses must be formulated; data 
appropriate for testing must be collected and evaluated; hypotheses 
must then be modified or new hypotheses introduced; new data must 
be collected and so on. To facilitate this continual process of hypothesis 
formulation and testing, which typifies all scientific research, requires 
data collection instruments which are highly responsive to changing 
research needs. Sample surveys have become an indispensable part of 
this process in economic research. The rapid development and imple- 
mentation of sample-survey methods complements the-revolution in 
computer technology and has far-reaching consequences for model 
building. 

Multivariate statistical tools of analysis are a third modern develop- 
ment of great importance to successful model building but will be 
passed over without further comment in this paper. 

Role of Simulation, Simulation techniques and studies may be useful 
in the specification of operating characteristics, in the following ways: 

1. Simulation techniques make possible the effective study of 
models containing large numbers of components, variables and rela- 
tionships of almost any desired form. They more completely free re- 
search workers to be guided by considerations relating to adequacy of 
representation. 

2. Simulation techniques make it feasible to carry out sensitivity 
analyses on a model. The model can be run many times with the value 
of one or more parameters being altered between runs. The resulting 
variations in time paths of endogenous variables can be observed, and 
related to the corresponding alterations of parameters. After finding 
out how sensitive these results are to specific differences in the size of 
parameters, the investigator is in a much better position to decide 
where to apply additional research effort in parameter estimation, 

3. Simulation techniques permit specific implications of models to 
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be determined. By so doing they make it possible to carry out testing 
at various levels of aggregation, ranging from the level of individual 
components up to the level of highly aggregative phenomena such as 
national income, This is extremely important because achievement of 
more adequate testing is one of the most serious problems facing model 
builders. 

4. Simulation, or closely related Monte Carlo studies, can be useful 
in supplementing or extending modern multivariate statistical techni- 
ques of estimating parameters in operating characteristics. In effect 
these techniques enable operating characteristics to be fitted to bodies 
of data by systematic trial-and-error procedures. This may become of 
greatest importance when dealing with various kinds of nonlinear rela- 
tionships for which other methods of estimation are either unknown or 
too costly. 

Simulation studies can also be used to improve our knowledge about 
how existing statistical techniques work in the face of specification 
errors of various sorts. The very interesting studies of Summers [20] 
illustrates this type of use. 


HI. Computer Simulation of Complex, Large-Scale Systems 


Economic systems are complex organizations involving the behavior 
of hundreds of millions of complicated decision units and their inter- 
action. Models involving hundreds of millions of components can be 
conceived of but their construction and use pose problems that appear 
insuperable both from the standpoint of completely specifying such 
models and from that of studying and using them if they could be 
constructed. There are, however, various means by which satisfactory 
computer simulation of large-scale systems can be made feasible. Many 
of these are discussed in detail by Orcutt, Greenberger, Korbel and 
Rivlin [16], but some of the more important means are as follows: 

1. Building-Block Approach. One rather simple but essential pro- 
cedure is that of using a building-block approach. Construction of a 
large-scale model and of a large-scale computer program requires an 
extended effort over time by many individuals with many skills. Ex- 
tensive testing of individual pieces must be carried out before the pieces 
are assembled, and even after they have been assembled, it frequently 
may be necessary to modify some pieces. Also in finding and in elimi- 
nating the errors in a large and complex computer program it is im- 
portant to be able to do it piece by piece. And even after it is assembled, 
it frequently may be desirable to alter a particular operating charac- 
teristic, or parameter, or the initial composition of components and 
their status variables. For these reasons it is highly useful to take the 
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individual components of a model as building blocks and construct 
them and the over-all model so that they are like the fully plugable 
components of a modern piece of electronic equipment. 

2. Use of Block-Recursive Models. Given that a building-block ap- 
proach is to be used in constructing and simulating a large-scale model 
on a computer, it is of considerable practical importance that the model 
be block-recursive, at least in its broad outlines. If it is assumed for 
purposes of illustration that individual families are treated as blocks, 
then in order for a model to be block-recursive it is necessary, for ex- 
ample, that a family’s expenditures on clothing during a month should 
not have such an immediate chain of consequences as both to alter in- 
come payments to the family and also thereby alter the family’s ex- 
penditure on clothing during the same month. This is thus a much less 
restrictive requirement than that of full recursiveness. Wold makes an 
impressive case for the use of recursive models [24] and all of Tin- 
bergen’s models have this property. Models of Klein, however, must be 
put in a reduced form before they have this property. Whether or not 
a real economy can be adequately represented by a block-recursive 
model depends upon the choice of blocks and how short time lags can 
be without being represented as zero time lags. Given flexibility in 
choice of blocks and the use of very short time lags where appropriate, 
it is difficult to see how the requirement of block-recursiveness places 
any serious limitations on the model builder. The advantage of work- 
ing with models which are block-recursive is that digital computers 
now available all perform their operations in a sequential fashion. This 
doesn’t prevent solving sets of reasonably small numbers of linear 
simultaneous equations. It does make extremely difficult or impossible 
the handling of large numbers of nonlinear simultaneous equations. 
Use of block-recursive models does limi: any given set of simultaneous 
equations to those needed in generating che output of a single block and 
thus greatly facilitates computer simulation with computing equipment 
that is or will be available within the nex: few years. 

3. Replication of Components. Given a building-block approach, 
another major method of facilitating the design and computer simula- 
tion of large-scale complex models is to replicate components. This 
means that while large numbers of components may be used in a model 
these components are restricted to a relatively small number of major 
types. Components of the same major type will have identical operating 
characteristics but may, of course, have different series of values for 
their status variables and different series of values for their input 
variables. The advantages of this kind of replication in terms of saving 
labor in developing and programing a model are obvious and important. 
There are, however, deeper and more subtle advantages to such repli- 


ORCUTT: SIMULATION OF ECONOMIC SYSTEMS 903 


cation that relate to estimation and testing of the operating character- 
istics of the basic components. A full discussion of these is beyond the 
scope of this paper, but it may be pointed out that replication has 
essentially the same importance for learning about the behavior and re- 
sponse mechanism of components that it has for experimental design in 
general. 

4. Treatment of Model as a Probability Sample. A fourth basic 
method for achieving effective computer simulation of models that, 
conceptually at least, involve millions of micro-components, is to re- 
gard the components used in computer simulations as probability 
samples of the components in more extensive conceptual models of eco- 
nomic systems. This can reduce the number of components actually 
handled in a computer simulation to something less than the hundred 
thousand or so that are manageable with computers now available. The 
results obtained from the computer models may then be appropriately 
blown up in the same way that results obtained by sample surveys are 
blown up to yield figures appropriate for the populations sampled. 


IV. Computer Simulation of a Demographic Model—An Example 


As one step in demonstrating the feasibility and potential usefulness 
of simulation techniques in connection with the development and use of 
models of economies built in terms of micro-components, Orcutt, 
Greenberger, Korbel, and Rivlin [16] constructed and carried out 
computer simulations of a demographic model of the United States 
household sector. 

The basic components of the model are individuals and combina- 
tions of individuals such as married couples and families. The family 
units form, grow, diminish, and dissolve as married couples have chil- 
dren and get divorced and individuals age, marry, and die. These out- 
puts of the basic components in a given month depend on the status 
variables that characterize each component as of the beginning of the 
month and on the inputs into each component during the month. The 
operating characteristics, which serve to relate outputs of components 
to input and status variables, are stochastic in nature; i.e., it is the prob- 
abilities of occurrence of certain outputs rather than the outputs them- 
selves which are regarded as functions of input and status variables. 
For example, the probability that a woman will give birth to a child 
during a given month was estimated, on the basis of available data, to 
depend on a nonlinear, multivariate function of her marital status, age, 
number of previous births, interval since previous birth or since mar- 
riage, month, and year. The model is recursive in that the probabilities 
determined for the possible outputs of each component in any period 
depend only on previously determined input and status variables. 
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Solution of the model was achieved by simulation on a large elec- 
tronic computer. An initial population of over 10,000 individuals was 
made to be representative of the United States population as of April 
1950 by appropriate assignment to these individuals or to groupings of 
these individuals of sex, race, age, marital status, parity, interval since 
marriage or previous birth, and family composition. Assignment of 
these status variables was based on information contained in tabula- 
tions of the Bureau of the Census and in various sample surveys 
carried out by the Survey Research Center of the University of Michi- 
gan for the Federal Reserve Board and for a family-planning study by 
Ronald Freedman, Pascal Whelpton and Arthur Campbell. 

The simulations carried out proceeded in one-month steps. Data 
relating to specific individuals and families were stored on magnetic 
tape. Operating characteristics, summary information and variables 
nonspecific to micro-components were stored in high-speed care storage. 
In each “month” the members of each family were considered in turn. 
For each possible output of each component a probability of occurrence 
was specified by use of the relevant operating characteristic and the 
appropriate status and input variables. Whether the output occurred 
or not was then determined by a random drawing from this probability 
distribution. For example, if the probability that a male with a par- 
ticular initial status will die during the month was calculated to be 
0.0002, then, in essence, a random drawing was made from a bag con- 
taining two black balls for every 9,998 white balls. The man either 
died and was eliminated from the population (and from his family) or 
he lived through the month depending on the outcome of the draw. In 
practice, however, random numbers generated by the computing ma- 
chine provided a less cumbersom2 method of making the random draw- 
ings than balls in a bag. 

When each possible output for each unit had been considered in this 
way, the first “pass” or month was complete. The whole procedure 
was then repeated for the second month and as many more as desired. 
Each succeeding month was begun with a population of components 
which was slightly different both in size and composition from the 
preceding one, since some individuals had died or married, some 
couples had divorced, some babies had been born and all surviving 
individuals were one month older. 

Several simulation runs covering part or all of the interval from 
April 1950 to April 1960 were carried out using operating character- 
istics estimated on the basis of data from available sources. Simulation 
runs, involving systematic variations in critical operating character- 
istics, also were carried out. 

As each simulation run was carried out the computer was used to 
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summarize the micro-changes taking place and to feed out aggregative 
monthly information about births, deaths, marriages and divorces. At 
selected intervals cross-sectional tabulations of the developing popula- 
tions also were produced by the computer. The aggregative time series 
and frequency distributions produced in this way were then blown up 
to provide estimates relating to the real population and where appropri- 
ate these estimates were compared with available aggregative data 
about the United States population and its composition. 

The use of simulation techniques by the authors of this demographic 
study does not, of course, offer any guarantee in itself that they have 
produced an acceptable and useful population model. However, by 
producing a feasible means of solution it permitted them to introduce a 
variety of interactions, variables, nonlinearities and stochastic con- 
siderations into their model which they otherwise would have been 
forced to leave out despite strong evidence of their importance. In 
addition, by providing a means of solution it made possible comparison 
of generated results with observed time series and cross sectional data 
and thus permitted testing of a sort that would not otherwise have been 
possible. 


V. Concluding Remarks 


A simulation approach to the study and use of models is more easily 
understood and mastered by nonmathematicians than more conven- 
tional mathematical techniques. This aspect of a simulation approach 
has made it attractive to many research workers and might be expected 
to have a particular significance for social scientists as well as for busi- 
ness men and government officials. 

From the revolution in computing technology of the last one or two 
decades, the simulation approach has emerged, as a practical means of 
studying and using more nearly realistic models of economic systems. 
In fact it is the only known approach to the satisfactory study and use 
of any of the existing dynamic models of economic systems for which 
any pretense of realism can be claimed. No cne can say with certainty 
that purely deductive mathematical techniques could not be developed 
to do the required job. However, given the rapid development of survey 
research techniques and other improved means of data collection about 
micro-units, and given the rapid development of multivariate statistical 
techniques of estimating nonlinear relationships, it seems obvious that 
future models of economic systems will be much less amenable to con- 
ventional mathematical analysis than models previously developed. 
Therefore, a simulation approach to the study and use of models of eco- 
nomic systems has become essential and probably will continue to be 
for a long time. 
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It seems reasonably clear to this author that, during the next decade 
at least, simulation studies of large complex economic systems will be 
carried out most effectively on extremely fast digital computers. How- 
ever, analogue computers have some advantages and-some adherents, 
and the interested reader would benefit by studying the work of 
Tustin [22]. 
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SIMULATION OF THE INDUSTRY AND THE FIRM 


By Martin SHUBIK* 


The high-speed digital computer’ promises to provide the economist 
with means for constructing both the instruments for observation and 
the equipment for experimentation that have been the earmarks of the 
traditional sciences. Used in one way the computer supplies a viewing 
equipment to the economist in a manner analogous to the microscope 
for biologists (however, a great amount of work goes into setting up 
the “specimens” to be observed}. Beyond its use as a viewing instru- 
ment, it provides a possibility for the construction and running of ex- 
periments. It has a use as laboratory apparatus. The various uses of 
the computer are not substitutes for economic analysis or observation. 
They are nevertheless supplements of considerable power. 

Speaking broadly, there are five major areas of new development of 
interest to economists which depend heavily upon the advent of the 
computer. They are: (1) data-processing; (2) analytical methods; 
` (3) simulation; (4) gaming; and (5) artificial intelligence. This paper 
deals primarily with the third of these, simulation, although there is a 
considerable interlinkage between the techniques in all categories; and 
the last two are sometimes treated as specialized types of simulation. 

Data-Processing. In data-processing the important features of the 
new technology are the speed of operation and the ability to record, 
store and analyze quantities of raw data whose mere volume in most 
forms presents not only processing but even storage problems. The 
current generation of large computers performs an addition in under 
5 millionths of a second.? New methods of storing information make it 
possible to keep a million “bits”? on a piece of plastic an inch square. 
It has become possible to examine mass census data in many different 


* The author, on leave from Operations Research and Synthesis Consulting Service, Gen- 
eral Electric Company, is visiting professor at Yale University in the current academic 
year. . 

1 Possibly there will be a growing use for analogue computers; however, to date almost 
all the new applications of computer technology to economic problems have utilized digi- 
tal computers. 

? For instance, the IBM 7090 performs ax addition in 4.8 micro-seconds, 

"A bit is the unit in which information is measured. It is the amount of information 
required to distinguish between two possibilities. For example, yes or no, or equivalently 
1 or O, contain one bit of information. 
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aggregations and disaggregations. Furthermore, the investigation of 
economic models which previously called for many months of labor in 
carrying out statistical computations such as correlation can be carried 
out in a matter of days, even if all of the work in setting up the material 
for computation is included. Only a few hours may be needed for the 
actual computation. “Canned programs’* are already sufficiently 
numerous and available that technological unemployment is in sight 
for those wishing to write the type of master’s thesis depending pri- 
marily upon tedious data-gathering and lengthy routine computations. 
More economic thought may be required as the data-processing times 
and difficulties decrease. 

Analytical Methods. One of the main criticisms of economists using 
mathematical models has been that their models have tended to be 
“unrealistic.” In many instances considerations of the economics in- 
volved have taxed the mathematics to such an extent that the problems 
have had either to be simplified in an undesirable manner or have not 
been mathematically tractable. The advent of the large computer is re- 
moving many of the limitations of mathematical analysis. Much of the 
work in the utilization of linear and dynamic programming would not 
be feasible without computing-machine assistance. Many problems in 
inventory, production or investment theory, for example, can be con- 
cisely stated but are not solvable by analytical methods. It is now possi- 
ble to utilize numerical methods to obtain answers to many of these 
problems to any degree of accuracy. 

Simulation. In the past few years the word “simulation” has begun 
to make its way into economic literature [24]. The word is old, espe- 
cially in reference to other areas where analogue simulation has been 
used for some time. For example, the air frame industry has utilized 
physical models in wind-tunnel simulations; and for teaching purposes 
an hydraulic model at the London School of Economics has provided 
an analogue simulation of a macroeconomic system for many years. 
This particular model has been excellently illustrated by the English 
cartoonist Emett in Punch of 1953. 

A simulation of a system or an organism is the operation of a model 
or simulator which is a representation of the system or organism. The 
model is amenable to manipulations which would be impossible, too 
expensive or impracticable to perform on the entity it portrays. The 
operation of the model can be studied and, from it, properties concern- 
ing the behavior of the actual system or its subsystems can be inferred. 

The close interrelationship between simulation, gaming and artifi- 

“A canned program is a program written to perfom a task which may be used many 


times in different problems; for example, a program for multiple correlation. Under such 
arrangements aS SHARE whole libraries of programs are becoming available upon request. 
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cial intelligence will be considered in the next section. In the succeeding 
section, contemporary applications of simulation to the industry and 
the firm will be reviewed. 


I. Simulation and Allied Techniques 


Gaming and simulation are often classed together. It is important 
to make clear the distinction between these different methods designed 
for different purposes. 


A. Gaming. 


Gaming has been used as an experimental and training device by the 
military for many years [27]. Its use as an experimental tool for 
studying microeconomic behavior is recent. In a gaming experiment a 
model of an environment is provided. In other words, a simulated uni- 
verse is constructed. In the military tke simulated universe may be a 
sand table or a maneuver area; in a business game it may be a simu- 
lated oligopolistic market structure; in a small group behavior experi- 
ment it may be a specialized communications network. Players or 
decision-makers act within the simulated environment, and the ex- 
perimenter, by observing them, may be able to test hypotheses con- 
cerning the behavior of the individuals and/or the decision system as 
a whole. 

A distinction of interest to economists may be made between business 
games or “environment rich games” and more strictly controlled ex- 
perimental games. For example, the recent work of Siegel and Fouraker 
[26] is of the latter variety. The many business games, almost all of 
them using a simulated structure of an oligopolistic market, provide 
examples of the former [14] [16]. 


B. Simulation. 


In a simulation, either the behavior of a system or the behavior of 
individual components is taken as given. Information concerning the 
behavior of one or the other is inferred as a result of the simulation. 
Hence one distinction between gaming and simulation is that, although 
it is usually likely that a simulation will not include any human de- 
cision-makers (but merely the decision rules for their behavior), a 
gaming exercise or experiment will always include decision-makers 
whose behavior is to be influenced or studied. 

The variety of problems explored by means of simulation has called 
for the development of specialized techniques. Most simulations em- 
ploy only a high-speed digital oz analogue computer. Those of interest 
to economists belong almost completely to the former type. There is, 
however, important work involving simulation utilizing both men and 
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computing machines. Furthermore, problems in physics and engineer- 
ing have utilized a statistical device known as the “Monte Carlo 
method.” There is a highly specialized technical literature on this [20] 
[21]. As this is not of prime concern to the economist no further dis- 
cussion of the Monte Carlo method is given here. 

Man-Machine Simulations. This category consists of simulations 
which use both men and computing machines simultaneously, but are 
not necessarily concerned with the problems involved in gaming. The 
Rano Logistics Laboratory provides an example of this type of work 
[11]. Here a complete logistics system is being simulated in order to 
study the effects of different changes in policies and initial conditions 
on the over-all performance of the system. Many individuals partici- 
pate in the actual simulation, not primarily to be trained or experi- 
mented with as individuals, but because the cheapest effective simu- 
lator of the individual who is in control of the ordering of spare parts 
for an air defense system may be the individual who is in control of 
ordering spare parts ior an air defense system. 

With respect to purpose, a distinction can be made between two 
kinds of simulation of interest to economists, although the two cate- 
gories are not altogether well defined. Suggestive names are operations 
research or tactical simulation and exploratory or strategic simulation. 
In addition, a third technique which concerns the simulation of cogni- 
tive processes deals with areas which Marvin Minsky [22] and John 
McCarthy have called artificial intelligence. This topic is developed by 
Clarkson and Simon in a companion article, A brief further reference 
is, however, made below in this Section. 

The distinction between the first two is between simulation used as a 
device to compare the results of alternative decision rules within rela- 
tively well-defined structures and simulation used primarily as a device 
to aid in the exploration of the behavioral properties and the validity 
of relatively ill-defined models. This is not a totally happy distinction; 
however, examples may serve to clarify. 

Tactical Simulation. Under this category much of the work in the 
general area of applied microeconomics, known as operations research, 
has taken place. This has included traffic scheduling [17], waiting- 
line problems [4] and investigations of production scheduling [15]. 
In these instances it has been relatively easy to describe the physical 
model to be simulated. The validation problem, which is at the heart of 
the use of simulation as an aid to exploring the relatively ill-defined 
models of the economic system, does not present a critical barrier to 
the more “tactical” operations-research utilization of simulation. 

Exploratory or Strategic Simulation. This category has to date in- 
cluded the work of Orcutt [23] and collaborators on some aspects of 
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the whole economy, Hoggatt and Balderston [13], Kalman Cohen [5], 
Joseph Yance [28], Cyert, Feigenbaum and March [7], Jay Forrester 
[10], Benjamin Bryton and Martin Shubik [25], and others working at 
the levels of the industry or the firm and part of its immediate environ- 
ment. There has also been military work, typified by that of RAND, 
which has already been noted, and there apparently exists a classified 
literature whose worth cannot be ascerizined. 


C. Artificial Intelligence. 


The advent of the theory of games* helped to clarify much of the 
vagueness obscuring the analysis of decision processes. In particular 
it provided a unifying mechanism with which to view the “reaction 
curves” and conjectured behavior assumptions which had been used 
by economists as an aid in the study of oligopoly. One immediate re- 
sult of the game theoretic formulation cf a decision process in extensive 
form [18] was that it highlighted the paradox concerning rational be- 
havior and complete informatian; thus theories of rational behavior 
often assume complete information (such as detailed knowledge of 
preferences portrayed by an indifference map; or knowledge of many 
production alternatives). Even if information concerning all alterna- 
tives were available, in general no “rational” decision-maker has a long 
enough life to look at all of them. A theory of rational decision-making 
must show how the decision-maker avoids having to deal with too much 
information. 

There are too many possibilities in even the simple game of chess to 
permit a complete exploration of the alternatives by the most powerful 
computer of the present day working full time for many millions of 
years. Yet many people play a relatively good game of chess without 
this search through all possibilities. The growth of work in learning 
theory [3] combined with the realization of the impossibility of total 
search through all the alternatives implied by a game theory model has 
led to the investigation of “heuristic programming” and artificial in- 
telligence models. These, in turn, bear relation to the study of indus- 
tries and oligopolistic market structures if the manifestations of the 
behavior of the firm are considered in terms of “game learning” proc- 
esses under conditions of uncertainty. 


II. Simulation of an Industry or Firm 


The actual and potential contributions of work on the simulation of 
the firm can be categorized as fourfold: (1) Simulation provides a 
new econometric device to produce models based on empirical investi- 


ë For a lucid exposition of the basic ideas of game theory see [18]. 
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gation. (2) It serves as a computational aid and alternative to analysis 
in theory construction. (3) It may be used as a data-organizing device. 
(4) It may serve as a tool for anticipation and planning. The first two 
categories are of more interest to the theorist or academic economist, 
while the last two are more the concern of the economist or operations 
researcher in industry, government or other applied areas. 

The mass of institutional detail which can be handled by a computer 
makes it possible to construct detailed micro-models of large systems, 
such as an industry. The time-series output of the simulation of these 
models provides alternative predictions to those derived by utilizing a 
set of structural equations estimated by econometric methods. Joint 
investigation of economic systems employing both methods offers a po- 
tential interlink between macro- and microeconomics. 

Relatively casual empiricism (casual in a nonpejorative sense) has 
been the earmark of the work of many economic theorists. This is con- 
sistent with the use of intuition and the need for broad general search- 
ing and “scanning” prior to the construction of models whose testing 
may lead to new theory. Especially with conjectures and speculations 
concerning the behavior of the firm or a market, the work involved 
in tracing through the implications of a conjecture may be long and 
tedious or even not possible analytically. Quick small simulations en- 
able the theorist to increase the number of casual conjectures that are 
worth further investigation. Simulation provides an aid to the intuition 
as a preliminary to doing the more extensive work of preparing for 
formal testing of new theory. 

Possibly one of the most valuable contributions of simulation to date 
has been the discipline imposed by the necessity of precisely defining 
for the computer both the problems and questions to be answered. In 
spite of the current work on artificial intelligence the computer operates 
on most programs today in a docile and literal manner with very little 
exhibition of imagination. If it is fed nonsense it usually returns non- 
sense, or if the material is inconsistent or insufficiently defined it stops. 
These features force any utilizer of simulation techniques to have a 
well-defined problem. The discipline called for in making a program 
that will work is rigorous. The value of this is twofold, both in requir- 
ing the checking of models for consistency and completeness and in 
the designing of consistent data-organization processes. 

As an applied tool for the firm the immediate value of simulation is 
probably more in providing a consistent data-crganizing medium than 
in providing answers to policy questions for the next few years. Large 
economic organizations are, in general, not short of statistics, docu- 
ments and paperwork. They are, however, invariably short of the sta- 
tistics, documents or paperwork needed by the economist or other re- 
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searcher in the form that will make them of use within his model. 

It is premature at this time to discuss in very much more than horta- 
tory terms the power of current simulators to decide policy questions. 
The first stages towards this possibility, however, are well under way. 
They are the transformations being wrought by new methods of data 
processing, in general, and simulation as a data-organizing device for 
economic models, in particular. 

The advent of the computer has extended the possibilities for ex- 
perimentation and for investigating the behavior of over-all systems 
by means of simulation. The application of empirical and experimental 
methods is slow and tedious. It may take several years before enough 
work can be done and validated for any new, large generalizations to 
be obtained. Even at this time, however, the current investigations 
indicate the value of the method as an exploratory tool, especially in 
its use in approaching situations, whose complexity had hitherto made 
analysis intractable, if not impossible. 

Technological Considerations. The computer provides a tool of a 
degree of sophistication and complexity that makes it necessary for the 
economist to consider explicitly some of the technical problems entailed 
in its use. It is quite probable that well within ten years a basic knowl- 
edge of computers will have joined mathematics and statistics as “lan- 
guage requirements” for advanced degrees in many areas of economics. 
A worth-while discussion of many of the technical aspects of simulation 
is given by R. W. Conway, B. M. Joknson and W. L. Maxwell [6]. 

Although this is not the occasion to go deeply into technical problems, 
there are several of basic interest to those wishing to have even a casual 
acquaintanceship with the use of simulation in specific and of com- 
puters in general. To go from a verbal description of an economic 
process through to a computer simulation, in most instances, may en- 
tail the use of as many as five languages. The verbal description may 
be translated into a mathematical mocel which, in turn, will give rise to 
flow diagrams from which a computer program will be written in a spe- 
cial Janguage which, in turn, is translated by the machine into the 
actual machine language. It is hypothetically feasible to proceed di- 
rectly from a written description to the machine language, but in prac- 
tice this is generally inadvisable. 

Flow diagramming and special languages, such as FORTRAN [29] are 
relatively easy to learn and are in themselves of considerable value in 
defining models accurately. They are more precise than English and 
more flexible than mathematical notation. One or two days is sufficient 
to obtain a working acquaintanceship with flow diagramming and one 
or two weeks with a special language. 

These techniques may be the most important contribution to the 
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methodology of economics that the computer age has produced. They. 
have enlarged the scope of modeling of complex systems by several 
orders of magnitude. Limitations of space do not permit an adequate 
exposition of this important point at this time. 

Fundamentally, a simulation is a type of experimental investigation. 
A simulator can be regarded as laboratory equipment. As such, it can 
be assembled in many ways. Given unlimited time and money, it is no 
doubt true that just about anything can be simulated. However, when 
the economic restraints are considered attention must be paid to the 
costs of flexibility, for the latter is important to the economist inter- 
ested in exploring different decision rules and changes in market struc- 
ture. It is possible to design simulations in a modular manner; that is, 
so that without having to rewrite a complete program, the investigator 
will be able, for example, to substitute a new pricing or forecasting rule 
by merely rewriting a specialized subroutine. Otherwise, the change 
could easily cause lengthy, time-consuming and expensive revisions. 

The past three or four years have seen dramatic changes in com- 
puter languages, speeds and flexibility of operations. For example, the 
existence of special languages has cut down the amount of time re- 
quired to program any problem by a factor conservatively estimated 
at no less than five as compared with two or three years ago. Many of 
the difficulties of today probably will not exist within another three to 
four years. 

Current Work, With respect to the firm as the central element of a 
simulation, current work is of three kinds: (1) simulations concerned 
primarily with the internal mechanisms of a firm; (2) simulations 
dealing with the firm and its relationship to its environment; and 
(3) simulations dealing with industries or aggregations of firms. 

Most of the work has been done within the last two to three years 
and little of it has been published in finished form. Cyert and March 
[8] have begun to investigate the internal organization of a firm, spe- 
cifically a department store, simulating the internal resource allocation 
and pricing behavior. The modeling problems for this type of simula- 
tion are great. Most of the other work at this level of micro-investiga- 
tion has been gaming for research or teaching purposes on the small 
group-organization problems which underlie much of the internal struc- 
ture of the firm. 

Unpublished work by the writer deals primarily with a single firm 
and its relationship to its environment, taking into account some 
aspects of the forecasting, inventory and pricing behavior of the firm, 
its distributors and retailers. The major aims of the program are to 
serve as a data-organizing device by means of which information can 
be gathered and structured in a manner to provide models of sufficient 
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worth to be of value in sensitivity analyses of changes in policy, de- 
cision rules and market structure. A further goal of this particular pro- 
gram is to carry out an investigation of different degrees of aggregation 
for the same economic models and to provide data for testing the 
simultaneous equation estimation procedure developed by R. L. Bas- 
mann [2]. The econometric estimation processes as applied to an in- 
dustry and the simulation of an industry provide alternative ap- 
proaches, the relative merits of which must still be investigated. 

Of the work on the firm and its environment and on models of in- 
dustry as a whole perhaps the “indus:rial dynamics” project of J. W. 
Forrester [10] is the best known. The published works of this project to 
date, however, appear to be primarily expository and hortatory. The 
prime contribution appears to have been the construction of a special 
computer language, DYNAMO, for the writing of simulation and differ- 
ence-equation models. The value of this contribution can only be 
judged on technical modeling, programming and computing time con- 
siderations. Depending upon the previous training of the individual, 
the availability of courses and computer time, a case can be made in 
either direction. With the exception of the work of Yance [23] none of 
the simulations noted in this article have utilized pyNamo. There does 
not appear to have been any specifically new contribution to economic 
thought or methodology in the industrial dynamics project’s published 
works. 

Both Kalman J. Cohen [5] and Joseph V. Yance [28] have pro- 
duced simulations of the aspects of the shoe, leather and hide indus- 
tries. The choice of these industries was due to the excellent informa- 
tion provided by the study of Ruth P. Mack [19]. In each of these 
studies an attempt has been made to compare the model with the actual 
performance of the industries over several years. 

In the Cohen model a difference-equation system is set down to 
represent the aggregate consumer expenditure on shoes, retailers’ be- 
havior including sales anticipations, manufacturers’ behavior, tanners’ 
behavior and hide dealers’ selling prices [5]. The Yance model has 
been described previously in this journal [28]. 

Cohen [5] stresses the difference between ‘“one-period change 
models” and “process models.” He claims that “most econometric 
models have been estimated and tested in such a way that they can be 
considered to be one-period change models.” He contrasts this with 
the process model in which the lagged endogenous variables, after 
initialization, are produced by the system rather than brought in at 
each successive stage at their observed values. In other words, the 
process model lives with any errors made in previous periods. Cohen 
examines both of these types of model. 


SHUBIK: SIMULATION OF INDUSTRY 917 


The work of Hoggatt [12] and Balderston and Hoggatt [13] is of 
a somewhat different nature. The interest appears to be more in the 
investigation of the sensitivity of market models as an aid to the con- 
struction of theory. In the Hoggatt paper the concern is with the birth 
and death processes of firms under various conditions of supply, de- 
mand, cost, price, exit and entry conditions. As has been noted by 
Hoggatt, “the most striking feature of these results is the richness in 
detail of the several dynamic models as related to the model of com- 
parative statistics whose equilibrium point they share” [12]. The num- 
ber of cases and conditions worked out by Hoggatt would have been 
unfeasible without a simulation. 

The joint work of Hoggatt and Balderston has been directed towards 
studying the effect of changes in the structure of the information sys- 
tem and costs of information in a simulation of the West Coast lumber 
industry. This work grew out of the initial investigations by Balder- 
ston [1] of communication networks in intermediate markets. The re- 
sults of interest at this stage are not so much the empirical accuracy 
of the model of a particular lumber industry, as the effects of changes 
in information and other conditions which otherwise could only have 
been obtained by copious and tedious computation, if they could have 
been obtained at all. In their model supplier firms sell to wholesale 
intermediaries who resell to customer firms. Taken into account are 
information, commodity shipments, cash payment flow, and birth and 
death processes for firms at all levels. Messages are paid for and are 
sent for search, ordering or confirmation of orders. The institutional 
rules for trading are specified. These include the decision rules for 
setting price, quantity and search patterns for trading partners. The 
study examines the relationship between the number of messages and 
costs and explicitly introduces a measure of market segmentation which 
arises from search costs. This serves as a valuable linking of concepts 
of economics and sociology as well as an important attempt to further 
the application of economic analysis to marketing. 


Ill. Concluding Remarks 


The advent of computers in general and the techniques of simula- 
tion in particular open up possibilities for the growth of a new scientific . 
institutional economics. The next few years should see a considerable 
change in data organization and information processes within firms. 
The growth of operations research and management science, much of 
which is applied microeconomics, is bringing this about. Further simu- 
lation studies of the type discussed here promise to provide the way to 
add the richness (in terms of explicit consideration of information 
costs, marketing variables, organizational structure and so forth) 
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needed to obtain adequate theories of the firm, pricing and market 
structure. The promise is twofold. The new methodology is beginning 
to offer the opportunity both to construct more complex theories and to 
validate them. 
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SIMULATION OF INDIVIDUAL AND GROUP BEHAVIOR 


By Grorrrey P. E. CLARKSON AND HERBERT A, Simon* 


Simulation is a technique for building theories that reproduce part 
or all of the output of a behaving system. The system can be an aggre- 
gate of behaving units, an entire economy, or a particular unit, a 
human decision-maker. The output can be one aggregated element, 
e.g., that interest rate which clears the money market, or the whole 
host of thoughts, associations, end actions employed by a man while 
he solves a specified problem. 

This paper, with its companion papers, outline some methods for 
using simulation to study various aspects of an economic system. In 
our paper, we shall place special emphasis on microeconomic simulation 
—especially the simulation of individual economic actors and indi- 
vidual firms—leaving to Orcutt and Shubik the discussion of larger 
units. In an earlier article, one cf us has discussed at length the reasons 
why economists might be interested in analysis of behavior at the level 
of the decision-making process [23], and we shall not repeat these 
reasons here. 

The process of simulation involves constructing a theory, or model, 
of a system that prescribes the system’s processes. These processes can 
refer to macro as well as micro elements and the prescriptive detail re- 
flects the researcher’s knowledge of and interest in particular parts of 
the system. By carrying out the processes postulated in the theory, a 
hypothetical stream of behavior is generated that can be compared 
with the stream of behavior of the original system. 


I. Simulation and Classical Econometric Analysis 


What is new and what is “classical” in simulation can be illustrated 
by a simple market theory of the femiliar cobweb type. Consider a 
dynamic model consisting of two equations: 


(1) p: = D(@r) 
(2) ge = S(Ht-1) 


where #: is the price during time-period ¢, q: the quantity sold during 
time-period ¢, D the demand function, and S the supply function. 


* The authors are Ford Foundation fellew and professor of administration, respectively, 
in the Graduate School of Industrial Administration, Carnegie Institute of Technology. 


CLARKSON AND SIMON: SIMULATION OF BEHAVIOR 921 


Henry Schultz dealt extensively with models like this in The Theory 
and Measurement of Demand [22]. What did he do with them? (a) He 
postulated that the economic relations were of this form. (b) He 
estimated the parameters of the functions D and S from empirical data 
for particular commodities (by regression methods). (c) He tested 
the goodness of fit of the regressions. (d) He compared the qualitative 
properties of the estimated parameters with certain predictions derived 
from utility theory. 

The last point, (d), requires a word of explanation. As is well 
known, under certain additional assumptions, the postulate of con- 
sumer utility maximization implies that the elasticity of demand is 
negative. Hence, if the empirically estimated coefficient of the demand 
function was negative, this would be regarded as confirming the utility 
theory; if positive, as disconfirming. The method implicit in this 
analysis has been systematically developed by Samuelson [21, Ch. 9], 
who calls it the method of comparative statics. 

The methodology of steps (a) through (c) is widely employed in 
econometrics. Cohen and Cyert [8] speak of classical econometrics as 
using “one-period change models,” which tkey distinguish from the 
“process models” used in simulation. Since the difference lies not in the 
models themselves, but in the ways they are manipulated and tested, we 
prefer to speak of “one-period change analysis,” which we shall distin- 
guish from “simulation.” 

Now consider how simulation techniques may be applied to the 
simple market theory we are using for illustration: 

(a) We postulate that the economic relations are of the form given 
by the equations. (b) We estimate the parameters of the functions D 
and S from empirical data for particular commodities (say, by regres- 
sion methods). (c) Taking the given initial quantity, qo, by alternate 
applications of equations (1} and (2) we generate time series for p and 
q for the system. We compare these hypothetical time series with the 
actual time series. 

Since the equations of the theory certainly do not hold exactly in the 
real world, it might be supposed that the predicted values of the time 
series would necessarily diverge more and more from the actual values. 
Thus, one-period change analysis, since it sets the estimates back on the 
track each period by comparing them with the actual values, might be 
expected to give better fits than simulation. This would probably be 
the case with our simple illustrative model. It need not hold for more 
sophisticated models—in particular, if the model itself contains “feed- 
back” mechanisms. For example, if quantity produced in a given time- 
period is a function both of last period’s price and of inventory at the 
beginning of the period, errors in the model’s supply prediction will 
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tend to be self-correcting for the same reason that suppliers’ actual 
errors are self-correcting—the errors reflect themselves in disequilib- 
rium ‘inventories which affect the supply for the next period. In a 
particular case—a model of the shoe industry—Cohen [7] has shown 
that annual averages of the time series yielded by simulation were 
generally closer to the actual series than were the series yielded by one- 
period change analysis. 

Our purpose here, however, is not to argue for the superiority of 
simulation over one-period change analysis. We wish simply to explain 
in what respects they are the same, and in what respects different. 
Research over the next decade will undoubtedly teach us a great deal 
about their respective spheres of greatest usefulness. 


II. Some Forms of Simulation 


Simulation has come into eccnomics through at least three routes: 
(1) dynamic macroeconomics, particularily business cycle theory and 
“cobweb” theory; (2) operations research and management science; 
and (3) theory of economic decision-making—including theory of the 
firm and oligopoly theory. 

1. Dynamic Macroeconomics. This kind of simulation is exemplified 
by the models usually found in theories of the business cycle and 
market behavior.’ In the past, mathematical models of the business 
cycle were handled by standard analytic techniques—e.g., solving the 
differential or difference equations of the model; applying the method 
of comparative statics to draw qualitative conclusions; and so on. As the 
models grew in complexity, and as various kinds of nonlinearities were 
introduced that were relatively impervious to standard analytic meth- 
ods, greater use was made of numerical analysis—especially one-period 
change analysis—to study system behavior. In this realm, simulation is 
simply an additional technique for numerical analysis. Combined with 
the computer’s speed, it permits a study of a system’s behavior when 
initial conditions and parameters are varied. The computer allows much 
larger systems to be formulated and studied than could be analyzed 
numerically without this tool. 

2. Management Science. The models used by the operations re- 
searcher or management scientist are normative in intent. They in- 
corporate certain decision variables that the management of the firm 
can manipulate, and the problem is to find rules for setting these deci- 
sion variables so as to maximize, minimize, or satisfice with respect to 
some criterion—e.g., to maximize profits, minimize costs, or achieve a 


1 The classical models of business cycle and market behavior are surveyed in Henderson 
and Quandt [13]; Klein [15]. 
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desired share of the market. A number of powerful mathematical 
techniques have been developed for approximating complex business 
decision-making situations and finding optimal decision rules by 
straightforward computational algorithms. Linear programming and 
dynamic programming are among the best known of these techniques 
[2] [4] [10] [26] 

In this as in other realms, the riches of nature often embarrass art, 
for the complexities of the situations to be handled make inapplicable 
even such flexible techniques as linear programming. In these cases, 
simulation provides an alternative route to finding good decision rules. 
The system can be modeled with little regard to the applicability of 
known computational schemes, and the behavior of the model studied 
“empirically,” that is, numerically with various decision rules over a 
range of hypothesized environmental histories. Decision rules can then 
be chosen that yield satisfactory system behavior under the conditions 
studied. Of course these techniques—the analytic techniques as well 
as simulation—can only be employed after adequate estimates have 
been made of the structural parameters of the system [1]. 

3. Economic Decision-Making. Almost all economic models refer at 
least implicitly to the decision-making of economic actors—a demand 
curve, for instance, can be interpreted as a set of hypothetical state- 
ments about what buyers would do under a range of circurnstances. 
However, as we move from macroscopic to microscopic models, and as 
we move into the area of normative economics, the decision-making 
elements*in the models becomes more explicit. In normative economics, 
our aim is to find rules for making ‘“‘good”’decisions. In positive micro- 
economics, our aim is to explain the decision-making behavior of eco- 
nomic agents. 

Apart from its normative uses, simulation is a peculiarly attractive 
method for describing and explaining the decision-making processes at 
a microeconomic level. Its first, and most obvious, advantage is the 
same one that has led to its wide use in management science——it allows 
a degree of complexity to be handled that would be unthinkable if in- 
ferences could be drawn from the model only by standard analytical 
techniques. We shall provide, below, an example of an oligopoly theory 
that attains considerable realism and plausibility by exploiting this 
tolerance for complexity. 

Simulation has a second advantage that may turn out, in the long run, 
to be even more important. We are beginning to learn that models do 
not have to be stated in mathematical or numerical form to permit us to 
simulate their behavior with electronic computers. With computers, 
we can simulate the behavior of symbol-manipulating and information- 
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processing systems, regardless of whether the symbols these systems 
handle are numbers, or are English words, phrases and sentences [16] 
[17]. 

It has always seemed quite natural to express macroeconomic models 
in mathematical form. After all, the phenomena with which they are 
concerned are quantities of goods and services and prices. The further 
we move, however, toward the detail of microeconomic analysis, the 
more dubious becomes the assumption that the important factors in 
the situation can all be represented as real numbers. We try manfully to 
encompass the phenomena. With great ingenuity, we axiomatize utility 
as a cardinal quantity; we represent risks by probability distributions. 
Having done this, we are left with the question of whether we have 
constructed a theory of how economic man makes his decisions, or in- 
stead a theory of how he would make his decisions if he could reason 
only in terms of numbers and had no qualitative or verbal concepts. 

The questicn is still an open one, but the answer need no longer be 
imposed by the limitations of our analvtic techniques. Research in so- 
called heuristic programming’? has given us new ways of simulating 
systems that incorporate some of the kinds of nonnumerical symbol 
manipulation that, in humans, we call thinking and problem-solving. 
These technical advances open up new opportunities for building and 
studying realistic models of economic decision-making at the level of 
the individual firm and the individual decision-maker. Before we go on 
to some concrete examples, which will occupy the final part of this 
paper, we need briefly to discuss these new techniques of nonnumerical 
simulation. 


TII. Nonnumerical Computation 


To appreciate the scope of opportunity for computer simulation of 
decision-making processes, we must be quite clear as to what a com- 
puter is, and what it is capable of doing. 

1. Computers are general-purpose devices capable of employing 
various operations for manipulating symbols. They can read symbols 
(e.g., sense patterns of holes on punched cards), write symbols (e.g., 
create magnetic patterns on coated tape), erase symbols (change such 
patterns), and store symbols (retain patterns in magnetic cores or 
other kinds of internal memories). They can copy symbols (write 
patterns identical with patterrs that are presented), and compare 
symbols (determine whether two patterns are identical or different). 
Finally, and most important, they can behave differentially depending 

2 Heuristics are important because they often lead us quickly to solutions which we 


would otherwise reach much more expensively by algorithmic and analytic techniques. 
For a more extensive discussion of heuristic programs see [28] [24]. 
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on whether a pair of patterns, when compared, turn out to be identical 
or different (in computer terminology, they can transfer or branch con- 
ditionally). By virtue of this last capacity, they can follow strategies— 
make decisions that are conditional upon any kind of symbolic infor- 
mation, 

2. The symbols, or patterns, that computers can read, write, com- 
pare, and process can be interpreted as numbers, as words, as English 
sentences, or even as geometric diagrams. How they are interpreted de- 
pends on the programs that process them. Historically, computers were 
specifically designed to process symbols as numbers—to perform arith- 
metical operations on them. The computer “hardware” of standard 
computers in use today does not incorporate this limitation. If com- 
puters are used mainly to do rapid arithmetic, that is because people 
want to use them in this way and not because this is the only way they 
can be used. 

3. A number of computer programs have been written that process 
nonnumerical symbols. At least one of these [19] is capable of applying 
means-end analysis to the solution of a fairly wide range of types of 
problems. It proceeds somewhat as follows: I am given situation a, and 
am asked to arrive at b. What is the difference between a and b? One 
difference I note is d. Do I know of any ways of dealing with differences 
like d? Yes, using g sometimes removes such differences. Let me, then, 
apply q to a, and see whether the resulting situation, a’, brings me 
any closed to b. There is a growing body of evidence that this computer 
program simulates some of the main processes that humans use in 
solving problems. 

4. A number of computer programs have been written that learn— 
that modify their own programs in an adaptive direction on the basis 
of experience [20]. The existence of such self-adaptive programs takes 
most of the meaning out of such statements as: “A computer can only 
do what you program it to do.” The statement becomes exactly par- 
allel to a statement like: “A human being can only do what his genes 
program him to do.” 

By reason of these capabilities of computers, we are today in a posi- 
tion to use simulation not only as a means of handling systems of great 
complexity, but also as a means of incorporating in our theories of hu- 
man decision-making qualitative aspects of human symbol manipula- 
tion that have eluded our attempts at mathematical translation. To 
write a heuristic program of a decision-making process, we do not first 
have to construct a mathematical model, and then write a program to 
simulate the behavior of the model. We can directly write a program 
that manipulates meaningful symbols in the same ways that (we hy- 
pothesize) the human decision-maker manipuates them [11]. 
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IV. Examples of Microeconomic Simulation 


We shall illustrate our general discussion with three examples of 
computer simulations of microeconomic systems. Even though the use 
of simulation for building and testing theories is a recent phenomenon, 
a number of such models have already been reported in the literature. 
The particular examples we cite are not intended to be “representa- 
tive,” but are chosen to emphasize some important specific points. The 
first, a mathematical model of a duopoly situation, illustrates the rich- 
ness in description of the decision-making process that is attainable 
with simulation techniques. The second, a normative program for 
solving an assembly-line balancing problem, shows how heuristic meth- 
ods grossly modeled on the processes used by skilled human schedulers 
provide a usable simulation of a situation too complex to be handled by 
existing mathematical algorithms. The third, a direct simulation of the 
decision-making processes of an economic agent, shows how simulation 
can be used to describe and explain decision-making that involves non- 
numerical as well as numerical symbols and that is dependent in im- 
portant ways upon the structure of human memory. 


A. A Theory of Duopoly 


Although there are numerous theories of duopoly, the model of 
Cyert, Feigenbaum and March [9] postulates in much greater detail 
than earlier ones the decision processes of the firms. In rough outline, 
each firm is assumed to: (1) forecast the reactions of its competitor, 
(2) revise its estimate of the demand curve, (3) revise its estimates of 
its own cost curve, (4) specify its prot goal (on the basis of its profit 
achievements in the past), (5) evaluate the alternatives available to 
it. If no alternatives which meet its goal are available, the firm (6) 
searches for opportunities for cost reduction, (7) re-examines its esti- 
mates of demand, and (8) lowers its profit goal to a more modest level. 
Finally, the firm (9) sets its output for the coming period. 

The authors point to a number of important ways in which this theory 
differs from conventional oligopoly models [9, pp. 93-94]: 


(1) The models are built on a description of the decision-making proc- 
ess ... (2) The models depend on a theory of search as well as a theory 
of choice. They specify under what conditions search will be intensi- 
fied. . . . They also specify the direction in which search will be under- 
taken. . . . (3) The models describe organizations in which objectives 
change over time as a resuli of experience... . (4) Similarly, the models 
describe organizations that adjust forecasts on the basis of experience. 
Organizational learning occurs. . . . (5) The models introduce organiza- 
tional biases in making estimates. . . . (6) The models all introduce 
features of “organizational slack.” 
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By specifying particular values for the parameters of the model, the 
authors were able to generate behavior over time that simulated some 
of the striking general features of the history of the tin can industry 
from the time of entry of Continental Can Company as a competitor 
of the American Can Company. 


B. Balancing an Assembly Line 

F. M. Tonge [25] has built a heuristic model that balances an assem- 
bly line. The problem of balancing an assembly line is a member of the 
class of combinatorial problems in which the elements of a set are 
ordered or grouped on the basis of some criterion. This class includes 
such problems as job-shop scheduling, the traveling salesman problem, 
and the personnel and equipment assignment problems.* Although these 
problems fall within the domain of operations research, they are too 
large to be solved by the usual algorithmic approaches. As an example 
of their size, consider the problem of assigning n men to 7 distinct 
jobs. If we let n = 100 (a relatively small number when you consider 
the size of the work force in a large company), the number of possible 
assignments is m! = 100! = 9.3 X 10°". Now if 10° orderings are ex- 
amined in one second (which is the approximate manipulatory speed of 
current computers) it will take 3 X 10** years to examine all possible 
orderings and select the optimal one. Thus, blind search techniques are 
simply not feasibly methods for solving combinatorial problems of any 
size. Unfortunately, for these problems efficient algorithms that would 
reduce the search to practicable dimensions are not known. 

The assembly-line balancing problem is essentially a task of assign- 
ing the elemental tasks making up the assembly operation to work sta- 
tions along the line. In his model, Tonge assumes a fixed rate of pro- 
duction, e.g., a fixed conveyor-belt speed, and takes as given the time 
required to complete each elemental task. The goal of the program is 
to find the minimum number of workmen consistent with the given rate 
of production and the partial ordering constraints on the assembling of 
the product. 

Tonge uses heuristics to simplify the problem sufficiently so that it 
can be solved by simple, straightforward methods. Although the-heuris- 
tics were devised by observing industrial assembly-line balancers, the 
program does not attempt to reproduce in detail actual decision-making 
behavior. The program consists of three main phases. Phase one simpli- 
fies the line-balancing problem by constructing a hierarchy of aggre- 
gated elements. Thus, the elemental tasks are grouped into large “‘sub- 
assemblies” each of which has partial orderings between the elements 
and requires a given amount of operating time. The second phase solves 


*These problems are described in detail in Churchman, Ackoff, Arnoff [4]. 
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the simplified problem by assigning groups of available workmen to 
the subassemblies generated by phase one. It then treats each sub- 
assembly as a simplified line balancing problem and assigns the groups 
of workmen to the components of each subassembly. Phase three is 
a “smoothing” operation which transfers the tasks among work sta- 
tions until the distribution of assigned time is as even as possible. 

The program was tested by raving it balance 11-, 21-, and 70-ele- 
ment problems. Even though the program does not produce optimal 
solutions the results of the 70-element test compared very favorably 
with an industrial engineer’s balance of a roughly similar problem. 
Although the comparison is not too precise, since the industrial engi- 
neer had to deal with a few additional constraints, the program assigned 
23 men to the assembly task as against the 26 men required by the 
industrial engineer’s plan. 


C. The Investment Decision Process 


Although economists have constructed normative mathematical 
and statistical theories of investment decision-making, the investment 
model of G. P. Clarkson [5] is the first that attempts to describe and 
explain the actual processes of an individual making investment deci- 
sions. The goal of this model is two-fold: (a) to develop a model of 
individual trust investment behevior which incorporates and reproduces 
observable and inferable human problem-solving processes, and (b) to 
use the struczure of the decision process itself as a method of predicting 
aggregate trust investment behavior. 

The investment decision process is divided into three parts: (a) the 
analysis and selection of a list of stocks available for investment, (b) 
the formation of an investment policy, and (c) the selection of a port- 
folio. Although the selection process (c) contains rules on diversifica- 
tion and on how to select the number of shares to buy, the essence 
of the whole investment process lies in carrying out the prior analysis— 
steps (a) and (b). Thus, a maior part [step (a)] of the model’s func- 
tion is to convert the information on the economy, industries, and 
companies as found in financial journals and reports into a list of 
stocks suitable for current investment. The next part [step (b)] con- 
sists of formulating an investment policy from the information on the 
beneficiary or the trust fund involved, while the final section (c) of 
the model performs the task of actually selecting the required portfolio. 

The model, built by observing the decision processes of individual 
trust investors, is a theory of decision-making under uncertainty. The 
major hypotheses of this theory are structural and make strong asser- 
tions about the content of decisions as well as the order in which they 
take place. For example, the model asserts that the formation of expec- 
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tations is essentially a process of “pattern-recognition.” While this is 
neither an entirely new idea nor the first time it has been asserted as 
an hypothesis* the model asserts in detail how expectations are formu- 
lated, adjusted over time, and employed in the investment decision 
process. 

The model, like the human investor, stores information in its memory 
in lists which contain closely associated pieces of information, These 
lists are arranged in a hierarchical order, e.g., for each industry there 
is a list of associated companies, and for each company there is a list 
of attributes that contain relevant financial information. Detailed in- 
formation, given to the model from the outside, is processed to form 
new lists which summarize the basic data. In some cases the summary 
contains quantitative information, e.g., the average rate of growth of 
sales or earnings, and in other cases qualitative information, e.g., that 
the F.R.B. index of industrial production is expected to be above last 
year’s, and last year’s was below the index of the year before. These 
lists are the backbone of the decision-making process, since they pro- 
vide the information necessary for the concept formation and pattern- 
recognition processes. 

In the course of his work, an investor forms definite concepts of 
what different industries are like and how they can be expected to per- 
form. Investors also associate different industries with different invest- 
ment goals. These concepts change with time, but in order to alter 
them new information must appear that is suificiently out of keeping 
with the current concept to force a reappraisal. Thus, small changes 
are unlikely to affect general concepts and what was a good buy yester- 
day will probably remain a good buy today and for some time to come. 
The model simulates these processes by scanner-selector mechanisms 
which search the summarized lists and match their values against sets 
of desired criteria. Since new information on the economy, industries, 
and companies is fed in at regular intervals the scanner-selector 
mechanisms allow the model to adapt both the criteria by which it 
selects and the portfolio selections it makes to current economic and 
market conditions. 

Since there can be no theory of human problem-solving unless in- 
variances exist among problem solvers, one cannot develop an aggre- 
gate investment model, along these lines, unless one first isolates the 
structure of the investment decision process that is invariant among 
investors. Although a general investment model has not been developed, 
the author suggests that his investment model contains that part of the 
investment decision process which is invariant among trust investors, 
and hence provides a basis for an aggregate model of trust investment 


4See Bruner, Goodnow, Austin [3]; Feldman [12]. 


930 THE AMERICAN ECONOMIC REVIEW 


behavior. Thus, the program may be viewed as a theory of the “repre- 
sentative investor,” analogous to the Marshallian representative firm. 

In order to test both assertions—that is, the ability of the model to 
predict both individual and aggregate trust investment behavior, a 
series of tests are performed. The first part of these tests consists in 
having the model select a series of portfolios for a particular set of 
actual trust accounts. These selections are compared with the actual 
portfolios chosen by the investment officers of several national banks. 
The second part of the testing program requires the model to predict 
the set of stocks purchased by trust funds in the state of Pennsylvania 
during 1960. The model makes its selections on a quarterly basis and 
the results are compared with the purchases of trust funds as reported 
by the Pennsylvania Bankers Association. As yet this testing program 
has not been completed and the reader can only be referred to the re- 
sults obtained from an earlier and less complete model [6]. 

If space permitted, we could describe other instructive examples of 
microeconomic theories developed by means of simulation. Cohen, for 
example [7], has studied by simulation techniques an elaborate model 
of the shoe, leather, and hide industries; while Hoggatt [14] has simu- 
lated a perfectly competitive industry allowing entry and exit of firms. 
These and other examples are described in the papers by Orcutt and 
Shubik. 


V. Directions of Simulation Research 


We have seen that one advantage of simulation models lies in the 
complexity they permit. This does not mean that this new technique 
will relieve us of the task of making careful selection of our variables. 
The real world is still orders of magnitude more complex than the 
simulations we can handle on present or prospective computers. We 
still will need to think, and think hard, about what part of reality 
needs to be incorporated in the model if it is to provide reasonable 
answers to the questions we wish to ask of it. 

Another advantage of simulation derives from our new-found ability 
to construct directly computer programs describing human problem- 
solving and decision-making processes without first going through the 
intermediate step of constructing mathematical models. We can look 
forward to theories that will handle the qualitative aspects of human 
decision-making as readily as the quantitative, and we can already find 
examples of such theories. These theories incorporate adaptive and 
learning behavior and include one or more aspects of heuristic reason- 
ing. Since expectations play a central role in economic theory, and 
since all the evidence suggests that expectations are formed by a 
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process of pattern recognition, this process, incorporated in heuristic 
programs, will be the object of much research. 

Finally, simulation appears to offer new approaches to the aggrega- 
tion problem. To the extent that whole classes of individual decision 
units in the economy share relatively invariant structures, aggregation 
can be attempted by writing programs for individual units, and treat- 
ing these as representative units, à la Marshall, in the aggregate 
model. Much work will have to be done before we will be in a posi- 
tion to evaluate the potentialities of this approach. One of its attrac- 
tions lies in the new opportunities it affords for direct confrontation of 
the theory with concrete behavior. It does not restrict us to viewing the 
economic system through the wrong end of a telescope—limiting our- 
selves to census data and similar kinds of statistics. It permits us to 
see whether the decision-making processes we observe in the executive 
and the individual business firm correspond to the postulates about 
process that we incorporate in our models, and—if we are even moder- 
ately successful in finding satisfactory aggregation techniques—to 
work back and forth in our theory testing between micro-observations 
and aggregative data. 
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DUOPOLY: COLLUSION OR WARFARE? 


By Rosert L. BisHop* 


It has long been recognized that oligopolists may achieve monopo- 
listic results by means of an explicit agreement [4, p. 80], and that 
they may well behave in an essentially monopolistic way even without 
any explicit collusion [2, esp. pp. 46-48 and 100-1]. It is also widely 
appreciated, however, that some form of economic warfare is an al- 
ternatively possible outcome, at least temporarily, and that the possi- 
bility of such warfare is likely to play some sort of role in conditioning 
the oligopolists’ collusion or mutual self-restraint even when actual 
warfare never occurs. There has been a notable scarcity, however, of 
specific theories of the nature of oligopolistic warfare, whether actual 
or potential, and of specific solutions of the problem of the precise 
terms on which warfare may be avoided." 

We are often told that, when side paymenis are ruled out, rational 
and knowledgeable duopolists will at least end up somewhere on their 
Edgeworthian contract curve, or that, when side payments are allowed, 
they will maximize their joint profit and then divide it somehow. Now 
these “somewhere” and “somehow” solutions are not really solutions 
at all. If a pair of duopolists cannot agree on a unique solution, in- 
cluding a specific profit division, they cannot end up on their collusion 
locus at all. That is, if the duopolists persist in mutually incompatible 
demands upon one another, this must express itself in warfare, which 
carries them away from their collusion locus. This raises the question, 
which has been so surprisingly neglected, of the alternatively possible 
types of warfare, whether limited or not, that may then prevail. And 


*The author is professor of economics at the Massachusetts Institute of Technology. 

* Chamberlin, without reference to the possibility of warfare, seems to imply that any 
oligopoly situation has a unique mutual-dependence-recognized solution. Actually, how- 
ever, he has identified that solution only in cases involving perfectly symmetrical demand 
and cost data. Mathematical game theorists have also suggested several alternative solu- 
tions, so far limited to just duopoly but free of the symmetry restriction. Of these, that 
proposed by John Nash [10] is best known. Significantly, Nash gets his results only 
in conjunction with an equally specific theory of potential warfare (or threats). 

Among economists, Fellner has given perhaps the richest discussion of the possible rela- 
tionships between collusion and warfare, within the framework of his “four factors per- 
taining to the outcome within the bargaining range” [5, esp. pp. 24-33]. Yet these are 
rather vaguely qualitative factors, quite incapable of yielding a really specific solution 
even in situations that are deliberately simplified for purely theoretical purposes. Another 
richly suggestive discussion in much the same spirit is Rothschild’s [11]. 
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it likewise raises the question of the duration and course of such war- 
fare, and the further question of the terms on which it may be termi- 
nated, if at all. 

The present paper has several objectives. First, in the case of 
duopoly, an analysis will be presented of the way in which each du- 
opolist might rationally convey, by means of a reaction function and 
without the necessity of any verbal communication, both his willing- 
ness to accept some contract-curve solution and also his readiness to 
back up that demand, if necessary, with a warring response, It will be 
stressed that a wide variety of such collusive offers are possible, and 
that their acceptability to the other duopolist is, in general, an open 
question. As this implies, it will be argued—in contrast to Chamber- 
lin’s recently reiterated view [3, p. 216]—that the mere fact that du- 
opolists fully recognize their mutual dependence is not sufficient for a 
unique solution. Second, when a collusive agreement is not immediately 
established, a framework for analyzing the ensuing warfare will be pre- 
sented. A central warfare hypothesis will be suggested, together with 
an analysis of its implications; and the significance of either more or 
less aggressive warfare will also be indicated. Finally, the question will 
be briefly considered whether an existing or threatening state of war 
contains any suggestive clues as to the terms on which it might 
reasonably be settled or avoided. 


I. The Case of Constant and Equal Costs 


The basic analysis may be illustrated with reference to a simple and 
familiar example: a homogeneous product subject to a linear demand 
is produced by a pair of duopolists at constant and equal average (and 
marginal) costs. For numerical convenience but without any further 
loss of generality, the quantity and price units may be selected so that 
each duopolist’s average cost is c: = g and the demand-price function 
is p=at+24—-q=at 24 — qi — q: (where p is price, g is aggre- 
gate quantity, and gi and gz are the individual quantities of the re- 
spective duopolists). ; 

Each duopolist’s profit as a function of his own output (qi) and the 
other man’s (q;) is then: 


mi = 249i — q? — gigi. 
When plotted for selected profit magnitudes as in Figure 1, these 
functions yield the duopolists* isoprofit curves. These three selected 
curves for each duopolist, corresponding to profits of 36, 72, and 108, 
illustrate the tangency condition that identifies the contract curve— 
which is defined as the locus where, for any given attainable profit 
of one man, the other man’s profit is a maximum. In the present very 
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special case, that locus is the linear gi + q2 = 12, implying everywhere 
a jointly maximized profit or mı + za = 144. Were still other isoprofit 
curves drawn, those signifying successively higher profits for each du- 
opolist would lie closer and closer to his monopoly point (where 
gi = 12, gj = 0, and ™ = 144), and those signifying successively 
lower positive profits would be ever closer to the other duopolist’s axis 
(where = = 0 because gi = 0) and the line gi: + ge = 24 (where 


Ti = T = 0)? 








6 Z 24 q, 


FIGURE 1 


Of special interest in Figure 1 is the point of symmetrical collusion, 
at the midpoint of the duopolists’ contract locus (where g: = g2 = 6 


< 


? The various traditional solutions of Cournot, Bertrand, and Stackelberg will not con- 
cern me, because these correspond neither to successful collusion nor (save by coinci- 
dence) to “rational” warfare; but these may also be identifed with reference to Figure 1. 
Each man’s Cournot-reaction locus is a straight line between axis-intercepts of gi == 12 
and q; = 24—such that, for any given value of q4, q: is selected to maximize m. The 
Cournot solution, where these reaction lines intersect, then implies gi = q: = 8 and m= 
ma = 64, Similarly, each duopolist’s preferred Stackelberg equilibrium, occurring where 
one of his isoprofit curves is tangent to the other man’s Cournot-reaction schedule, im- 
plies that q: = 12, q; =6, m; = 72, and m;—= 36. Accordingly, “Stackelberg warfare” 
—whereby each duopolist tries to push the other to the Stackelberg point preferred by 
the first—implies qı = qe = 12 and m =m = 0. By coincidence, this is also the profit 
implication of a Bertrand equilibrium, anywhere on the locus gq: 4+ g2 = 24. 
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and % = % = 72). This point has been labeled C, since it corresponds 
to the solution that Chamberlin holds will be automatically established 
by the mere fact of “mutual dependence recognized.” 

When the duopolists’ situations are indeed perfectly symmetrical 
and a symmetrically collusive solution therefore exists, I am inclined to 
agree that this outcome is rather more likely to emerge than any single 
other one. This outcome cannot be established as somehow inevitable, 
however, even when the duopolists are assumed to be eminently intelli- 
gent, knowledgeable, and “rational.” Even in the present primitively 
symmetrical case, I shall argue, an asymmetrical collusion is also possi- 
ble, with or without a preliminary interlude of warfare or (when ver- 
bal communication is avoided) an interval in which the duopolists im- 
provise some form of nonverbal communication. Secondly, I shall also 
argue that even prolonged warfare is possible, notwithstanding the 
high degree of “rationality” that both duopolists will be assumed to 
possess. 

In order to explore the possible patterns of behavior that may emerge 
with the indicated demand and cost data, I shall assume that both du- 
opolists know, and are known to know, the objective facts of their 
indefinitely recurrent market situation. For convenience and simplicity, 
it is also assumed that the only “dynamics” in the analysis are in the 
memories and anticipations of the duopolists themselves. Specifically, 

‘the demand and cost data, in remaining unchanged from one period to 
the next, are also assumed to be independent as among the various 
separate periods. The duopolists are also assumed to be quantity- 
setters rather than price-quoters, since the mere quoting of equal prices 
for perfectly homogeneous products would leave quantities indetermi- 
nate. Thus, in each period, koth duopolists simultaneously determine 
their quantities, which are then sold at a price determined in ac- 
cordance with the demand function. 

Because of its greater theoretical interest, I shall also employ for 
the most part the assumption that the duopolists scrupulously refrain 
from any verbal communication with one another. In the present 
severely simplified situation, however, it would not make much differ- 
ence if verbal communication were allowed; for this would only allow 
the duopolists to put into words the demands and threats that they 
must in any event convey to one another by other means when verbal 
communication is effectively prahibiteé. Furthermore, as long as the 
strategy of each duopolist is confined to the single dimensicn of the 
quantity of his output, communication solely by means of reciprocal 
actions in the market is likely to prove fully adequate, provided only 
that both duopolists have at least a moderate degree of social ingenuity. 
Tn the real world, of course, the nonverbal communication of demands 
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and threats may well present insuperable difficulties, since the dimen- 
sions of business strategy are then likely to be extraordinarily numer- 
ous and since at least some of those strategies are almost certain to 
have nonquantitative aspects. 

In the case where the duopolists produce a homogeneous product at 
equal and constant cost, and in this case alone, their contract line is 
also their joint-maximization locus. Therefore, since any distribution 
of a jointly maximized profit is possible without side payments, the 
duopolists would never have any occasion even to consider such sup- 
plementary payments, as they would if the maximization of their com- 
bined profit proved to be inconsistent with an “acceptable” profit 
division. 

As the duopolists now begin their indefinitely recurrent relationship, 
if they are in fact willing to share a jointly maximized profit equally, 
they will immediately establish the symmetrically collusive solution. 
Thus, if each duopolist is in fact willing to settle for a profit of z; = 72 
and conjectures that the other will be too, both will set their outputs at 
6 units and thereby find their expectations confirmed. On the same ex- 
pectation as to the other’s output, of course, either duopolist could 
expect to gain a larger profit for at least one period (such as ™; = 81, 
with gi = 9 and g; = 6); but in a recurrent market this greedy short- 
run strategy may well be rejected by both men because of an entirely 
plausible expectation that it would result in a self-protective or, worse, ' 
retaliatory response, which wculd depress profits in subsequent periods 
below the level of 72. In a recurrent market, in short, the mere ex- 
pectation of a continuing relationship may be sufficient to inspire a 
pair of basically compatible duopolists to behave with the self-restraint 
necessary to maintain a tacitly collusive agreement.® 

Even in this clearest of all instances of spontaneous collusion, it is 
still important to appreciate all of the conditions on which this feat of 
mutually successful mind-reading depends. First, the empirical likeli- 
hood of this outcome is appreciable only because the inherent sym- 
metry of the duopolists’ situations, when it is fully known to both, 
provides such a strong “signal” for symmetrical collusion. Obviously, 
no such signal exists when there is even the slightest asymmetry in the 
objective data for the duopolists’ market decisions. 

Second, this outcome also depends on the assumed condition that the 
duopolists are in fact willing to share a jointly maximized profit 

*In a nonrecurrent market, by contrast, these grounds for self-restraint would be absent, 
and even an explicit agreement would be something Jess than self-enforcing. In that con- 
text, interestingly enough, the Cournot solution is by all odds the most eligible one, since 
it is the only situation in which each man selects the output that will maximize his profit 


on the basis of a correct expectation as to the other’s output. (See [9] [13, esp. pp. 60- 
63].) 
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equally. Game theorists are willing to underwrite this symmetrical 
solution only when there is an additional symmetry in the “utilities” of 
the duopolists—that is, utilities of the von Neumann-Morgenstern 
type, as based on the subjects’ attitudes toward risk., I choose not to 
adopt this approach here, however, because it involves the extremely 
dubious assumption that the duorolists’ utility functions are known to 
one another. If the duopolists’ shares of the market were to depend on 
their utility patterns, they would obviously have an incentive to mis- 
represent those wholly subjective data. It is doubtful, therefore, that 
such data are even conceivably knowable, let alone that they can be 
casually assumed to be actually known. The plausible relevance of such 
data—if they could be known—is, however, one of the reasons why 
duopolists may not be willing to share a market equally, even when the 
objective data are both symmetrical and known. This consideration re- 
inforces, therefore, my view that the willingness or unwillingness of 
both duopolists to accept the symmetrically collusive solution in the 
present example is a critical question in its own right. 

Third, even when the duopolists are in fact favorably disposed 
toward symmetrical collusion and in fact arrive at that result immedi- 
ately and spontaneously, neither can really be sure in advance that this 
will actually be the outcome. Hence each must be prepared for a differ- 
ent development, with at least a tentative reaction plan if his rival 

* should set somé output other than his symmetrically collusive one. At 
least a threat of warfare thus lurks in the background as an alternative 
to successful collusion in the minds of both duopolists, even when they 
are spared the necessity for any actual warfare. 

Accordingly, let us take the point of view of the first duopolist as he 
considers his policies at the outset of a continuing relationship with his 
rival. He may hope—and more than half expect—that his rival will set 
his quantity at q: = 6; and, being willing to collude symmetrically, he 
therefore sets his own quantity in the first period at g: = 6. If he then 
proves to be correct about his rival’s quantity in the first period, that 
is presumably the end of the matter; provided that neither has a 
change of heart, they will live happily ever after as compatibly collu- 
sive duopolists. Each duopolist must, however, be prepared to react 
somehow if his rival sets some other quantity. A variety of such reac- 
tion patterns are, of course, possible. The one assumed for the sake of 
illustration implies that the first duopclist will seek a solution on the 
contract curve if gz is less than “as well as equal to) 6 units, and that 
he will respond with a particular form of restrained belligerence if q2 
is greater than 6 units. 

The reaction schedule’of the first ducpolist is specifically assumed to 
consist of the three connected linear segments labeled RiR: in Figure 2. 
Its three branches imply, respectively, that 
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if ge < 6, qı = 12 — ae; 
if 6 <q < 12, qi = 23 
and if q: > 12, qı = 12. 


The first is a “conciliatory” branch: as the second duopolist’s quantity 
is visualized to be increased toward a maximum of ge = 6, the first 
reduces his quantity along the contract and joint-maximization locus, 
thus reducing his own profit and increasing that of his rival, But this 
first branch also implies that, if the second duopolist seems to be satis- 





fied with a profit of less than %2 = 72, the first duopolist is pleased to 
adjust his quantity so that at least their combined profit is maximized.‘ 


* Notice that, if q: is set below 6 units and is held ccnstant there, the first duopolist 
by raising q, above 6 units increases his own profit and reduces that of his rival. This is 
still a good idea, however, if the second seller’s timid choice reflects a willingness to ac- 
cept an efficient collusion in which he receives only the profit implied by his initially 
selected output. If, on the other hand, the second seller is perverse enough to make his 
initial decision contingent on the first seller’s selecting an output other than the one that 
would put them on their contract curve, the first seller can hardly be expected to know 
what quantity he was in fact expected to set. Finally, however, even if the second seller 
makes his choice with an initial willingness to accept less than half of a jointly maximized 
profit, the fact that the first seller shows himself willing to accept just half of such a 
combined profit may now persuade the second seller to raise his profit demand, even as 
the first seller does the same. To attribute this type of progressive learning process to 
one’s rival implies the adoption of a more complex reaction schedule than the one now 


940 THE AMERICAN ECONOMIC REVIEW 


The second branch reflects the antagonistic behavior that is the essence 
of warfare: as the second duopolist’s quantity is increased from 6 units 
toward 12 units, the first responds with matching increases in his own 
output. This is a warring response because its sole purpose is to punish 
one’s rival, even at the cost of hurting oneself in the process. Along 
this branch, specifically, the profits of both duopolists decline steadily 
from 72 to zero. The third branch reflects a limiting influence on the 
warfare: if ge were increased beyond 12 units, the first duopolist would 
simply maintain his output at the ceiling of qı = 12, instead of con- 
tinuing to match his rival’s quantity. This is the indicated response, 
specifically, if the first duopolist is willing to suffer a loss provided that 
his enemy is thereby made to suffer a larger one.° 

Somewhat more should be said about the warfare responses that the 
particular second and third branches of RR: reflect. Consistent with 
this seller’s assumed willingness to share a jointly maximized profit 
equally, the second branch also emphasizes his refusal to take less than 
an equal share of any positive profit. Thus, when the sum of qı and q2 
is less than 24 units (allowing the same positive profit per unit for both 
sellers), the first seller will not permanently allow q2 to be greater than 
his own qı. When qı + g2 > 24, however, it is no longer desirable to 
produce the greater quantity, since both sellers then suffer losses pro- 
portional to their outputs. Hence that is another way of looking at the 
‘ first seller’s unwillingness to increase his output above the level of 12 
units. 

Finally, this seller’s warfare output is uniquely 12 units if he adopts 
as his war policy the criterion of maximizing the algebraic excess of his 
own profit over that of his rival. Thus, from our earlier profit equations, 


Ti — T = 24qı o q? m 24q2 + qè. 


This expression is a maximum when q: = 12, irrespective of the magni- 
tude of q2. This is by no means the only warfare strategy that a du- 
opolist might choose to adopt; but it is a plausible one, and it effec- 
tively illustrates as the essence of warfare the duopolist’s deliberate 
intention to reduce the profit of his rival provided that the simultane- 
ous effect on his own profit is not disproportionately painful. 

When the second duopolist is also disposed to accept just half of a 





under consideration. At any rate, there may well be almost as much uncertainty as to 
ensuing developments when duopolists are overly compatible as when they are incompati- 
ble. 

ë On the other hand, if the first duopolist should wish to protect himself against losses, 
irrespective of the comparative losses of his rival. he may do so by adopting an alterna- 
tive third branch that coincides with the zero-profit locus in the range where his rival’s 
output exceeds 12 units (ie, if g > 12, qı = 24 — qə). 
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jointly maximized profit, he may very well have a reaction schedule 
that is the exact counterpart of the one just described for the first 
duopolist. If so, these reaction schedules would coincide over the range 
of 6 < gi = q2 < 12. By itself, that would imply a neutral equilibrium 
anywhere in that range. On the other hand, if either duopolist is then 
flexible enough to experiment with alternative outputs down to and in- 
cluding 6 units, the fundamental compatibility of the two rival sellers 
will thereby be revealed; and the symmetrically collusive solution will 
be attained. 

Notice, however, that there is always a fundamental asymmetry 
when the teaching-and-learning process is based on one duopolist’s 
setting up a reaction schedule and the other duopolist’s experimenting 
in such a way as to find out what it is. Thus, even fundamentally com- 
patible duopolists might conceivably fail to discover that fact about 
themselves if both were so rigidly addicted to the teaching role that 
neither ever adopted the learning role. Similarly, there would be an 
even more chaotic result if each could visualize himself only in the 
learning role, so that neither ever set up a reaction schedule for the 
other to discover. These are difficulties, of course, that even the slight- 
est explicit communication would avoid. Even without that aid, how- 
ever, it would require only a minimum of flexibility on the part of at 
least one duopolist for them to achieve mutual understanding. 

To illustrate the contrasting case where the duopolists are not im- 
mediately compatible, let us now suppose that the second duopolist— 
unlike the first—wants more than half of a jointly maximized profit. 
Specifically, the second duopolist sets his sights on an asymmetrically 
collusive equilibrium in which his own profit will be twice that of his 
rival. In Figure 2, therefore, by contrast with the first seller’s willing- 
ness to collude at the point Ci, the second duopolist is unwilling to 
collude unless he can receive a profit at least as great as that implied 
at the point C2—where qı = 4, gz = 8, ™ = 48, and ™ = 96. Accord- 
ingly, let us suppose that the second duopolist sets up the three-seg- 
mented reaction schedule, R2R2. This implies that 


if qa S4, q: = 12 - qn: 
if 4 S qı <6, q2 = 2q13 
and if qı > 6, qz = 12. 


Here the first branch is similar to that of the first duopolist’s reaction 
schedule, except that it stops short of the midpoint of the contract line. 
Similarly, the second branch also resembles the first duopolist’s, ex- 
cept that it implies a different ratio of the two sellers’ outputs. As in 
the case of the first duopolist, however, the second is assumed to set 
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the same maximum warfare output of 12 units; so the third branch of 
his reaction schedule is at the level of q2 = 12.° 

As long as both duopolists maintain the attitudes that these reaction 
schedules represent, warfare is of course the only possible outcome; 
for they will quickly gravitate toward the unique warfare point 
(labeled W in Figure 2) where qı = q: = 12 and ™ = m: = 0." That 
warfare will persist, moreover, as long as neither duopolist is willing 
to accept the terms on which the other is willing to collude, ar as long 
as neither is willing to change his initial reaction schedule. 

If only as a matter of experimental interest, however, either can at 
least learn what his rival’s terms are by varying his own output and 
observing the reaction-schedule responses of his rival. Thus the first 
duopolist could discover, as the essential property of his rival’s R2Re 
schedule, that his own profit would be maximized at ™ = 48 at the 
point C2. As long as the second duopolist stubbornly maintains the 
reactions of ReRz, therefore, the first duopolist must make a choice: 
(1) he may simply surrender, accepting his profit of ™ = 48 while 
conceding twice as great a profit to his greedy rival; (2) he may sur- 
render partialiy by producing an output somewhere between 4 and 12 
units, thus accepting a positive profit that is smaller than 48 and also 


3 Again, of course, variations are possikle, For example, the second duopolist might have 
extended the second branch all the wey to the zero-profit locus (ie, if 4 S qı < 8, 
q2 = 2q). If so, however, the third branch would then have had to coincide with that 
zero-profit locus at least as far as its midpoint, unless the second duopolist happened to 
be willing to suffer a loss greater than that suffered by his rival. 


7 As will appear later, the assumption that I have made about the duopolists’ warfare 
outputs yields this zero-profit result for both of them only in the present special case of 
constant and equal costs. This warfare point may be reached in a variety of ways. Thus, 
if the duopolists set the initial outputs of q: = 4 and ge = 8, W will be reached in two 
steps if q} is changed first and then qı; it will be reached in three steps if gı is changed 
first, then go, and then q: again; or it will be reached in two steps if both duopolists 
change their outputs simultaneously in arcordanc2 with their respective reaction schedules, 

8 The first seller may also learn, incidentally, that another acceptable point, at the junc- 
ture of the second and third branches of R2R2, implies gı = 6, q: = 12, m= 36, and 
m = 72. By a coincidence, this happens to be the second seller’s Stackelberz-equilibrium 
point, which would be the point most favorable to the second seller if he were constrained 
to set up some reaction schedule perperdicular to his own axis. But this also reveals the 
shortcoming of a Stackelberg policy when both sellers are sophisticated: it would be silly 
to try to force a rival to a Stackelberg point (cf the contact curve) rather than, with a 
different type of reaction schedule, to a point (on the contract curve) where both sellers’ 
profits could be higher; cf. [5, pp. 116-19]. On the other hand, reaction schedules such 
as RR, also lend themselves to an attempt to force a rival to a contraci-curve point 
where his profit would be even less than in the Stackelberg equilibrium unfavorable to 
him, This also reveals the essential po:ntlessness of attempting to narrow the “relevant 
range” of contract-curve solutions in the light of a Stackelberg solution, as the late A. M. 
Henderson sought to do [6, pp. 572-73]. In my view, such a relevant range can be 
justified only in terms of the profits at a thecretically defensible warfare point. In the 
present instance, accordingly, the “relevant range” is nothing less than the entire contract 
line. 


BISHOP: DUOPOLY-—-COLLUSION OR WARFARE? 943 


smaller than his rival’s; or (3) he may meet stubbornness with stub- 
bornness by producing an output of 12 units, thereby inflicting on both 
his rival and himself the punishment of a zero profit. 

Let us examine further, with the first seller, the features of his 
“trilemma.” Option (1), although somewhat humiliating, holds out at 
least the apparent prospect of an immediately maximizable profit; and, 
if the second duopolist should prove to be irreconcilably stubborn, it 
would represent the best that the first could do for himself financially. 
But even such a surrender would be dangerous, especially if the “ap- 
peasement” was meekly accorded; for, if the second seller should 
thereby become scornfully convinced of his rival’s timidity, he might 
increase his demand by moving his reaction schedule so that its critical 
point would leave his submissive rival with an even smaller profit. 
Option (3), while the most clearly consistent with conventional stand- 
ards of self-respect (which may be no less relevant in this type of situ- 
ation than pecuniary self-interest), also entails the greatest financial 
sacrifice, at least immediately. At the same time, this choice has the 
merit of putting maximum pressure on the ambitious second seller to 
soften his profit demand; and if, for example, that seller should sooner 
or later give up the struggle by accepting the solution at C:, the first 
seller would very likely feel that his own intransigeance was thereby 
justified.® Finally, option (2) represents merely some degree of com- 
promise between complete surrender on the one hand and complete 
intransigeance on the other. Hence it also entails some variable mixture 
of the advantages and disadvantages that are implicit in the more ex- 
treme reactions. Merely partial surrender may also be the means, how- 
ever, of signaling a willingness to compromise—at some point between 
Cı and C2 in Figure 2. 

Clearly, we cannot predict just what the outcome of this conflict of 
interest will be; for it will depend on the tempers of the two men, in- 
cluding their subjective assessments of one another’s attitude. Indeed, 
one possible result is a more or less permanent state of economic war. 
To many analysts, this outcome is inconsistent with “rational’’ be- 
havior. The duopoly problem is not solved, however, by invoking that 
adjective. We must first ask: who is irrational? If it be replied that 
the second seller is, because he deliberately suffers a zero profit rather 

°In that event, if a purely financial hindsight test is applied, the seller who ultimately 
surrenders will presumably regret the duration of his resistance—except as this constitutes 
at least partial insurance against his having to meet still stronger demands later on. But 
even the victor may regret his own policy of resistance if it has to be especially prolonged; 
for hindsight may reveal that the profits of war followed by victory, when discounted 
from the beginning of the warfare, were less than the similarly discounted profits of im- 


mediate surrender. As with all dynamic problems, interest-rate considerations obviously 
enter into the problem of warfare among oligopolists in a recurrent market. 
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than share a monopoly profit equally with his amiable rival, then it 
must also be granted that the first seller is hardly less irrational, since 
he deliberately elects a zero proñt rather than a one-third share of the 
same monopoly profit. But if the unaggressive first seller now becomes 
rational in this sense—that is, surrenders—the greedy second seller is 
thereby revealed as having been supremely rational. With duopolists, in 
short, it takes two to be irrational, and it also takes two to be rational. 

Accordingly, there is no uniquely rational behavior that can be spec- 
ified for an individual duopolist, even in the simplest possible situa- 
tion of equal and constant costs, since the ultimately most profitable 
behavior for one seller depends crucially on the responses of the other. 
Thus, if a tough-minded seller finds himself in a recurrent duopoly re- 
lationship with an essentially timid (or perhaps just a financially 
needy) rival, it would be irrational for him not to exploit his rival’s 
weakness. Even then, however, there is bound to be a fundamental un- 
certainty as to how far the more timid rival can be pushed. On the 
other hand, if the same tough-minded seller confronts a more worthy 
opponent, he would be well advised to pursue a less aggressive strategy. 
In either case, of course, the danger is that each duopolist may under- 
estimate the stubbornness of the other; for then warfare will ensue, 
at least until one or the other surrenders or they both compromise 
their differences in some fashion. 

The problem is further complicated, of course, by the strategy of 
“bluffing.” Thus a duopolist may succeed in gaining a bigger profit share 
than the minimum that he would actually be willing to accept if he 
can successfully convey an impression of exaggerated stubbornness. 
And indeed, the more “unreasonable” he makes himself appear, the 
more likely is this strategy to succeed, at least against certain types of 
opponents. With reference to the dubious concept of rational behavior, 
in other words, the highest rationality may consist of the appearance, 
if not the fact, of the greatest irrationality. On the other hand, the re- 
sistance of an opponent typically grows out of at least the suspicion 
that his rival may be bluffing, whether he is or not. Yet it is the essence 
of bluffing that it cannot be reliably distinguished, at least at the time, 
from the real thing; and it is this, more than anything else, that may 
breed a long stalemate. 

The foregoing analysis is not appreciably changed if the duopolists 
are free to communicate explicitly. The ability to put their demands 
and their threats into words may or may not facilitate their arriving 
at a collusive agreement. With or without verbal communication, there 
is still the same range of alternative divisions of a jointly maximized 
profit, and the same alternative of warfare when no agreement is 
reached. 

Although, for the sake of definiteness, the foregoing discussion has 
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also been based on a specific institutional procedure, its relevance is 
not confined to markets with that procedure. For example, if one or 
the other duopolist always has the opportunity of specifying his out- 
put first, this does not give him any net advantage (as it would in a 
nonrecurrent market). Rather, when the market is recurrent, either 
duopolist still has the privilege of setting up a reaction schedule as in 
Figure 2; and the same range of possible outcomes, involving either 
collusion or warfare, will still apply. Similarly, if the market happened 
to be a more or less continuous one, instead of being broken up into 
discrete periods, the same possibilities would still exist. 

Finally, even if both duopolists are free to improvise their own 
market procedures—for example, as between price-quoting and 
quantity-setting—the same analysis again applies. To be sure, if they 
were restricted to just price-quoting, this would pose once again the 
difficulty that, with strictly homogeneous products, the quantity de- 
manded of each duopolist is indeterminate when they both quote the 
same price. This has sometimes been interpreted, moreover, as facili- 
tating collusion.” Actually, however, even if the mere quoting of equal 
prices in this case always resulted in an exactly even division of the 
market, a duopolist who was determined to hold out for more than 
half of the market would still be free to try to force his rival into a 
policy of quantity limitation by setting up a quantity-reaction schedule 
such as R2R2 in Figure 2. In that way, if the rival is reasonably so- 
phisticated, the problem can be brought right back to the terms on 
which it has been analyzed above.™* 

With even the slightest product differentiation, of course, a collusive 
agreement in terms of prices comes to exactly the same thing as one in 
terms of quantities. In other words, when the duopolists’ prices are de- 
terminate for all possible pairs of their quantities and when their 
quantities sold are similarly determinate for all possible pairs of their 


For example, Schumpeter [12, pp. 980-81, n. 25] expressed the opinion that the pure 
duopoly problem has a unique solution only when the duopolists are price-quoters and do 
not attempt to agree as to their relative outputs. 

“YT thus sympathize entirely with Stackelberg’s refusal to analyze duopoly with homo- 
geneous products except with reference to quantities as the relevant independent (or 
policy) variables. Moreover, I also have grave misgivings about the glib assumption that 
the duopolists will always sell equal quantities—or equal quantities “on the average”— 
if they merely quote equal prices. Thus, are they supposed to have expectations of selling 
equal quantities solely by virtue of their existence as “firms”? And if so, could either firm 
acquire two-thirds of the market just by reconstituting itself as two firms, even without 
any change of a more tangible kind? As these questions suggest, some physical conception 
of the market and its selling outlets and procedures is really needed before one can arrive 
at a defensible concept of even the “probabilities” of patronage. Furthermore, the concept 
of “identical products” is also revealed as a logically treacherous one when sellers have 
an urge to sell more than they are able to sell at a common price; for then even the 
slightest differences in such things as a seller’s location, personality, or appearance become 
decisive. 
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prices, there is a perfect one-to-one correspondence between any point 
on a quantity-reaction diagram and some one point on a price-reaction 
diagram, and vice versa. Hence, even though “naive” solutions 
(Cournot or Bertrand) and “naive-sophisticated” solutions (Stackel- 
berg) differ according as the duopolists are price-quoters or quantity- 
setters, there are no such differences in the context of efficient 
collusion.” 

Warfare, however, may or may not be equivalent with price-quot- 
ing and quantity-setting, even when products are differentiated. Thus, 
when each duopolist seeks to maximize the excess of his own profit 
over his rival’s, the quantity-setting practice regularly calls for pure 
strategies in the warfare “equilibrium’’—that is, definite outputs rather 
than a probability mixture of various alternative outputs. In many 
instances price-quoting warfare also calls for pure strategies; and, 
when it does, the implied warfare equilibrium is exactly the same as 
with quantity-setting, provided again that the products are at least 
slightly differentiated. On the other hand, price-quoting warfare some- 
times involves mixed strategies; and its implications are then very 
different.” 


II. Collusion under Other Cost Conditions 


1. Suppose that both duopolists have the same schedules of increas- 
_ing average and marginal cost. Their contract locus is then no longer 
linear, but a curve concave to the origin, as a reflection of the fact that 


“I am assuming here that price-quoting duopolists will both satisfy the total demands 
for their respective products at the collusive prices that they set. As Shubik has pointed 
out [13, p. 104], it may sometimes ke possible for duopolists who supply a homogeneous 
product to make a greater combined profit by quoting different prices if the quoter of the 
lower price then satisfies only a portion of the total demand at that price. For example, 
if he could effectively choose which buyers to satisfy (or if the satisfied buyers just hap- 
pened to be a favorably nonrepresentative sample of all of his would-be customers), and 
if the satisfied buyers could not effectively resell to others, then he and his fellow duopolist 
could make the same kind of extra profit that a monopolist could make under similarly 
favorable conditions by a policy of price discrimination. A similar possibility might also 
exist when products are differentiated; but I ignore it here since it would drastically com- 
plicate the entire analysis. 


“With homogeneous products, price-cuoting warfare may call for mixed strategies 
when both duopolists have increasing marginal costs; for, even though each warring 
duopolist then has an incentive to undercut his rival within a certain price range, he may 
have an incentive to set an appreciably higher price when his rival’s price is sufficiently 
low (provided that it would not be to che rivals interest to satisfy the full demand at 
his low price, which depends on the precise configurations of demand and the duopolists’ 
costs); cf. [13, p. 104], The same phenamenon may also occur with differentiated prod- 
ucts, even though differentiation tends to suppress it. Finally, if inventories are such that 
a low-price quoter can satisfy the full demand until he has a chance to raise his price 
nearer the high price quoted by his rival, this would frustrate the high-price policy and 
so re-establish the warfare equilibrium in terms of pure (low-price) strategies. On this 
interpretation, there would never be any difference between price-quoting and quantity- 
setting as long as the duopolists’ products are at least slightly differentiated. 
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collusive, increasing-cost duopolists will always produce a greater com- 
bined output (at lower average and marginal costs) than either of 
them would in the role of monopolist. Moreover, this contract curve is 
no longer a joint-maximization locus. Rather, the combined profit of 
the duopolists is then a maximum only at the midpoint of their con- 
tract curve, where they both produce equal outputs at the same mar- 
ginal cost. If anything, this would strengthen any tendency that they 
might have toward the symmetrically collusive solution. If the du- 
opolists have asymmetrical personalities, however, asymmetrical collu- 
sion may still emerge, just as in the case of equal and constant costs. 
If side payments are admissible, of course, efficient collusion then re- 
quires the duopolists to produce equal outputs; and it would then be 
the purpose of the side payments to redistribute the maximized com- 
bined profit unequally. If side payments are ruled out, however, any 
asymmetrical collusion will fail to maximize the duopolists’ combined 
profit, even when they collude efficiently in the weaker sense of ending 
up somewhere on their contract curve.” 

2. The case where the duopolists have the same decreasing average 
and marginal costs is, I think, a realistically more important one. Then 
their contract curve is convex to the origin, as a reflection of the fact 
that a pair of collusive, decreasing-cost producers will produce a 
smaller combined output (at higher average and marginal costs) as 
compared with the profit-maximizing output of either of them alone. ' 
By the same token, their joint profit is maximized only at either end 
of their contract curve; and it is lower at the midpoint of their contract 
curve than anywhere else on that locus. If side payments are allowed, 
of course, efficient collusion requires one or the other of the duopolists 
to produce the entire monopoly output; and it would then be the pur- 
pose of the side payments to bring about at least a more nearly equal 
division of the maximized joint profit. When side payments are for- 
bidden, on the other hand, this cost pattern would strengthen any 
tendency that the duopolists might have toward an asymmetrical col- 
lusion; and it might even lead (especially in the additional light of the 
warfare implications to be considered below) to the complete and 
permanent exclusion of one of them from the market. On the other 
hand, amicably symmetrical collusion might still be established, 
despite its relative inefficiency. 


* Product differentiation also has much the same effect on the shape of the contract 
curve on a quantity diagram. For example, if duopolists produce symmetrically differ- 
entiated products at constant and equal average costs, their contract curve will also be 
concave to the origin; and their combined profit will again be maximized at the midpoint 
of that curve. 

*In the absence of fixed costs, a pair of producers with the same decreasing costs 
could collude efficiently even without side payments by taking turns producing. On the 
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3. If both duopolists have the same U-shaped average and marginal 
costs, the possible consequences are more complex. In general, those 
consequences vary according as the decreasing or increasing branches 
of the average and marginal cost curves have predominating influence. 

4. The principal implications when the duopolists have different cost 
curves may be adequately illustrated by the case in which they both 
have constant but unequal average (and marginal) costs. There is then 
only one joint-maximization poirt, at the monopoly point of the low- 
cost producer. The contract curve then connects that point with the 
monopoly point of the high-cost producer; and, in that direction, it 
implies a progressively smaller combined output as well as a progres- 
sively smaller combined profit. As to the shape of the contract curve, 
it happens to be (at least slightly) convex to the origin (though very 
nearly linear even with a relatively sizable cost difference). When side 
payments are allowed, efficient collusion naturally requires that the 
low-cost duopolist produce his monopoly output; and any side payment 
that he then makes to the high-cost duopdlist is in the nature of a bribe 
to insure his inactivity in the market. Naturally, there is not even a 
faint presumption of an equal sharing of the jointly maximized profit 
in this instance. When side payments are prohibited, and the high-cost 
firm produces some positive output, efficient collusion obviously then 
requires both a smaller combined output and a smaller combined profit. 
- Then, especially when the difference in the two producers’ costs is only 
moderate (relative, in particular, to the gap between the monopoly 
price and the unit cost of the low-cost producer), it is quite likely that 
both duopolists will be in fact active producers (although this conclu- 
sion also rests in part on the implicaticns of warfare, to be considered 
below). On the other hand, it is also quite likely—if the duopolists suc- 
ceed in agreeing upon some contract-curve solution—that the collusion 
point on which they agree will ke at least somewhat closer te the low- 
cost producer’s monopoly point than to the high-cost producer’s. 

In all such different-cost cases, of course, there is no such thing as 
“symmetrical collusion.” Thus, tf both producers were to end up with 
equal profits, that would require the high-cost duopolist to produce the 
larger output; and if they were to divide the market equally, that 
would imply a larger profit for the low-cost producer. Actually, how- 
ever, since the low-cost duopolist is likely to hold out for a larger out- 
put than his rival’s, there is no particular presumption that either of 








other hand, there are obvious difficulties about this in view of the interdependence of 
each firm’s costs from one period to another, owing to the fixed costs of durable equip- 
ment and organization. It is in the ligat of these considerations that I visualize both 
duopolists as active producers when they collude without side payments. 


' 
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the foregoing special solutions would emerge as tke solution. More- 
over, no particular point on the asymmetrically curvilinear contract 
curve stands out with any remotely plausible obviousness as being the 
most eligible collusion point. 

It then also follows that no particular collusive-equilibrium price 
can be predicted. In the case of unequal but constant costs, to be sure, 
the closer a collusion point is to either producer’s axis, the closer will 
be the price to his monopoly price; but that merely limits an efficiently 
collusive price to the range between the two producers’ monopoly 
prices. As corollaries of these observations, it further follows that 
simple “output leadership” is not likely to constitute more than ap- 
proximately efficient collusion. Thus, if it is either explicitly or tacitly 
agreed only that one duopolist will keep his output in some constant 
ratio to the other duopolist’s, the latter would then have the motive 
to make the combined output the same as his own monopoly output. In 
turn, this would make the combined output either too large or too small 
for precisely efficient collusion, according as the high-cost or low-cost 
producer was the output leader. In other words, efficient output leader- 
ship would call for a more complex formula relating the outputs of the 
unequal-cost duopolists—and a different formula for every alternative 
point on the contract curve. Simple price leadership, of course, would 
again imply an indeterminacy of individual outputs (if it merely con- 
stituted an agreement to charge the same price); and, if accompanied 
by an agreement fixing the ratio of outputs, it would then amount to 
the same thing as simple output leadership.** 

5. Little can be profitably said in a general way about the cases in 
which costs are both nonconstant and different, except that they may 
exhibit any of the features already mentioned in the preceding separate 
discussions. In particular, however, when the duopolists’ average and 
marginal costs are both unequal and decreasing, this puts the low-cost 
producer in an even stronger position. On the other hand, when the 
duopolists’ average and marginal costs are unequal and increasing, 
there is then likely to be a single joint-maximization point at which 
both duopolists produce positive but unequal outputs.” 

“It should be appreciated that “leadership” is being used here in the same sense as in 
the familiar phrase, “price leadership,” rather than in the quite different Stackelberg sense. 
Stackelberg’s usage implies that the “leader” (or “active” strategist) fixes his output (or 
price) and then allows the “follower” (or “passive” rival) to set his output (or price) at 
whatever level will maximize his own profit. When output is the relevant independent 
variable for both producers, “leadership” is almost always the more advantageous role, 
but followership is typically the more advantageous when the duopolists are price quoters 


[5, pp. 110-13]. In neither event, however, does a Stackelberg equilibrium result in even 
approximately efficient collusion (save in certain degenerate special cases). 


"For a numerical illustration of this case, with most of the extant duopoly “solutions,” 
see [7]. 


, 
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II. The Anatomy of Warfare 


I have nominated as a central warfare hypothesis that each duopo- 
list may adopt the strategy of maximizing the algebraic excess of his 
own profit over that of his rival. When this policy is followed by both 
suppliers of a homogeneous product, the key implications of the re- 
sulting warfare are relatively easy to deduce jor all shapes of demand 
and cost curves, Thus, let us denote the demand-price function as 
p= p(g) = p(q. + gz), and the total-cost function of the duopolists 
as Cı = Ci(qi) and C2 = C2{qe), respectively. In the following opera- 
tions, the duopolists’ marginal costs (4Cı/dqı and dC2/dgz) will be 
more simply designated as mı and mz, respectively. Furthermore, in 
view of the simple additive relationship of qı and qz in the demand 
function, use will be made of the fact that p/q. = 0p/0g2 = dp/dq. 
The first duopolist is then assumed to maximize: 


mı — T2 = pq + g) — Calg) — (qr + G2)q2 + Colgo). 


Differentiating this equation partially with respect to qı and setting 
the result equal to zero, we obtair: 


dp 
$ — m +- (qi — g) = 0. 
dq 
Similarly, when the second duopolist maximizes T2 — %1, 
d 
$ EA E = 0. 
dq 


These two equations correspond to the duopolists’ warfare-reaction 
schedules, such as the third branches of the RiR: and R2Rz schedules 
in Figure 2.” In general, moreaver, since p, dp/dq, mı and m are all 
functions of either or both q: and gz, these two reaction equations are 
presumptively sufficient to determine the two warfare-output un- 
knowns, gi and q2.” 


3 When a duopolist’s warfare output is a constant, independent of his rival's output (as 
in that special case), it is always his monopoly output; for, when g; is zero, the maximiz- 
ing of a: — a; is the same as maximizing 1:. This is always the case, moreover, when- 
ever demand is linear and each duopolist’s cost depends only on his own cutput. Thus, 
when p = h — k(qı + q2), such that 

w = hgi _ bg? — kgga m C:(q:) 
and T == qe — Eq? — kgigz — C:(q2), 
the only term involving both qı and gz in each of these profit functions drops out when 
one of them is subtracted from the other. Hence the maximizing of m, -—- a; depends 
only on gi, 

V When m — m is being maximized Ly one producer and minimized by the other, this 
type of warfare is in effect a two-person zero-sum game. At least with quantity-setting 
and ordinary demand and cost functiors, moreover, the solution involves pure strategies, 
rather than the mixed strategies that are stressed in the general theory of two-person 
zero-sum games. 
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Furthermore, when both duopolists follow this warfare strategy, we 
may add the two preceding equations, to obtain this key implication 
of their warfare: 
mı + me 
l 2 
In short, this type of warfare implies that the price will be equal to the 
arithmetical mean of the duopolists’ marginal costs.”®. 

Similarly, we may also discover the implied relationship between 


their warfare outputs by substituting the last equation in either of the 
two preceding ones: 


1 dg 
— qa = 7 dp Gi: ma). 
This tells us not only that the duopolists’ warfare outputs will be the 
same when they have the same marginal costs, but also that the du- 
2 Although limitations of space force me to confine the present discussion to the case 


of duopoly, it might be extended to cases of three or more oligopolists. With 2 oligopol- 
ists, the present type of ara would call for the ith man to maximize: 


B (mme peat ma tm, 





Ti — 


In the special case where all of the oligopolists have constant and equal average costs, 
this warfare would again yield zero profits for all; and in general it is warfare of the , 
type that corresponds to a symmetrical n-person zero-sum game, played noncooperatively 
—i.e., with coalitions effectively prohibited. In general, this type of warfare implies that 

= (m + me +... mn)/n. With three or more oligopolists, on the other hand, the 
possible relevance of coalitions among some of the warring parties constitutes a major 
complication not presert in the two-person game. 

Product differentiation always softens the violence of this type of warfare, Thus, if each 
of n oligopolists has a demand-price function of the form pi == £:(q1,@2,...@n), where 
dpı/ðqı < 8p./0q; <0, and a cost function of the form Ci = C:(q:), the maximizing of 
the pcr in the page paragraph with respect to g, implies that: ^ 


2h ia 











be — mt gE 
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Fant: °F In of) = 0. 4 


By adding these equations for all of the oligopolists, we may see that the sum of their 
prices exceeds the sum of their marginal costs in the warfare “equilibrium”: 





paS mS g eel OPN ie SPR Sn (he RU. ~ 
È pi È mi 4 an n-i aa E ap T t a 
op; +=) 
iat ]: 


In the special case where ell of the oligopolists have the “same” demand and cost func- 
tions, the symmetrical warfare equilibrium implies that, for each duopolist: 


te 


. = My — li 
á a 6g; g 
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opolist with the lower marginal cost will produce the larger warfare 
output (since the slope of the demand curve is negative). Specifically, 
the difference in their outputs will be proportional to the difference in 
their marginal costs, the factor 3f proportionality being half the re- 
ciprocal of the demand curve’s slope at the warfare point. The above 
relationships also show that the price and the outputs of the warring 
duopolists depend only on the product demand and their marginal 
costs. 

The fact that the duopolists’ warfare price equals the average of 
their marginal costs implies, of course, that it will equal the marginal 
cost of each producer whenever they both have the same cost curves.” 
As in the earlier basic illustration, this also implies a warfare price 
equal to average cost whenever the latter is constant. When both du- 
opolists have the same nonconstant average costs, however, their war- 
fare price will be either greater or less than average cost, according as 
the latter is positively or negatively sloped. Similarly, when the duopo- 
lists have constant but unequal costs, their warfare price will be mid- 
way between their average costs; and the low-cost producer will make 
a positive profit per unit equal in magnitude to the negative profit per 
unit of the high-cost producer (on outputs that are unequal, however, 
in accordance with the last of the above equations) .” 

. The losses that this type of warfare would inflict on the high-cost 
producer in the latter case, and on both producers when they have 
the same (or not too different) schedules of decreasing average cost, 


* Just as this type of warfare happens to fulfill the purely competitive (more broacly, 
the welfare-efficiency) condition of price equal to each producer’s marginal cost when 
they have the same cost curves, so does it entzil a systematic social inefficiency when 
they have different costs. Specifically, the low-cost duopolist then produces too little 
(price exceeds his marginal cost) and the high-cost duopolist produces too much (price is 
less than his marginal cost). 

It is no doubt surprising that a purely competitive equilibrium (with simple profit- 
maximizing by many rivals) may thus be identical to warfare between duopolists (with 
each maximizing the excess of his profit over his rival’s). In pure competition, the in- 
ability of the individual competitor to effect the price also implies an inability to affect 
his rivals’ profits. Hence maximizing his own profit is then the same as maximizing the 
excess of his profit over any weighted average of theirs. 


2 Thus the present type of warfare mzy or may not be “predatory” or “cut-throat,” in 
the sense of inflicting losses on either or both of the participants. Specifically, when they 
have the same schedules of constant or increasing costs, their warfare profits are either 
zero or positive, respectively; and it is then rather clearly in the social interest that such, 
warfare continue. Conversely, when the duopolists have identical costs, warfare inflicts 
losses on both of them only when their average costs are decreasing; and it inflicts losses 
on just one of the decreasing-cost producers only when his costs are sufficiently higher 
than his rival’s. In both of these cases, social efficiency requires only one active producer; 
so it is then at least questionable whether the duopolists’ “cut-throat” competition should 
be discouraged as a matter of public policy. In these cases, even an unregulated monopoly 
equilibrium is more favorable to the general public than a duopoly solution with divided 
production anywhere on the duopolists’ contract curve. 
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are noteworthy, especially in view of the casual assumption, frequently 
encountered in oligopoly discussions, that no one would be willing to 
suffer a loss “indefinitely.” In opposition to that view it should be 
pointed out, first, that a firm may well be technically able to sustain 
such a loss. Thus, even a constant loss suffered to eternity has a finite 
negative present value when discounted at a positive rate of interest; 
so a firm need only have assets from which its annual return would be 
equal to its annual warfare loss in order to be at least able to with- 
stand such warfare indefinitely. And if able, a “rational” duopolist 
may also be perfectly willing to stand such protracted losses—and in 
any event he will be eager to create the impression of such a willing- 
ness—if he has any reason to believe that he will thereby coerce his 
reluctant rival into an efficient collusion sufficiently more favorable to 
himself as compared with the pact that he could get immediately. In 
short, there is nothing sacred about the zero point that divides profits 
and losses. Whatever the algebraic sign of a duopolist’s profit in a war- 
fare situation, the fact remains that he is still receiving a profit that is 
less than what he could receive by surrendering. Hence, if it is rational 
to refuse to surrender when suffering merely a reduced positive profit, 
it need not be any less rational to make the same decision even when 
pushed by warfare below the point of zero return.” 

If only with respect to a possible inability to withstand prolonged 
losses, however, the difference between an outright loss and a merely 
reduced positive profit may then be decisive. For example, if a pair of 
duopolists with the same (or not too different) increasing average costs 
should both adopt the present war strategy, neither could ever drive 
the other entirely out of business, since even warfare would then leave 
both of them with positive profits. Hence, this is a case in which the 
relevant range of contract-curve solutions would indeed be narrower 
than the contract curve as a whole. When both duopolists have the 
same decreasing average costs, however, such that the present type of 
warfare would inflict a loss on each, an inability or reluctance of either 
to stand that loss would force him into at least a partial surrender. 

#2 Moreover, even when a duopolist who would be forced to suffer losses during a war 
does not have sufficient assets of his own with which to bear those losses, he might still 
be able to persuade entirely rational outsiders to supply him with the extra equity capital 
that he would need—provided, of course, that he could find outsiders who shared his con- 
viction that the mere threat of prolonged warfare would be sufficient to terminate it 
profitably. If this were not true, and if either or both of the duopolists had insufficient 
assets for indefinitely prolonged warfare, it might then be plausibly argued that the war- 
fare could be rationally terminated by a negotiation in which the duopolists simply com- 
pared their assets in order to determine which one of them would be forced to surrender 
first. Such considerations, bearing on both the objective ability and the subjective willing- 


ness of duopolists to stand the costs of warfare, enter into the game-theory analysis under 
the heading of the duopolists’ “utilities” of money. 
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Thus, as the timid duopolist contracted his output in an effort to escape 
his loss, he would thereby allow an even greater algebraic increase in 
the profit of his hardier rival: and, if the timid one was indeed able to 
get back to a zero profit before his output was reduced to zero, his rival 
would thereupon be making a necessarily positive profit. This follows, 
of course, because the duopolist with the higher output and the lower 
unit cost would then be selling it at the same price that enabled the 
timid duopolist to break even. Or: the other hand, if the timid duopolist 
could not cover his average cost at any positive output when his rival 
produced his monopoly output, a reluctance to suffer any warfare loss 
would then require a permanent exit from production.** 

On the other hand, if both duopolists seem to be both able and will- 
ing to stand the costs of war indefinitely, and more specifically if they 
can convince one another of their mutual stubbornness, then the pres- 
ent warfare hypothesis also provides some possible clues as to the terms 
on which “reasonable” men might be willing to terminate that warfare, 
or perhaps avoid it altogether. Thus, since each duopolist experiences a 
certain profit or loss at the warfare point, a fairly obvious arbitration 
rule might be to move to that point on the collusion locus that would 
give the duopolists equal increments of profit. When the duopolists 
have the same costs, of course, this would yield the symmetrical collu- 
sive solution—with either an equal sharing of the jointly maximized 
` profit if side payments are permitted, or an equal sharing of profits at 
the midpoint of the contract curve if side payments are either pro- 
hibited or unnecessary. When the duopolists have different costs, the 
same rule has less trivial, though equally definite, results. Then the 
duopolists, having presumably cifferent profits at their warfare point, 
would maintain that same profit differential in moving to the relevant 
collusion locus.” 

“This case, incidentally, is one that Bain would classify as “blockaded” entry, where 
the monopolist maximizes his profit at a price below the level that would invite entry, 
at least to the extent that Bain (like Cournot) hypothesizes that the would-be entrant 
would assume an existing producer’s output to be a constant in the face of attempted 
entry [1, esp. pp. 22 and 98-99]. Bain’s conclusion, however, is not general. In the present 
case, there is no inherent reason why a sufficiently determined rival might not attempt to 
force even an entrenched monopolis: to share the market with him at a price above the 
monopoly level; and, what is more, there is no inherent reason why he might not succeed. 
It should be realized that a collusive duopoly price is always above the monopoly price 
of at least the low-cost producer when both duopolists produce at decreasing marginal 
cost, 

\ On the other hand, especially if ther2 are wide disparities in the duopolists’ costs and 
side payments are prohibited, it may be impossible for the high-cost producer to avoid 
a loss at the collusion point in question. In that event, the present arbitration rule would 
call for his permanent exit from the industry, which is not necessarily implausible in the 
light of his strong cost disadvantage. With side payments permissible, however, the same 


duopolist might qualify for a positive profit by that route. Finally, a really embarrassing 
case for the present arbitration rule would be one in which both doupolists have similar 
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This type of movement from the warfare point to the collusion locus 
would strictly justify the present type of warfare strategy. With each 
man’s collusion and warfare profits denoted by the superscripts c and 
w, respectively, the suggested arbitration rule implies that m° — ™” = 
Ta — T or, equivalently, T — T = mi? — T, Accordingly, since 
the duopolists have squarely conflicting interests as to ™° — m2°, the 
same conflict applies to =,” — x”. In short, if the duopolists first play 
at least a hypothetical warfare game in which the first maximizes 
Tı? — T and thé second minimizes that magnitude, each will thereby 
attain his best possible position for the anticipated movement to the 
collusion locus. In other words, if the first duopolist should fail to 
maximize Tm” — 2”, or if the second should fail to minimize that 
magnitude, the deviant strategist could only reduce the collusive profit 
that he ultimately receives.” 

Other similar arbitration “rules” can also be devised. For example, 
the duopolists, in moving from their warfare point to their collusion 
locus, might agree to keep constant the absolute difference, or perhaps 
the ratio, between their outputs; or they might ignore the consequences 
of warfare and settle for maintaining the absolute difference, or again 
the ratio, between either the profits or the outputs that would be im- 
plied in their respective equilibria as monopolists.?” 


decreasing costs so nearly tangent to industry demand ‘hat it is impossible for both to’ 
produce at a profit simultaneously. This difficulty cou’d be resolved if the duopolists 

could employ some chance mechanism to determine which of them should be the sole 

active producer in any given period {as Nash specifies); or it might be resolvable in a 

recurrent market even by tacit agreement if it is feasible for each duopolist to be the 

sole active producer some appropriate fraction of the time (see above, n. 15). 

* This solution is identical to Nash’s in special cases, notably when the slope of ‘the 
profit frontier at the collusion point is dx.°/dx,° = —1 and both duopolists’ utilities are 
linear functions of their profits. (This is illustrated in the side-payments case in [7].) In 
general, substituting utilities for profits in the above notation, Nash specifies a linear path 
from the threat (or warfare) point to the collusion point with a slope of {u° ~~ u:”)/ 
W° — Uu”) == a, where the slope of the utility frontier at the collusion point is dzu.°/ 
du; = — a, (For Nash’s rationalization of this, see [8] and [10].) Hence, since the duop- 
olists have conflicting interests as to au: — u, this implies a similar conflict as to 
am” —u,", The latter, accordingly, is the magnitude maximized by the first man and 
minimized by the second in the hypothetical warfare (or threat) game, as a preliminary 
to the indicated linear movement to the collusion point. 


7I refrain from suggesting that the duopolists might reproduce on the collusion locus 
the same ratio of profits as at the warfare point, for the obvious reason that either or 
both of the duopolists may well have negative profits during warfare. 

It may also be at least’ provocative to point out that, in an example which I have used 
in my classes, involving linear demand and constant but unequal costs, al! of the ab- 
solute-difference criteria mentioned here happen to be simultaneously satisfied. With the 
demand p= 20 — g and the respective unit costs of ca = 4 and c.—6, the duopolists’ 
monopoly and warfare ovtputs are alike qı = 8 and q: = 7 (with a difference of 1); and 
their monopoly profits are 1 = 64 and m= 49, as compared to warfare profits of 
m= 8 and m= —7 (each reflecting an algebraic difference of 15). It then follows that 
any one of the absolute-difference rules suggested here would lead the duopolists to the 
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Similarly, the particular warfare hypothesis that I have been con- 
sidering is also subject to variations. It is relevant only when each war- 
ring duopolist is consistently willing to reduce his own profit by a 
dollar whenever he can thereby reduce his rival’s prefit by a greater 
amount. On the other hand, if either duopolist is either more or less 
aggressive than this, his warfare-reaction schedule will be different. For 
example, suppose that the first warring duopolist is consistently will- 
ing to reduce his own profit by a: times a dollar whenever this would 
reduce his rival’s profit by more than a dollar. He would then be more 
or less aggressive than he was on the initial hypothesis according as @ı 
is greater or smaller than 1. Moreover, this would imply a policy of 
maximizing Tı — a%2. Then, as a: approached zero, this would reflect 
a growing timidity or distaste for warfare; and, if a: should equal zero, 
this would represent the extremely timid, though not entirely pacifist, 
policy of simply maximizing his own profit, without regard to the effect 
on that of his rival. Toward the cther extreme, as a: rose above 1, this 
would reflect a growing aggressiveness or vindictiveness; and, if a: were 
to approach infinity, this would represent an approach to a policy of 
unlimited war, in which the warring party was willing (and able) to 
suffer any loss to himself, no matter how great, in order to infiict even 
the slightest damage on his opponent. In the limit, in short, this would 
reflect a policy of minimizing his rival’s ~s, without any regard what- 

“ever for the effect on his own 7. Needless to say, high values of a 
become increasingly implausible, if only because of the limited actual 
and potential resources of any warring party. Conversely, the corre- 





point on their contract curve where qı = 41⁄4 and q:== 314 (with a difference of 1), and 
where mı == 36% and m= 21% (with a difference of 15). Moreover, this is the only 
point on the contract curve, other than the monopoly points at either end, where both 
duopolists’ outputs and profits happen tc be rational numbers. Finally, the sum of the 
ducpolists’ outputs at this point on their contrac: curve happens to equal just half the 
sum of their warfare outputs, and likewise the simple average of their separate monopoly 
outputs. Hence the price to consumers (p = 1214) is also the simple average of the 
duopolists’ respective monopoly prices (£ = 12 and == 13). I realize that all of these 
implications are the consequence of the pervasive linearities of the example; but it is 
difficult to resist the temptation to become at least scmewhat mystical in the presence of 
so many surprising coincidences, 

As at least a cautioning noncoincidence, however, Nash's more subtle logic gives a dif- 
ferent result, more favorable to the low-cost duopolist. When side payments are permitted, 
on the other hand, his reasoning and mine do lead to the same conclusion: the low-cost 
producer’s monopoly profit of 64 is divided into the shares, mı = 39% and m= 24% 
(with a difference of 15). In Nash’s analysis, there is a consistent and perhaps universal 
implication that is quite paradoxical: the low-cos: producer seems always to get a lower 
absolute (as well as relative) profit when side payments are permitted, as compared to 
his profit when they are prohibited, The introduccion of the mere possibility of side pay- 
ments so enhances the bargaining power of the high-cost producer, so to speak, that the 
low-cost producer is made worse off by <he very rule change that allows the joint profit 
of the two together to be increased to its maximum, On my alternative hypothesis, both 
duppolists share equally in the extra profit that the side payments allow. 
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sponding range of alternative warfare policies for the second duopolist 
would consist of his seeking to maximize t2 — aū. 

It will be sufficient to illustrate the implications of various values 
of a: and a: with reference to our initial example of linear demand 
and constant and equal costs. In that example, 


Tı — MT = 24g: — qè — (1 — a1) qige— 24aig2 + ange’. 
This expression is maximized with respect to gi when 
q = 12+ % (a — 1)qe. 
Similarly, when the second duopolist maximizes T2 — azmı, 
qe = 12 +34 (a2 — 1)qs. 


For any values of the constants a: and az, both of these equations 
are linear. Furthermore, they would correspond to the third branches 
of the three-segmented reaction schedules that were labeled RıRı and 
R2Rz, respectively, in Figure 2. Thus the third branches (where 
qı = 12 and gz = 12, respectively) correspond to our present equa- 
tions when a: and az are both equal to 1. When those constants are 
either greater or Jess than 1, however, the third branches of R:R: and, 
R2R2 in Figure 2 would have to be replaced with lines that would be 
other than perpendicular to the respective axes; and they would thus 
have different points of juncture with the respective second branches 
of Riki and RR. 

From the standpoint of the first duopolist, the various W: schedules 
that are shown in Figure 3 illustrate the implications of various values 
of a. In particular, the superscripts of these alternative W, schedules 
reflect the alternatively assumed values of a1. Thus, when a: = 1, the 
vertical schedule W:* corresponds to the third branch of Rik: as 
actually depicted in Figure 2, When a: = 1⁄4, by contrast, the schedule 
W,* then reflects a more timid warring atiitude—and an earlier and 
lower limit on the warring propensity that is expressed in the second 
branch of the schedule R:iR: in Figure 2, Even when a: = 0, however, 
some warring element still remains in the reactions of the first duopo- 
list; for, as we may see in Figure 3, the schedule W° remains steeper 
than the contract line (Ct). Indeed, since W° reflects the policy of 
maximizing just ™ for any given value of qs, it is the same as this 
seller’s Cournot-reaction schedule. Thus the first duopolist does not 
necessarily surrender to whatever demand for a contract-curve solu- 
tion his rival may be asserting against him, even when he timidly sets 
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‘a = 0.” Finally, the schedule W+? illustrates the more aggressive war- 
ring attitude that would be implied by a: = 2. 

The only warfare-reaction schedule of the second duopolist actually 
illustrated in Figure 3 is W+, corresponding to the value of az = 1. 
The points where this schedule :ntersects the various W1 schedules 
thus illustrate the contrasting consequences that the different a: values 
may have. In particular, when a2 = 1 and a: < 1, both duopolists make 
positive profits even in the midst of their warfare, but the more timid 
first duopolist makes a smaller profit than his rival. In this sense, the 
selection of a: < 1 is the equivalent of a partial surrender, at least by 
contrast with a: = 1; yet it is also a not implausible type of decision 
when a man is not willing to surrender completely but still wants to 
limit his warfare losses. When az = 1 and a: > 1, however, both du- 
opolists make losses, and the more aggressive first duopolist makes 

23 If the second duopolist’s reaction schedule is RR, in Figure 2, and if the first duop- 
olist’s RiRi schedule in that diagram is “cut off,” so to speak, by an alternative third 
branch corresponding to W, in Figure 3, the implied warfare “equilibrium” would happen 
to occur at the juncture of the second and third branches of RiR:—where qı = 6, gz: = 12, 
mı = 36, and m: = 72, Thus even the timicity that is implied by @ı = 0 does not neces- 
sarily imply acceptance of the second duopolist’s proposed collusive equilibrium at the 
point Cz in Figure 2—where qı = 4, q2 = 8, mı = 48, and m= 96. In other words, a 
surrender to that demand of the second duapolist requires a separate decision, irrespective 


of the a value that the first duopolist migat select as the limit on his own propensity to 
wage war. 
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the bigger loss. It is hard to see, therefore, what he might be seeking 
to gain by this ultra-aggressive strategy. To be sure, he might be adopt- 
ing it in an effort to emphasize his insistence on being allowed to produce 
the larger output, even though it is possible to make that demand 
without standing ready to incur losses larger than those of one’s rival.” 
Or he might be interpreted as trying to exhaust his rival’s limited assets 
the more quickly, even though (at least in the present case of equal 
and constant costs) his rival can always protect himself against losses 
if he is so inclined, without allowing the more aggressive strategist to 
make any profit.” At least in the present case, therefore, I conclude 
that, even though values of a1 < 1 may well be plausible, values of 
a: > 1 are not, except possibly in conjunction with values of az < 1." 
In cases of other than constant and equal costs, however, there may 
well be more plausible scope for the more aggressive strategies. 
Finally, if each duopolist’s “marginal propensity for warfare” varies 
with his own and his rival’s profit, a: and az would no longer be con- 


3 Compare, for example, the attitude implicit in the R:R2z schedule in Figure 2. 


= Consider, for example, the above-mentioned strategy (n. 5) of limiting one’s warfare 
simply at the locus where m, = st: = 0. In terms of the present warfare-reaction sched- 
ules, both duopolists will also make zero profits whenever a:a: = 1; for then the W, and 
W, schedules intersect at a point on the zero-profit locus. 

When a: == 1/a:, the second duopolist’s warfare policy of maximizing me — ama is the 
equivalent of minimizing 2: — a.%z, which his rival is seeking to maximize. Hence this 
is the general case of warfare as a two-person zero-sum game. It is also the type of hypo- 
thetical warfare implied by Nash’s analysis when both duopolists’ utilities are linear func- 
tions of their profits (see above, n. 25). 

When a: = a2 = 1, it was shown above (pp. 950-51) that warfare implied p = (m + 
m:)/2. More generally, when a = 1/4, it can be similarly shown that p = (m -+ am), 
(1 -+ a); that is, price is a weighted average of the duopolists’ marginal costs, approach- 
ing m; as a; declines toward zero. 

In the corresponding zero-sum warfare among n oligopolists (with no coalitions—cf, 
above, n. 20), the first man maximizes: 


1 
n—-1 





me 


(ums + aims te + awra ); 


the second maximizes: .- 





Qut — 


m + anm tee t onra); 
n—i 
and so on. The price implied by this warfare is again a weighted average of all the oligop- 
olists’ marginal costs, specifically : 


n Mt Grate + awm + tt 4 Ginn ; 
1+ ew + dig e+ + on 


* As implied in the preceding footnote, both duopolists’ profits are positive when aia. < 
1. Therefore, not only may the first duopolist (for example) protect himself against 
a loss by reducing a, wheti a2 > 1, but he may also force his rival (and himself) to make 
a zero profit by increasing a: sufficiently when a2 < 1. Thus it is only when a > 1 that 
values of a: > 1 seem rather pointless. In view of this conclusion, it is only a matter of 
academic interest that, were both duopolists ultra-aggress've (with a: and a: both greater 
than 1), there might not even be a determinate warfare “equilibrium.” Thai is, the W: 
and W, schedules intersect only when (a: — 1) (aa — 1) < 4. 
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stants, but functions of zı and %2; and the warfare-reaction schedules 
analogous to W, and W- in Figure 3 would then become curvilinear. 
Even in that event, however, there would presumably still be a definite 
warfare “equilibrium,” with definite equilibrium values of a: and az; 
and it would therefore still be possible to calibrate the degrees of 
aggressiveness on both sides in terms of those values. 


IV. Conclusion 


In this paper I have first discussed and illustrated, in Section I, a 
method by which each ducopolist may convey to the other both his de- 
mand for a certain collusive profit and the threat of the warfare he 
would be prepared to wage, if necessary, to enforce that demand, The 
central concept in that exposition is a reaction schedule whose three 
segments successively reflect (1) the collusive equilibrium proposed, 
(2) a warring response if that offer is refused, and (3) a limiting in- 
fluence on the severity of the warfare. Although the discussion was 
primarily based on an assumed absence of verbal communication, the 
same elements would inevitably be involved in explicit negotiation as 
well. In general, the outcome may be collusion on some set of terms 
within a wide spectrum of possible ones or, if the duopolists persist 
in mutually incompatible demands, a state of warfare. Although the 
basic exposition concerned a homogeneous product produced at con- 
< stant and equal costs, the technique is applicable with differentiated 
products as well and under various cost conditions, some of the dis- 
tinctive implications of which were indicated in Section IT. 

When the duopolists are unable to agree on a collusive solution, the 
possible types of warfare that may then be waged were analyzed in 
Section III. The central hypothesis proposed was that ™1 — x2 might 
plausibly be maximized by the first warring duopolist and minimized 
by the second. The consequences of this type of warfare were than 
spelled out for a wide variety of demand and cost conditions. As its key 
implication, the warfare price is equal to the arithmetical mean of the 
duopolists’ marginal costs when their products are homogeneous, and 
it is higher than that when their products are differentiated. This type 
of warfare is strictly justified from the point of view of both parties 
if the warfare is then settled by a movement to the collusion locus 
yielding the duopolists equal increments of profit. 

A more general framework for the analysis of warfare was also pre- 
sented. Thus, if the’ith duopolist is wiiling to reduce his own profit by 
ai times a dollar whenever this would reduce his rival’s profit by more 
than a dollar, his warfare policy then implies a maximizing of 
vı — tTj. His warfare is then more or less aggressive than in the 
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initial case according as a: is greater or less than one. It would further 
seem that a: is more likely to be less than one rather than greater. 
My central hypothesis as to “plausible” warfare and a “reasonable” 
formula for settling or avoiding it cannot be established as empirically 
relevant, of course, on the basis of purely logical speculation. It is a 
hypothesis that can be tested, however, both in “games” that simulate 
duopoly and conceivably in real markets as well. Even if this hypothe- 
sis proves to be wide of the mark, the framework suggested here will 
remain useful for calibrating observed behavior both in states of actual 
warfare and in the agreements by which warfare is settled or avoided. 
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ANNUAL AND LIFETIME INCOME IN RELATION 
TO EDUCATION: 1939-1959 


By HERMAN P. MILLER* 


Nearly one-quarter of a century has elapsed since Harold F. Clark 
and his colleagues produced their pioneer study on life earnings in 
selected occupations [5]. Clark expressed the hope that his rough pro- 
cedures would be improved upor with time and that the figures would 
be recalculated at least annually. Aside from a relatively few attempts, 
however, the challenge has not been taken up by contemporary econo- 
mists or statisticians despite an increased need for such information. In 
part, this neglect must be attributed to a lack of data. Although a vast 
amount of data can be found on hourly, daily, or weekly wages for 
many skilled trades, information on annual earnings, which are used 
as a basis for computing lifetime earnings, is still quite scarce. The pic- 
ture has changed somewhat as a result of the past two decennial cen- 
suses and the annual income surveys conducted by the Bureau of the 
- Census since 1945. It is the purpose of this study to examine the rela- 
tionship between income and education as revealed in these data. The 
first two sections consider the findings with regard to annual income 
and the third section presents some newly developed data on lifetime 
income for men with different amsunts of schooling. 

Although the material gains of an education have been selected for 
study, the intent has not been to slur the more subtle satisfactions that 
come with greater educational aztainment. The cultural and social ad- 
vantages associated with more szhooling may well be worth their cost 
in time, money, and effort, even if the economic advantages should 
cease to exist. The only justification far focusing on the economic ad- 
vantages is that at present they are the only ones capable of even ap- 
proximate measurement. 

Since the present study makes no allowance for the individual and 
social costs incurred in the completion of additional schooling, the in- 
come gains associated with greater educational attainment, as shown in 
this report, are overstated. Even if allowance were made for these costs, 


* The author is staff assistant to the Director of the Bureau of the Census. He grate- 
fully acknowledges the assistance of Mary F. Henson, Arno Winard, and Herbert Kay. 
Helpful comments were also received from D. S. Bridgman, National Science Foundation, 
and Stanley Lebergott, Bureau of the Budzet. 
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however, the evidence available from recent studies suggests that an in- ° 
vestment in schooling pays, on the average, a better return than most 
other investments.* 

There is one further caution to be noted. Although the figures show 
that, on the average, there is a monetary return to the individual for 
an investment in education, there is no guarantee that such an invest- 
ment will earn this rate of return in any given case. This fact seems 
obvious, but it is often ignored. In 1958, for example, about 2.7 million 
men with college degrees had incomes under $7,000 whereas 1.9 mil- 
lion high school graduates received more than this amount [21]. How 
can we explain the relatively low incomes of so many highly educated 
men and the higher incomes of so many men with relatively little edu- 
cation? The answer lies partly in response errors which abound in the 
reporting of income and education in household surveys and censuses;? 
but the differences cannot entirely be swept under the rug by attribut- 
ing them to errors in the statistics. The major part of the explanation 
must be sought in differences in the quality of education, the abilities 
and efforts of individuals, and many other forces that impinge on the 
observed relationship between income and education. Many intelligent 
individuals never get as much schooling as they should, and too many 
individuals with relatively low intelligence get more schooling than they 
should. Training completed at inferior schools cannot be equated with 
equal amounts of time spent in training at excellent schools. For these 
and many other reasons it would be fallacious and perhaps even harm- 
ful to draw inferences about individual cases from the evidence pre- 
sented here for the general population. 


I. Annual Income in Relation to Education: 1939-1958 


Numerous studies, conducted under varying economic conditions, 
have shown that persons with more schooling tend to earn more money. 
This relationship seems reasonable if it is assumed that the attainment 
of more schooling, particularly at the secondary school and college 
level, in some measure improves the productivity of the individual and 
thereby compensates for the investment of time, effort, and money. On 
the other hand, it is by no means inevitable that money invested in 
education will necessarily pay dividends or that the rate of return will 


1 This conclusion is based largely on [16]. See also [1] and [12]. 


? There is evidence that when a given set of questions on income or education is asked 
for an identical group of persons in surveys conducted several weeks apart, there are 
marked variations in the replies that are received. These variations contain overestimates 
as well as underestimates and they tend to cancel each other, leaving the resultant dis- 
tributions unchanged. Although variability of response does not appear to create serious 
problems in one-dimensional distributions such as of income alone, it does tend to produce 
distortions when cross-classifications are considered, 
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be constant over time. There is always the possibility, indeed the proba- 
bility, that the higher incomes of those with more years of schooling 
are due in part to differences in intelligence, home environment, family 
connections, and other factors which result from individual differences 
in ability and opportunity. Therefore, to some extent, the observed re- 
lationship between schooling and earnings may be a spurious one. It is, 
of course, difficult if at all possible to measure the extent to which these 
extraneous factors enter this relationship. There is, however, some evi- 
dence that “ability” as measured by scholastic achievement is highly 
correlated with earnings.® 

Economists have also long argued that earnings differentials could be 
reduced by an increase in education. Von Thiinen was one of the earliest 
proponents of the use of educational policy as a means of reducing 
income differentials. In 1826 he asked “why in a competitive organiza- 
tion the incomes of manual workers remained persistently so far below 
the incomes of manufacturers and farmers.” His explanation was that 
“manual workers were lacking in the elements of school knowledge 
without which, in spite of any other qualifications, it was impossible to 
be an entrepreneur” [7, pp. 745-46]. In 1887, Marshall also saw in 
education the beneficent possibility for narrowing wage differentials.* 
More recently, Seymour Harris, noting the rapid rise in the extention 
_ of higher education, has expressed concern about the possibility that 
the persistent increase in the supply of college-trained workers will so 
flood the market that “college students within the next twenty years 
are doomed to disappointment after graduation, as the number of 
coveted openings will be substantially less than the numbers seeking 
them.” [11, p. 64]. The same concern has been expressed by several 
noted educators including James B. Conant [6, p. 198]. 

During a relatively short period, such as that considered in the pres- 
ent report, the tendency for education to result in a reduction of in- 
` come differentials could be more than offset by an increase in the de- 
mand for the services of skilled workers due to technological changes 
in the economy. Since the supply of skilled workers, particularly those 
with college training, has increased considerably during the past gen- 
eration, we shall attempt to determine to what extent the increase in 
the demand for their services has offset the tendency for their incomes 
to increase proportionately less than other workers. 

‘This conclusion is based on unpublished data underlying [3, pp. 175-97]. See also 
[4, pp 1-19]: Preliminary findings from a current study in the Bell System tend to con- 
firm the findings in [4]. 

*“The normal earnings of a carpenter and surveyor might be brought much nearer to~ 
gether than they are, by even so slighz and easy an improvement on our present social 


arrangements as the extending to all persons of adequate natural ability the opportunity 
of receiving the training required for the higher ranks of industry.” [15, p, 214]. 
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Some of the basic statistics pertaining to the relationship between 
annual income and educational attainment are presented in Table 1, 
which shows the variations in average (mean) annual income over the 
past generation fer men with different amounts of schooling.” The data 
are presented separately for each age group, as well as for all men 
25 years old and over, in order to permit an examination of the figures 
without having to take account of changes in the age distribution of the 
population. Women have been excluded from the analysis; since a large 
proportion of them do not enter the labor market and many of those 
who do are employed on a part-time basis only, the relationship be- 
tween their income and education may be distorted. In contrast, prac- 
tically all adult men are full-time workers and it can therefore be as- 
sumed that any advantages which may accrue from more schooling are 
reflected in their incomes. 

Table 1 shows that in every year for which data are presented the 
completion of an additional level of schooling was associated with 
higher average incomes for men. This finding parallels that obtained 
in numerous other studies of the relationship between education and 
income dating back to the early part of this century [19, p. 115]. Al- 
though the income levels have changed considerably during the past 
20 years, the basic relationship between the extent of schooling and 
income appears to have remained much the same. Contrary to the ex- 
pectations of some analysts, the economic advantages accruing from the ` 
completion of additional years of schooling have not diminished in re- 
cent years. 

Although income generally tends to increase with education, Table 1 
shows that a year spent in completing a given level of schooling (e.g., 
the fourth year in high school) yields a greater return than any of the 
years leading up to graduation. This difference may reflect a selection 
in terms of ability between those who do and those who do not com- 
plete their schooling. Thus in 1958, men who started high school but 
did not graduate, received on the average an annual income of about 
$400 more per year of schooling than men who completed their school- 
ing with graduation from elementary school. High school graduates, 
however, received about $500 more of annual income per year of school- 

For each year, the mean income was obtained as a summation of the product of the 
average income and the proportion of persons for each income level. For income levels 
below $10,000 in 1949, 1956, and 1958, below $6,000 for 1946, and below $5,000 for 1939, 
the midpoint of each class interval was assumed to be the average. For 1949, 1956, and 
1958, $20,000 was used for the “$10,000 and over” interval; for 1946, $12,000 was used 
for the “$6,000 and over” interval; and for 1939, $9,000 was used for the “$5,000 and 
over” interval. Medians corresponding to the means shown in Table 1 may be obtained 
from the author. Tax return data for recent years suggest a drop in the average for the 


open-end interval. An alternative calculation made for 1958, using a mean of $17,000 for 
the “tail,” revealed no substantial changes in the relationships. 


TABLE 1—Mean Income (OR EARNINGS) For MALES 25 Years OF AGE AND OVER, BY 
YEARS oF SCHOOL COMPLETED AND AGE: 1939, 1946, 1949, 1956, anp 1958 


Years of School Completed 19308 1946» 19490 19560 19580 


and Age 
Total: 25 Years Old and Over: . - 
Elementary: Total $1,036 $2,041 $2,394 $3,107 $3,096 
Less than 8 yearst (e) 1,733 2,062 2,613 2,551 
8 years {e) 2,327 2,829 3,732 3,769 
High School: 1 to 3 years 1,379 2,449 3,226 4,480 4,618 
4 years 1,661 2,939 3,784 5,439 5,567 
College: 1 to 3 years 1,931 3,654 4,423 6,363 6,966 
4 years or more 2,607 4,527 6,179 8,490 9,206 
25 to 34 Years: 
Elementary: Total 837 1,729 2,185 3,061 3,143 
Less than 8 yearst (e) 1,394 1,880 2,662 2,670 
8 years (e) 2,011 2,940 3,685 3,663 
High School: 1 to 3 years 1,150 2,062 2,837 4,407 4,341 
4 years 1,335 2,335 3,246 4,813 4,909 
College: 1 to 3 years 1,566 2,875 3,444 5,437 5,774 
4 years or more 1,956 3,237 4,122 6,307 7,152 
35 to 44 Years: 
Elementary: Total 1,110 2,095 2,610 3,694 3,686 
Less than 8 yearst {e) 1,730 2,244 3,169 3,023 
8 years (e) 2,425 3,029 4,256 4,403 
High School: 1 to 3 years 1,574 2,607 3,449 4,799 5,035 
4 years 1,979 3,463 4,055 5,992 6,007 
College: 1 to 3 years 2,270 4,069 5,014 7,131 8,015 


4 years or more 3,141 5,054 7,085 9,790 10,106 
45 to 54 Years: 


Elementary: Total 1,199 2,349 2,797 3,672 3,660 
Less than 8 yearså (e) 2,027 2,418 3,078 3,008 
8 years (e) 2,629 3,247 4,289 4,337 
High School: 1 to 3 years 1,732 | 2,959 | 3,725 | 4,876 | 4,864 
4 years 2,256 | 3,744 | 4,689 | 6,104 | 6,295 
College: 1 to 3 years 2,428 | 4,571 | 5,639 | 7,426 | 8,682 


4 years or more 3,575 |. 5,242 8,116 11,702 12,269 
55 to 64 Years: 


Elementary: Total 1,057 2,082 2,577 3,462 3,436 
Less than 8 years? (e) 1,314 2,278 2,922 2,956 
N 8 years (e) 2,365 3,010 3,932 3,960 
High School: 1 to 3 years 1,551 2,548 3,496 4,398 5,034 
4 years 2,104 3,179 4,548 5,920 6,510 
College: 1 to 3 years 2,065 3,338 5,162 6,677 6,992 
4 years or more 3,247 5,461 7,655 9,595 10,966 
65 Years Old and Over: 
Elementary: Total (e) 1,541 1,560 1,875 1,903 
Less than 8 yearst (e) 1,434 1,366 1,686 1,672 
8 years (e) 1,670 1,898 2,247 2,337 
High School: 1 to 3 years (e) 1,894 2,379 2,560 2,661 
4 years (e) 2,601 3,115 3,314 3,036 
College: 1 to 3 years (e) 2,720 3,435 4,269! 4,180 
4 years or more (e) 3,902 5,421 5,835 6,091 





(Notes and sources are on following page.) 
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ing than men who started high school but never graduated. Similarly, 
men who attended college but did not graduate had, on the average, 
about $700 more per year of schooling than high school graduates. 
The comparable differential for college graduates was about $900 per 
year of.schooling.® 

The educational attainment of the population has grown considerably 
during the past, generation. The proportion of college graduates has 
nearly doubled during the period and the proportion of high school 
graduates has also risen dramatically (Table 2). How has this change 
in the relative supply of more highly educated workers affected income 
differentials? Have the incomes of college graduates, relative to other 
groups in the population, been pushed down because of the relative 
increase in their numbers or has the demand for their services increased 
sufficiently to offset any tendency for their incomes to be lowered? 

Although these questions cannot be answered categorically, there is 





* Restricted to persons reporting $1 or more of wage or salary income and _ less than $50 
of other income for native white and Negro males 25 to 64 years old only. 

b Total money earnings. 

° Total money income, 

4 Includes persons reporting no years of school completed, not shown separately. 

e Not available. 

f Base is less than 100 sample cases. 

Source: Data for 1939 derived from 1940 Census of Population, Education: Educational 
Attainment by Economic Characteristics and Marital Status, Tables 29 and 31. Data for 1949 . 
derived from 1950 Census of Population, Ser. P-E, No. 5B, Education, Tables 12 and 13, Data 
for 1946, 1956, and 1958 derived from the consumer income supplements to the April 1947, 
March 1957, and March 1959 Current Population Survey. 

Note regarding compcrability of the figures: Neither the mcome concept nor the universe 
covered is directly comparable for all the years shown. Most of the differences, however, are 
relatively small and are not believed to seriously distort the relationships. Thus, for example, 
the figures for 1956 and 1958 are entirely comparable since they are based on the Current 
Population Survey and represent the total money income of the civilian noninstitutional male 
population 25 years old and over. The 1949 figures are based on the 1950 Census and also 
represent the total money income of all males 25 years old and over, including a relatively 
small number of institutional inmates. The 1946 figures are based on the Current Population 
Survey and represent the total money earnings (not total income) of the civilian noninstitu- 
tional male population 25 years old and over. Although tha conceptual differences between 
income and earnings are substantial, the actual differences in the averages are quite small, 
primarily because the amount of nonearned income is small relative to the total and this type 
of income tends to be seriously underreported in household surveys of income. The figures 
for 1939 are based on the 1940 Census and are restricted to males 25-64 years of age with 
$1 or more of wage or salary income and less than $50 of nonwage income. For this group, of 
course, the averages represent total money income; however, the universe has been restricted, 
because of the way in which the data were collected, to those persons who received only wage 
or salary income. Only about three-fifths of all men 25-64 years old in 1940 were in this cate- 
gory. The effects of this restriction cannot be measured, but it is undoubtedly more important 
than restrictions cited for other years. It is also possible that this restriction affects college 
graduates more than persons with less schooling and for them tends to create an adverse selec- 
tion since college graduates are more likely to have income other than earnings. 


© For similar findings based on earlier data see [10]. 
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some evidence that elementary school graduates have had smaller rela- 
tive income gains than high school graduates, despite the reduction in 
their relative numbers. In contrast, the income differential between 
high school and college graduates has remained fairly constant over 
time and there is even some evidence that it has increased in favor of 
college graduates during the past few years (Table 3). 

In the absence of 1939 income data for elementary school graduates, 
comparisons between the incomes of elementary and high schcol gradu- 
ates must be restricted to the peziod since 1946. If attention is focused 


TABLE 2—PER Cent DISTRIBUTION BY YEARS OF SCHOOL COMPLETED 
FOR MALES 25 YEARS OLD AND OVER, FOR THE UNITED STATES: 
1940, 1947, 2950, 1957, ann 1959 


Years of School Completed 1940 1947 1950 1957 1959 
Total 100 100 100 100 100 
Elementary School: Total 62 Si 49 42 39 

Less than 8 years” 34 (b) 28 23 22 
8 years 28 (b) 21 18 17 
High School: 1 to 3 years 14 16 16 17 18 
4 years 12 18 18 22 23 
College: 1 to 3 years 5 7 7 7 8 
4 years or more 5 6 7 9 10 
Not reported 2 2 3 2 2 





a Includes persons reporting no years of school completed, not shown separately. 

b Not available. 

Source: Data for 1940 derived from 1940 Census of Population: Pt. 1, Vol. IV, Characteristics 
by Age, Table 18. Data for 1950 derived from 1950 Census of Population, Ser. P-E, No. 5B, 
Education, Table 12. Data for 1947, 1957, and 1959 derived from the educational attainment 
supplements to the April 1947, March 1957, and March 1959 Current Population Survey, 
P-20, No. 15, Table 1; P-20, No. 77, Table 1; and P-20, No. 99, Table 1. 


on these years, it is evident tha: the incomes of high school graduates 
have risen considerably more, ia percentage terms, than those of ele- 
mentary school graduates. In 1946, the differential between these two 
groups was only $600 or about 26 per cent. By 1958, the differential 
rose to about $1,800 or 48 per cent. This change is in part related to 
the fact that a large proportion of the elementary school graduates are 
employed in occupations such as farmers, farm laborers, and nonfarm 
laborers which tended to have lower relative income gains in recent 
years than most other occupations.’ It is also possible, of course, that 
even for occupations such as operatives and craftsmen, in which a 

™[21, Table EJ shows that median total money income of employed males increased 
between 1950 and 1958 by 3 per cent fo- farm leborers, 51 per cent for nonfarm laborers, 
and 27 per cent for farmers. In contrast the median income during this period increased 


by 57 per cent for professional werker:, 54 per cent for managers and officials, and 55 
per cent for craftsmen. 
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relatively large number of elementary school graduates are employed, 
high school graduates received relatively greater increases than persons 
who nevef attended high school. There is also a possibility that the 
reduction in the relative number of elementary school graduates reflects 
a constant transfer of the “cream” of that group to the high school 
group, so that the average elementary school graduate in 1958 may 
have been a less “able” person than in 1946; but there is no objective 
evidence on this point. 

In contrast to the changing relationship between the incomes of ele- 


TABLE 3—MEAan INCOME (oR EARNINGS) BY LEVEL or SCHOOL COMPLETED, 
FOR MALES 25 YEARS OLD AND OVER, FOR THE UNITED STATES: 
1939, 1946, 1949, 1956, anp 1958 





Elementary-High School Differential High School-College Differential 





Average Income Average Income 
Year | ——_,--—___ we 
Elementary| High Per Cent High Coll Per Cent 
School School Difference Schcol oulege Difference 
Graduate | Graduate Graduate Graduate 
1939 (a) $1,661 (a) $1,661 $2,607 57 
1946 $2,327 2,939 26 2,939 4,527 54 
1949 2,829 3,784 34 3,784 6,179 63 
1956 3,732 5,439 46 5,459 8,490 56 
1958 ,3,769 5,567 48 5,567 9,206 65 


a Not available. 
Source: Table 1. 


mentary school and high school graduates, there has been relatively 
little change in the income differential between high school and college 
graduates. In 1939, the average income of college graduates was about 
$900, or 57 per cent more than for high school graduates. In 1956, the 
absolute difference between the incomes of these two groups increased 
to $3,100, but the relative difference was unchanged. By 1958, the 
absolute difference rose to $3,600 and the relative difference also in- 
creased to 65 per cent. The data suggest that during the recession years 
1949 and 1958 the incomes of college graduates were less affected than 
other groups, reflecting, perhaps, a greater tendency for persons with 
lesser schooling to be subject to unemployment. There is also some possi- 
bility that the income gains for college graduates partly reflect a rise in 
the proportion of men in this group with graduate school training. The 
influence of this factor is probably quite small, however, since there is no 
evidence of a sharp rise in the proportion of college men with graduate 
training. Moreover, the income differential between all college gradu- 
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ates and those with graduate training is quite small, amounting to only 
about $200 in 1958 [21, p. 38]. 

Why has the relative income differential between high school and 
college graduates been maintained, and indeed recently increased, 
despite the large relative increase in the size of the college-trained 
population? One important part of the explanation must be that the 
demand for college graduates has kept pace with the supply. Due to our 
changing technology, the demand for trained workers has accelerated 
since the end of the second world war, and industry has absorbed the 
increased flow of graduates from our universities. The nature of this 
change can be seen most clearly by the sharp rise in the proportion of 
the labor force engaged in professional and managerial work, the two 


TABLE 4—NUMBER AND PER CENT OF MALZS EMPLOYED IN PROFESSIONAL AND MANAGERIAL 
OCCUPATIONS, FOR THE Unitep STATES: 1940, 1950, 1957, ann 1959 
(Numbers in thousands) 





Number Per Cent 
Major Occupation Group |r 
1940 | 1950 | 1957 | 1959 | 1940 | 1950 | 1957 | 1959 


Total employed males 33,750 | 40,519 | 43,273 | 42,842] 100.0 | 100.0 | 100.0 | 100.0 


Professional, technical and 

kindred workers 2,075] 2,971} 4,141} 4,471] 6.1) 7.3] 9.6) 10.4 
Managers, officials and pro- 
* prietors, except farm 3,231] 4,341] 5,598} 5,695} 9.6] 10.7] 12.9] 13.3 


Source: Data for 1940 and 1950 from U. S. Census of Population: 1950, Vol. II, Character- 
dstics of the Population, Pt. 1, Table 54. Data for 1957 and 1959 from Bureau of the Census, 
Current Population Reports, Ser. P-60, No. 27 and No. 33. 


occupations in which the great majority of college graduates are em- 
ployed. Table 4 shows that since 1940 there has been a relative increase 
of about 50 per cent in the proporticn of men employed in the two 
major occupation groups which serve as the major outlet for men with 
college training. 

The conclusion based on Census Bureau data that the income dif- 
ferential between high school and college graduates has been main- 
tained since 1939 presents a somewhat different picture from the one 
that might be obtained from other information. A study completed in 
1957 by Blank and Stigler concludes that “the pronounced downward 
drift of earnings in all professions (except medicine) relative to earn- 
ings of the working population as a whole is well known. ... This down- 
ward drift is known only since 1929, but one may plausibly conjecture 
that it began much earlier because the main force working in that direc- 
tion—the rapid expansion in the number of trained professional work- 
ers—also began much earlier” [2 p. 25]. There is no necessary incon- 
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sistency between this finding and the results based on census data 
described above since (a) Blank and Stigler measured trends since 1929 
whereas the present study considers trends since 1939; and (b) college 
graduates are not all employed in professional jobs. In 1950, only about 
one-half of the male college graduates worked at professional jobs.® It 
is entirely possible that the differentials for college graduates as a whole 
have been maintained since 1950, but that the differential for the pro- 
fessional group has decreased. This could have happened if there was 
a substantial increase in the differential for college graduates employed 
in nonprofessional jobs. 

Historical time series on income are not available for all, or even for 
many, professional occupations and much of the information that is 
available does not quite measure up to acceptable standards of re- 
liability or comprehensiveness. The figures for engineers used by Blank 
and Stigler, for example, relate to median base monthly salary rates 
rather than annual earnings, and therefore cannot be readily compared 
with other estimates for the general population or for other professions. 
Moreover, the estimates for 1929, 1932, and 1934 are based on a mail 
survey in 1935 with a nonresponse rate of 67 per cent [2, p. 16]. The 
estimates for 1939, 1943, and 1946 are based on a mail survey in 1946 
with a nonresponse rate of 47 per cent [2, p. 111]. One might well 
question the credence that should be attached to an estimate of monthly 
income made five years after the income was earned, based on a survey . 
in which about half or two-thirds of the population covered did not 
respond. 

Blank and Stigler present indexes for 1929-1954 of the ratio of 
median monthly engineering salaries to averege wage or salary or net 
income for full-time wage and salary employees, full-time manufactur- 
ing wage earners, lawyers, physicians, dentists, and college teachers. 
Incomes are shown for only five professional groups which in 1950 ac- 
counted for only about two-fifths of all male professional workers,° 
including engineers for whom the income data are of doubtful utility. 
The four professional occupations shown, excluding engineers, repre- 
sented only about one-fifth of all male professional workers in 1950 
[22]. 

Table 5 has been prepared to facilitate a closer examination of trends 
in professional incomes since 1939. This table contains the five series 
used by Blank and Stigler and a sixth, annual earnings of public school 

® Estimate derived from [23]. This source shows 1.6 milion, or 55 per cent, of all male 


college graduates classified as “professional, technical, and kindred workers.” It is esti- 
mated that 1.5 million men were professional workers and that .1 million were technicians. 

* [22]. This source shows 3 million men classified as “professional, technical, or kindred 
workers.” It is estimated that 2.5 million of these men were professional workers and that 
.5 million were technicians. 


972 THE AMERICAN ECONOMIC REVIEW 


TABLE 5—EARNINGS OF FULL-TIME EMPLOYEES IN ALL INDUSTRIES, AND OF SELECTED 
PROFESSIONAL AND NONPROFESSIONAL Occupations: 1939 ro 1954 




















oe eg Average Annual Net Income — 
Earnings |---| Monthly 
Year (perFull-Time} Public | Colle ce Non- Non- Non- Salary 
Employee, all} School Teachers Salaried | Salaried | Salaried Rate, 
Industries | Teachers* Lawyers | Physicians | Dentists | Engineers? 

Dollar 

Values 
1939 $1,264 — _ $4,391 | $4,229 | $3,096 $277 
1940 1,300 $1,441 | $2,905 4,507 4,441 3,314 — 
1941 1,443 — _— 4,794 5,047 3,782 -— 
1942 1,709 1,507 2,914 5,527 6,735 4,625 — 
1943 1,951 — 3,039 5,945 8,370 5,715 334 
1944 2,108 1,728 3,33- 6,504 9,802 6,649 — 
1945 2,189 — 3,277 6,861 10,975 6,922 — 
1946 2,356 1,995 3,465 6,951 10, 202 6,381 409 
1947 2,589 — 3,735 7,437 10,726 6,610 — 
1948 2,795 2,639 4,123 8,003 11,327 7,039 — 
1949 2,851 — 4,234 7,971 11,744 7,146 — 
1950 3,008 3,010 4,354 8,349 12,324 7,436 — 
1951 3,231 = — 8,855 13,432 7,820 — 
1952 3,414 3,450 5,105 9,021 — — — 
1953 3,587 _ vag 9,392 — |} — 518 
1954 3,670 3,825 == 10,258 — — — 

Index: 
1939=100° 

1939 100 — — 100 100 100 100 
1940 103 100 10) 103 105 107 — 
1941 114 = — 109 119 122 — 
1942 135 105 103 126 159 149 — 
1943 154 — 105 135 198 185 121 
1944 167 120 115 148 232 215 — 
1945 173 — 113 156 260 224 — 
1946 186 138 112 158 241 206 148 
1947 205 — 123 169 254 214 — 
1948 221 183 142 182 268 227 — 
1949 226 == 145 182 278 231 _ 
1950 238 209 15) 190 291 240, — 
1951 256 = — 202 318 253 — 
1952 270 239 175 205 — — — 
1953 284 = = 214 — = 187 

. 1954 290 265 — 234 — — — 





2 Public elementary and secondary school teachers, supervisors, and principals. Figures are 
for “school” years ending in the year indicated; for example, the figure shown for 1954 is for 
the school years 1953-1954. 

b For 1953, graduate engineers only. All other figures are for graduates and nongraduates. 
The corresponding figure for graduate eng neers fer 1946 is $405. 

° 1940 was used as the base year for pub ic school and college teachers. 

Source: Bureau of the Census, Historical Statistics of the United States-Colonial Times to 
1957, July 1960. : 
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teachers. Excluding engineers, the relative figures for only two of the 
professions, college teachers and nonsalaried lawyers, show a distinct 
downward drift as compared with average earnings for all workers. 
The increase in income for doctors was somewhat better than, and for 
dentists about on a par with, that recorded by the average worker; 
and the increase for public school teachers was only slightly behind 
that recorded by the average full-time employee. On the basis of this 
limited evidence it cannot be concluded beyond a reasonable doubt that 
the income differential between professional and nonprofessional work- 
ers has been narrowed since 1939.° 


TI. Annual Income in Relation to Age and Education: 1939-1958 


Next to be considered is the impact of age on the relationship be- 
tween educational attainment and earnings. As might be expected, the 
advantages of additional years of schooling do not have a very strong 
immediate impact on earnings. Inexperienced workers in most occupa- 
tions start at a relatively low level of earnings, but the latter tend to 
increase as skill and experience are acquired. Therefore, the financial 
benefits of additional schooling tend to accumulate over time, and the 
greatest impact is felt during the period of peak earnings, These tend- 
encies are clearly reflected in Table 6 which shows the earnings at an 
average age of 30 (i.e., after about 10 years of work experience) and 
50 (i.e., about the age of peak earnings) for men with different amounts 
of educational attainment. If data were available, an average age of 22 
might have provided a better basis for comparison, although at this age 
many persons undergoing professional training have not yet completed 
their schooling. In each education group (with the exception of the 
lowest one in 1958), the period of maximum earnings is between 45 and 
54 years of age. 

In view of the limited range of earnings possible in most of the jobs 
for which elementary school graduates can qualify, it is not surprising 
that their annual earnings after a lifetime of work do not much exceed 
their initial earnings. College graduates, on the other hand, tend to 
work at jobs in which the possibilities of high earnings are much greater 

* Census Bureau data show that during 1939-58 the median wage or salary income of 
professional workers rose 2.3 times as compared with gains ranging from 2.7-2.9 times for 
craftsmen, operatives, service workers and nonfarm laborers [21, p. 6]. These data tend 
to support the view that professional workers made smaller relative income gains than the 
general working population during this period. The data, however, are subject to the limi- 
tation of being restricted to persons with wage or salary income and therefore exclude 
independent professionals. Moreover, the data also show that it was only during the first 
half of the period that professional workers made the lower relative gains. Since 1950, the 


relative gains in wages and salaries and total income have been greater for professional 
workers than for the general working population. 
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and therefore have peak earnings which, on the average, far exceed ` 
initial earnings. 

Table 6 also shows that the differential between initial and peak earn- 
ings has decreased progressively for elementary and high school gradu- 
ates, but has remained fairly constant for college graduates. Evi- 
dently, among workers who heve not attended college, the younger 
groups have succeeded in making greater relative gains in earnings than 
those with more experience. Between 1939 and 1949, these gains were 
probably due in large measure to reduced unemployment among the 


TABLE 6—MEAN INCOME (or EARNINGS) FoR Mates 25 to 34 YEARS AND 45 To 54 YEARS 
or AGE, BY LEVEL or SCHOOL COMPLETED, FOR THE UNITED STATES: 
1939, 1946, 1949, 1956, ann 1958 


Age and Level of 
School Completed 1939 1946 , 1949 1956 1958 
Elementary school graduate: 
25 to 34 years (a) $2,011 $2,540 $3,685. | $3,663 
45 to 54 years (a) 2,629 3,247 4,289 4,337 
Per cent increase (a) 31 28 16 18 
High school graduate: 
25 to 34 years $1,335 2,335 3,246 4,813 4,909 
45 to 54 years 2,256 3,744 4,689 6,104 6,295 
Per cent increase 6G 60 44 27 28 
College graduate: 
25 to 34 years 1,956 3,237 4,122 6,307 7,152 
45 to 54 years 3,575 5,242 8,116 11,702 12,269 
Per cent increase 83 62 97 86 72 


2 Not available. 
Source: Table 1. 


younger (and less skilled) groups. The further gains during the past 
decade may reflect the “across-the-board” increases in union contracts 
during the postwar period which resulted in greater relative gains for 
lower-paid workers and perhaps also the gradual rise in the minimum 
wage required by law in many industries. 

As previously noted in the discussion of the figures for all age groups 
combined, there was no reduction in the income of college graduates 
relative to high school graduates despite the great rise in the propor- 
tion of persons completing the requirements for a college degree. 
Table 7 shows that among men 25 to 34 years old, the proportion of 
college graduates doubled between 1940 and 1959 whereas the pro- 
portion of men who terminated their schooling with elementary school 
graduation was reduced by iwo-thirds. 

Table 8 shows that despite the relative decrease in the number of 
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TABLE 7—Per Cent DISTRIBUTION BY YEARS OF SCHOOL COMPLETED FOR Mates 25 to 
34 YEARS OLD, FOR THE UNITED States: 1940, 1947, 1950, 1957, anp 1959. 





Years of School Completed 1940 1947 1950 1957 1959 
Total i 100 100 100 100 100 
Elementary School: Total 45 30 29 22 20 

Less than 8 years* 22 (b) 16 12 11 
8 years 22 (b) 13 10 9 
High School: 1 to 3 years 21 23 21 22 20 
4 years 20 31 28 31 33 
College: 1 to 3 years 7 9 10 10 il 
4 years or more 7 7 9 14 15 
Not Reported 1 1 3 1 1 





a Includes persons reporting no years of school completed, not shown separately. 
b Not available. í 
Source: See source note for Table 2. 


elementary school graduates 25 to 34 years old since 1946, their earn- 
ings have not risen as much as the earnings of high school graduates, 
and therefore the income differential between these two education 
groups has widened. Looked at another way, the earnings of elementary 
school graduates increased by about 82 per cent between 1946 and 1958 
as compared with an increase of about 110 per cent for high school 
graduates and 121 per cent for college graduates. This table also shows 
a comparative decline in the relative income position of younger col- 
lege graduates, a tendency which appears to have been reversed in 
1956-58. 

The reduction in differentials between 1939 and 1956 in favor of the 
younger high school graduates could be in part the result of the large 
increase in the number of college graduates. It is significant, however, 


TABLE 8—MEAN INCOME, (oR EARNINGS) BY LEVEL oF SCHOOL COMPLETED FoR MALES 
25 TO 34 YEARS OLD, FOR THE UNITED States: 1939, 1946, 1949, 1956, anp 1958 





Elementary-High School Differential High School-College Differential 


Average Income Average Income 
Year -———__-—_____ 
Elementary} High Bad Cent High ne Cent 
Sckool School erence School College Ce 
Graduate | Graduate Graduate | Graduate 
1939 (a) $1,335 (a) $1,335 $1,956 47 
1946 | $2,011 2,335 16 2,335 3,237 39 
1949 2,540 3,246 28 3,246 -4,122 27 
1956 | 37685 4,813 31 4,813 6,307 31 
1958 3,663 4,909 34 4,909 7,152 46 


a Not available. 
Source: Table 1. 
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that the decrease in income differentials between high school and college 
graduates which took place between 1939 and 1946, was not accom- 
panied by a relative increase in the number of college graduates. As 
Table 7 shows, only 7 per cent of the men 25 to 34 years old in 1940 
and 1947 were college graduates. It does appear, therefore, that other 
factors than the relative supply of college graduates must be respon- 
sible for the observed change in income differentials between these two 
groups. The greater relative gains for high school graduates between 
1939-49 may in part be due to reductions in unemployment for this 
group; and the reversal in trend since that time is perhaps associated 
with a rising demand for college-crained personnel. 

In evaluating income changes in relation to education for specific 
age groups, the experience of veterans and nonveterans during the past 
12 years is worth considering. While the second world war was still in 
progress, the government instituted a program under the Servicemen’s 
Readjustment Act of 1944 (the GI bill) designed to assist veterans in 
re-establishing themselves in civilian life. A most important part of this 
program was the provision of government-financed education intended 
to permanently improve the economic status of veterans. Nearly 8 
million veterans of the second world war made use of the education and 
training benefits at a cost of $14.5 billion to the federal government. 
Over 2 million men received,college and university training and an addi- 
tional 3.5 million received free education below the college level at ele- 
mentary and secondary schools, vocational and trade schools, technical] 
institutions, and business schools [20, p. 28]—the largest program ever 
undertaken by the federal government in providing financial aid to in- 
dividuals in completing their education and training. 

The impact of the GI bil? on the educational attainment of veterans 
is clearly shown in Table 9. In 1947, when most of the former service- 
men were in the initial phase of their training under the GI bill, vet- 
erans were already a more highly educated group than nonveterans. 
This is, of course, to be expected since many men were rejected for 
military service because they were oi low intelligence. There was no 
difference in the proportions of younger veterans and nonveterans who 
had completed college; but a larger proportion of the veterans had been 
exposed to some college training, even if they did not graduate. By 
1952, this picture had changed considerably. The proportion of college 
graduates among younger veterans increased from 7 per cent to 12 per 
cent, as compared with an increase from 6 per cent to 9 per cent for 
nonveterans. At the lower educational levels, the gains for veterans 
were equally striking. 

Since older veterans did not make as much use of the education and 
training provisions of the GI bill as the younger veterans, their educa- 
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tional attainment did not change as much. The most significant change 
for the older veterans was a sharp drop in the proportion who quit 
school upon completion of the eighth grade and an increase in the pro- 
portion of high school graduates. Between 1947 and 1952 there was no 
change in the proportion of college graduates among older veterans. 

Are the shifting patterns of educational attainment for veterans and 
nonveterans associated with corresponding inceme differences? Table 10 
suggests an affirmative answer. Veterans in age groups which made 
greatest use of the educational and training provisions of the Readjust- 


TABLE 9—PER CENT DISTEIBUTION BY YEARS OF SCHOOL COMPLETED FOR MALE VETERANS 
AND NONVETERANS OF THE SECOND WORLD WAR, By AGE, FOR THE UNITED STATES: 
1947 ann 1952 








Veterans of Second World War Nonveterans 


Years of School 25 to 34 Years | 35 to 44 Years | 25 to 34 Years | 35 to 44 Years 





Completed 

1947 | 1952 | 1947 | 1952 | 1947 | 1952 | 1947 | 1952 

Number (thousands) 6,851 | 8,428 | 2,035 | 4,130 | 4,043 | 2,472 | 7,791 | 6,070 
Total 100 100 100 100 100 100 100 100 
Elementary- Total 24 20 37 27 40 43 48 41 
Less than 5 years® 3 2 4 2 9 14 8 8 

5 to 8 years 21 18 33 25 31 29 40 33 
High School: Total 58 56 40 49 45 39 37 44 
1 to 3 years | 24 22 18 20 21 17 19 20 

4 years 34 34 22 29 24 22 18 24 
College: Total Í 17 23 20 23 13 16 14 15 
1 to 3 years 10 11 8 11 7 7 7 8 

4 or more years 7 12 12 12 6 9 7 7 
Not reported 1 1 2 1 1 2 1 1 











a Includes persons reporting no years of school completed, not shown separately. 

Source: Bureau of the Census, Current Population Reports, Ser. P-20, No. 15, Educational 
Alicinment of the Civilian Population: April 1947, Table 3; and Ser. P-20, No. 45, School 
Enrollment, Educational Attainment and Illiteracy, Oct. 1952, Table 16. 


ment Act also made the greatest relative income gains during the post- 
war period. In 1947, veterans 25 to 34 years old had somewhat lower 
incomes than nonveterans despite their greater educational attainment. 
Thus, any selective factors which may have produced higher incomes 
for veterans were not operative immediately after the war. The lower 
incomes of veterans at this time may have been due to several factors 
including the greater work experience of the nonveterans as a result 
of their civilian employment during the war and also the loss of civilian 
employment during 1947 by many veterans who went to school part 
time or who served in the armed forces during part of the year. By 
1948, veterans and nonveterans had the same average incomes and in 
every year thereafter veterans received greater relative income gains, 
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TABLE 10—Comparison oF MEDIAN INCOMES OF MALE VETERANS AND NoNVETERANS 
oF SECOND WorLD War, BY AGE AND EXTENT oF EMPLOYMENT: 1947-1958 





Median Total Money Income Ratio of Veterans’ 
| Income to 
Year 25 to 34 Years 35 to 44 Years ` Nonveterans 
Veterans Non- Veterans Non- 25 to 34 | 35 to 44 
veterans veterans | Years Years 
Total 
1947 $2,401 | $2.585 | $2,689 | $2,900 93 93 
1948 2,734 2.692 3,045 3,046 102 100 
1949 2,828 2,562 2,984 2,935 110 102 
1950 3,058 2,626 3,291 3,234 116 102 
1951 3,359 2,875 3,647 3,595 117 101 
1952 3,631 3,065 3,834 3,602 118 106 
1953 3,948 3,183 4,118 3,867 124 106 
1954 3,978 3,073 4,227 3,818 129 111 
1955 4,350 3,294 4,483 3,946 131 114 
1956 4,675 3,712 4,853. | 4,220 126 115 
1957 4,984 4,041 4,985 4,279 123 117 
1958 5,010 4,171 5,225 4,306 120 121 
Year-Round Full-Time 
Workers 
1955 
Per cent 81 72 81 78 _ T 
To income $4,630 | $3,854 | $4,679 | $4,319 120 108 
Per cent 83 72 80 78 — Ta 
ra income $4,944 | $4,150 | $5,122 | $4,554 119 112 
1 
Per cent G 82 70 80 74 — bn 
Median income $5,321 | $4,465 | $5,321 | $4,792 119 111 
1958 
Per cent 76 66 77 70 — _ 
Median income $5,453 | $4,804 | $5,609 | $4,844 114 116 





Source: Bureau of the Census, Current Population Reports, Ser. P-60, annual issues. 


reaching a maximum differential of 30 per cent in 1955. Because of the 
changing age composition of veterans in the 25 to 34 year age group 
during recent years, it is difficult to make meaningful comparisons be- 
tween veterans and nonveterans in this age group since 1955. 

A large proportion of the veterans who were 25 to 34 years old in 
1947 have now moved into the 35 to 44 year age group. As a result, 
the income differential between veterans and nonveterans within this 
age group is now beginning to increase markedly. Until 1953, veterans 
who were 35 to 44 years old had only slightly higher incomes than non- 
veterans. By 1956, the differential increased to 15 per cent and in 1958 
it rose still further to 21 per cent. These figures provide presumptive 
evidence that the educational training received by young veterans 12 
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years ago contributed in an important way to establishing for them a 
permanent advantage over nonveterans. x 

One small step toward bolstering this conclusion can be made by 
restricting the comparison to persons who are year-round full-time 
workers. In this way, account can be taken of the greater tendency for 
nonveterans to lose work, presumably because of ill health. Table 10 
shows that the average income of veterans is about 20 per cent higher 
than that of nonveterans even when account is taken of the differential 
effects of part-time employment. 


III. Lifetime Income in Relation to Education: 1939-1958 


Estimates of lifetime income provide summary measures of the fi- 
nancial returns associated with education which cannot be readily ob- 
tained from the annual data presented above." The estimates of life- 
time income presented here are derived figures—one might say syn- 
thetic figures—based on variations in the payments to individuals in 
different age and education groups at a given time, specifically the 
calendar years for which data are presented. The figures are, therefore, 
based on a cross-section of the population in 1939, 1946, 1949, 1956, 
and 1958, and not on life-cycle data which would trace a man’s income 
from the time he starts to work until he retires. Actually there is some 
question whether life-cycle data would be more suitable for the present 
analysis; cross-section data have the advantage that “they are free - 
from the influence of variants such as periods of industrial depression 
or unusual activity with their changes in opportunities for employment, 
in wage rates, and in the cost of living.’”* 

Standard life-table techniques were used in computing the figures 
shown in Table 11. First, an estimate was made of the number of 
100,000 children born in 1939, 1946, 1949, 1956, and 1958 who would 
survive to each given year of age. These estimates were made from the 
appropriate life tables.** By way of illustration, it was estimated that 
ae additional information on the estimation of lifetime income see [5] [8] [9] [10] 

13] [17]. 
2 [18, p. 9]. Also [14]. 


* The following life tables were used: 1939, Life Table for White Males from U. S. Life 
Tables and Actuarial Tables, 1939-1941, Bureau of the Census, 1946; 1946, Abridged Life 
Table for White Males, 1946, Vital Statistics of the United States, 1946, Pt. I; 1949, 
Abridged Life Table for White Males, 1949, Vital Statistics of the United States, 1949, 
Pt. I; 1956, Abridged Life Table for White Males, 1956, Vital Statistics—Special Reports, 
Vol. 48, No. 6, June 19, 1958; 1958, Abridged Life Table for White Males, 1957, Vital 
Statistics—Special Reports, Vol. 50, No. 2, July 28, 1959. A more complete source could 
have been used for 1949, “United States Life Tables, 1949-51,” Vital Statistics—~Special 
Reports, Vol. 41, No. 1, November 23, 1954. It was not used, however, because of the 
desire to retain comparability with previous estimates for the same year shown in [10]. 
As noted below, however, there are other differences between the estimates shown here 
for 1949 and those contained in [10]. 
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out of 100,000 infants born alive in 1956, about 96,000 would survive 
to age 18, at which time they would enter the labor market. The basic 
problem consisted of estimating the life span of these 96,000 survivors 
and the amount of income they would receive during their lifetime. For 
this purpose, it was assumed tha: survival rates for men in each educa- 
tion group would be the same as for all white males in 1956. On this 
basis, it was estimated that these 96,000 men would live a total of 
nearly 5,000,000 man-years between age 18 and the time the last one 
died. It was further assumed that during each year of life, these men 
would receive an average income corresponding to that received by 
men in the same age group with the same amount of education. The 
averages used for this purpose zre those shown above in Table 1 plus 
estimates for age groups under 25 based on published and unpublished 
data of the Census Bureau.“ The averages (means) are based on per- 
sons reporting $1 or more of income, excluding the relatively small 
number of men in most age groups without income.** 

There are several cautions that should be considered before discuss- 
ing the figures in Table 11. First, the figures are not exactly com- 
parable from year to year due to changes in the income concept. The 
data for 1939 are for wages and salaries, 1946 are for earnings, and 
1949, 1956, and 1958 are for total inccme. These variations in concept 
may have some impact on changes over time. A more general considera- 
tion is the fact that the estimates reflect the economic conditions and 
other circumstances which existed in each of the years for which data 
are shown. Some of the differences from vear to year may reflect 
changes in these circumstances. The increase, for example, in the value 
of a college education by about $140,300 between 1949 and 1958 re- 
flects the increase in prices as well as changes in the underlying rela- 

4 Estimates of lifetime income based on medians rather than means may be obtained 
from the author. Some analysts contend that the median is a more useful basis than the 
mean for measuring lifetime income since it is less affected by extremes and more nearly 
shows what the “typical” individual may expect to receive. The more prevalent and more 
valid opinion (from a strictly mathematical viewpoint) is that the median should not be 
used for the computation of lifetime incomes. Thus, for example, Kuznets and Friedman 
advise that “the actuarial nature of the problem clearly requires arithmetic mean earnings, 
which are usually considerably higher than median earnings” [8, p. 87] and Houthakker 
states that “the median is clearly not the appropriate type of average for the present pur- 
pose” [13, p. 24]. 

1 Comparable figures for 1949 in [10] and [13] are based on all persons reporting on 
income rather than just those reporting $1 or more. The method of computing the means 
in this report conforms to that generally used by the Bureau of the Census. In any event, 
the inclusion or exclusion of the zero income group would have little impact on the esti- 
mate of the mean for most age groups and on the estimate of lifetime income. A further 
difference between the figures for 1349 in the present report and in [10] and [13] relates 
to the ages covered by the estimates. In [10] the estimates cover incomes received be- 


tween the ages 22 and 74, and [13] the estimates cover incomes received from age 14 to 
death. In the present report estimates for various age groups are shown. 
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TABLE 11—Liretmcme Income (EARNINGS) BASED ON ARITHMETIC MEANS FOR MALES IN 
SELECTED AGE Groups, BY YEARS OF SCHOOL COMPLETED, FOR THE UNITED STATES: 
1939, 1946, 1949, 1956, anp 1958 





Years of School Completed and Age | 19398 1946» 19490 19564 1958° 


Income from Age 18 to Death: 


Elementary: Total (e) (e) ($113,330 ($154,593 ($154,114 
Less than 8 years? (e) te) 98,222 | 132,736 | 129,764 
8 years (e) (e) 132,683 | 180,857 | 181,695 
High School: 1 to 3 years (e) (e) 152,068 | 205,277 | 211,193 
4 years (e) (e) | 185,279 | 253,631 | 257,557 
College: 1 to 3 years (e) (e) 209,282 | 291,581 | 315,504 
4 years or more (e) (e) 296,377 | 405,698 | 435,242 
Income from Age 25 to Death: 
Elementary: Total (e) {$ 87,004 | 104,998 | 143,712 | 143,808 
Less than 8 years4 (e) 74,369 ` 91,095 | 123,295 | 120,965 
8 years (e) 98,702 122,787 | 168,004 | 169,976 
High School: 1 to 3 years (e) 107,940 141,870 | 192,254 | 198,881 
4 years (e) 135,852 174,740 | 237,776 | 241,844 
College: 1 to 3 years (e) 161,699 ; 201,938 | 281,553 | 305,395 
4 years or more (e) 201,731 | 286,833 | 391,992 | 419,871 
Income from Age 18 to 64: 
Elementary: Total $ 40,005 (e) 100,413 | 138,127 | 137,786 
Less than 8 years? (e) (e) 86,912 | 117,930 | 115,418 
8 years (e) (e) 116,968 | 161,124 | 161,643 
High School: 1 to 3 years 56,653 (e) 132,371 | 182,795 | 188,362 
4 years 71,453 (e) 159,487 | 224,529 | 231,509 
College: 1 to 3 years 77,775 (e) 180,841 | 254,092 | 279,640 


4 years or more 109,961 (e) 251,493 | 354,457 | 382,982 


Income from Age 25 to 64: 


Elementary: Total 37,172 | 74,071 | 91,932 | 127,047 | 127,286 
Less than 8 years# (e) 62,334 | 79,654 | 108,310 | 106,449 
8 years (e) 84,687 | 106,889 | 148,033 | 149,687 
High School: 1 to 3 years 53,011 | 92,044 | 121,943 | 169,501 | 175,779 
4 years 67,383 | 114,023 | 148,649 | 208,322 | 215,487 
College: 1 to 3 years 73,655 | 138,871 | 173,166 | 243,611 | 269,105 


4 years or more 104,608 | 168,983 } 241,427 | 340,131 | 366,990 





2 Restricted to persons reporting.$1 or more of wage or salary income and less than $50 of 
other income for native whites and Negroes. 

b Total money earnings. 

e Total money income. 

d Includes persons reporting no years of school completed, not shown separately. 

e Not available. : 


tionships. These factors demonstrate an important advantage of the 
cross-sectional approach used in preparing the estimates. Since the aver- 
ages used for each year are based on the experience for that year, they 
implicitly provide estimates in dollars of constant purchasing power for 
persons in all age groups in that year. 

A final caution relates to the possible intrusion of extraneous factors 
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in the relationship between lifetime earnings and education. Family 
influence in the form of financia help while at college and assistance 
in obtaining relatively high-payirg jobs cannot be ignored; but, at the 
same time, should not be exaggerated. In 1950, about one-third of the 
college students away from home came from families with less than 
average incomes.*® Few of these students could expect much financial 
help from their families, or assistance in locating lucrative job oppor- 
tunities. 

In every year for which data are presented, additional schooling is 
associated with a very substantial increase in lifetime income. On the 
basis of conditions in 1958, an elementary school graduate could expect 
to receive during his lifetime akout $52,000 (or two-fifths) more in- 
come, on the average, than the person who had no schooling or who 
terminated his formal education before completing the eighth grade. 
The difference between the expected lifetime income of the average ele- 
mentary school and high schcol graduate was equally striking. In 1958, 
the average elementary school graduate could expect a lifetime income 

of about $182,000 as compared with about $258,000 for the average 
high school graduate. The expeczed income differential associated with 
the four years of high schocl education therefore amounted to about 
$76,000 or 42 per cent. 

Since a college degree is the “open sesame” to many, if not most, high- 

` paying jobs, it should come as no surprise that the greatest income 
gains associated with additional schooling appear at the college level. 
On the basis of 1958 data, a college graduate could expect to receive 
about $435,000 income during his lifetime as compared with $258,000 
for the average high school graduate. It can, therefore, be estimated 
that the approximately 414 years of schooling beyond the high school 
level were associated with an increase of about $177,000 in lifetime 
income or about $40,000 per year of schooling. 

Due to the considerable decrease in the purchasing power of money 
during the past 20 years, meaningful comparisons over time in the 
absolute amount of lifetime income received by men with different 
amounts of schooling can be made only after some attempt has been 
made to adjust for price changes. However, some indication of the 
relative changes since 1939 in the lifetime incomes of elementary, high 
school, and college graduates car be made on the basis of the unadjusted 
data shown in Table 12. These data are restricted to the income re- 
ceived between the ages of 25 aad 64 because this is the only age span 
for which data are available for each of the four years under con- 
sideration. 


Based on unpublished data in the Census Bureau’s Current Population Survey for 
March 1950. 
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Since 1939 the more highly educated groups have clearly made the 
greater relative gains in expected lifetime income. Thus, for example, 
in 1946, high school graduates could expect to earn only 35 per cent 
more between the ages of 25 and 64 than elementary school graduates. 
Twelve years later the differential in favor of the high school graduates 
increased to 44 per cent, reflecting the fact that the expected income 
of high school graduates rose more rapidly during this period. 

A comparison of the relative income gains expected by high school 
and college graduates reveals essentially the same pattern. Evidently, 
the differential in favor of college graduates dropped from 55 per cent 
in 1939 to 48 per cent immediately after the end of the second world 
war, probably because a larger proportion of the college graduates con- 


TABLE 12—IncomE RECEIVED FROM AGEs 25 To 64, FoR MALES, BY LEVEL OF SCHOOL 
COMPLETED, FOR THE UNITED STATES: 1939, 1946, 1949, 1956, Ann 1958 





Elementary-High School Differential Higa School-College Differential 


Year | Elementary High High 
School School Per Cent School College Per Cent 


Difference Graduate | Difference 


Graduate | Graduate Graduate 
1939 (a) $ 67,383 (a) $ 67,383 | $104,608 55 
1946 $ 84,687 114,023 35 114,023 168,983 48 
1949 106,889 148,649 39 148,649 241,427 62 
1956 148,033 208,322 41 208 , 322 340,131 63 
1958 149,687 215,487 44 215,487 366,990 70 


2 Not available, 
Source: Table 11. 


tinued to serve in the armed forces during part of 1946. By 1958, how- 
ever, the differential between high school and college graduates rose to 
70 per cent, reflecting a greater relative income gain for the college 
group. These figures support the conclusion presented earlier that the 
large increase in the number of college gradvates during the postwar 
period has not adversely affected their income position. 

A very crude attempt to adjust the data for price changes is presented 
in Table 13, where the current dollar estimates of lifetime income have 
been modified on the basis of the consumers price index, and the re- 
sults are expressed in dollars of 1958 purchasing power. Here again 
the data are restricted to incomes received between the ages of 25 and 
64 years in order to present estimates for each of the years under con- 
sideration. There are, of course, several important limitations to the 
adjustment that has been attempted. It is not clear, for example, that 
the consumers price index is equally applicable to each education group 
or that it can be applied to figures which include the farm population, 
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since the index refers specifically to moderate-income urban wage- 
earner families, Moreover, since the figures under consideration refer 
to income expected to be received in the future, it is not clear that a 
price adjustment based on current data is applicable. For these and 
other reasons the estimates must be regarded as only the roughest sort 
of approximations. Nevertheless. the figures do show that lifetime in- 
come, adjusted for price changes, has risen considerably since 1939 
for all education groups. The rise amounted to about $75,000 (about 
54 per cent) for high school graduates and $150,000 (about 69 per 
cent) for college graduates. A rise in “real” income was, of course, to 


TABLE 13—“PRICE-ADJUSTED” INCOME (EARNINGS) RECEIVED FROM AGES 25 TO 64, 
FOR MALES By YEARS OF SCHOO] COMPLETED, FOR THE UNITED STATES: 
1939, 1946, 1949, 1956, AND 1958 
(Dollars of 1958 purchasing power) 














Years of School Completed 1939 1946 1949 1956 1958 
Elementary: Total $ 77,281 [$109,735 |$111,568 |$135,013 |$127 ,286 
Less than 8 years? (a) 92,347 | 96,667 | 115,101 | 106,449 
8 years (a) 125,462 | 129,720 | 157,315 | 149,687 
High School: 1 to 3 years 11D,210 | 136,361 | 147,989 | 180,129 | 175,779 
4 years 140,089 | 168,923 | 180,399 | 221,384 | 215,487 
College: 1 to 3 years 153,129 | 205,735 | 210,153 | 258,885 | 269,105 
4 years or more 217,480 | 250,345 | 292,994 | 361,457 | 366,990 


a Not available. 
> Includes persons reporting no years of school completed, not shown separately. 
Source: Data in Table 11 adjusted by consumers price index. 


be expected because of the general increase in productivity and in- 
comes during this period. 


IV. Conclusion 


This study largely represents an attempt to ascertain if the marked 
increase in the number and proportion of high school and college 
graduates during the past generation has been associated with a reduc- 
tion in income differentials for these groups. On theoretical grounds, 
such a reduction could be expected in tke long run, assuming no changes 
in the demand for more highly educated workers. The period under 
consideration, however, is relatively short and is one in which there 
were changes in the demand fər, as well as in the supply of, such 
workers. Therefore, no fundamental theoretical issues are involved in 
this paper. The problem is merely one of ascertaining what has taken 
place and why. 

The figures show that despite large relative reductions in the supply 

\ 
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of workers whose schooling did not extend beyond the eighth grade, 
this group had smaller relative income gains than high school graduates. 
On the other hand, the large relative increase in the supply of college- 
trained workers did not adversely affect their relative income position. 
On this basis it is concluded that the demand for more highly educated 
workers has kept pace with the increased supply of such workers and, 
as a result, their relative income position has not changed. The fact 
that the proportion of men employed in professional and managerial 
work—the two major outlets for college-trained men—increased by 
50 per cent during the past generation suggests that industry has ab- 
sorbed the increased flow of graduates from our universities. 

In this study an attempt has also been made to prepare estimates of 
lifetime income for persons with different amounts of educational at- 
tainment. These estimates, heretofore available only for 1949, have 
also been made for the years 1939, 1946, 1956 and 1958. The conclu- 
sions based on the lifetime data parallel, in most respects, those derived 
from the annual data. 
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PROGRESSIVENESS OF A SALES TAX IN RELATION 
* TO VARIOUS INCOME BASES 


By Davin G. Davies* 


The weight of contemporary opinion bases the ability to pay taxes on 
the level of an individual’s income. There are, however, various con- 
cepts of income, and these differ in adequacy as measures of taxable 
capacity. This paper is devoted to the calculation of different equity 
estimates for the Ohio state sales tax when alternative income concepts 
are used to determine the effective rates of taxation. The various in- 
come concepts to be considered are: gross money income, net money 
income (gross income minus personal taxes), the Irving Fisher measure 
of real income, and the Friedman type of permanent income. An at- 
tempt is also made at calculating equity estimates when alternative tax 
bases are considered. 


I. Method 


It is assumed that the sales tax is passed forward by the seller to the. 
ultimate consumer. In the absence of increasing returns to scale, part 
of the tax will be shifted to the buyer if the elasticity of demand is 
greater than minus infinity, and the elasticity of supply is greater than 
zero. Given a negative slope to the demand curve, the change in price 
approaches the amcunt of the tax as the elasticity of supply approaches 
infinity. Given an elasticity of supply greater than zero, the change in 
price approaches the amount of the tax as the elasticity of demand ap- 
proaches zero. ‘ 

A progressive tax is defined as one in the case of which the ratio of 
the amount of tax to income (ie. the effective rate of taxation) increases 
as income increases. A tax is proportional if the effective rate remains 
constant as income fluctuates; and a tax is regressive when the effective 
rate decreases as income increases. Unfortunately, none of the empiri- 
cal tax-on-income structures in this paper fits any of the preceding 
definitions precisely.* The functional relationship between the effective 

* The author is associate professor of economics at the University of Cincinnati. He 


wishes to acknowledge the comments of his colleagues in the College of Business Adminis- 
tration. 


1 Very few, if any, empirical tax structures would fit any of these definitions of progres- 
sivity, proportionality, or regressivity. The federal income tax law, for example, exempts 
income up to $600 from any income taxation. The average rate of taxation, therefore, does 
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rate of taxation and income is in no case continuously positive, nor 
continuously zero, nor continuously negative. 

We are thus obliged to construct a measure which will permit us to 
indicate whether a given total tax structure for a whole set of income 
classes is progressive, proportiomal, or regressive. Such an “equity” 
measure must utilize some kind of average concept in order to re- 
veal the tax-income relationship for the entire income distribution 
rather than just two juxtaposed income classes. Since the amount of 
tax collected under a sales tax is a constant proportion of the tax base, 
we propose to use the elasticity cf the tax base with respect to income 
as a measure of equity for the whole tax structure. If, for example, a 
sales tax statute provides no exemptions, then total consumption ex- 
penditure is the tax base. Then, if gross income is one of the alternative 
definitions of income, and the elasticity of consumption with respect to 
gross income is less than one, th2n the percentage change in sales tax 
is less than the percentage change in gross income and the tax structure 
is regressive. Alternatively, if the elasticity of consumption with re- 
spect to gross income equals one, the tax is proportional; and if it is 
greater than one, the tax is progressive. 

For purposes of calculating the elasticity coefficients, we divide the 
entire income distribution into different income classes. Within the 
_ whole range of incomes, we consider the proportionate variation of the 
tax base with respect to income as our equity criterion. However, since 
various different tax bases and various definitions of income are pos- 
sible, in principle, many distinct elasticity measures may be applied for 
each income range. Hence, if Ty is the kth tax base for the jth income 
class, Yj: is the /th income concept for the jth income class, and £z: is 
the error term, we have as our basic relationship 


J z z (k = 1,2,+++K) 
(1) Slog Tye = log Arı + brr Do log Vir + Do log eji 
j=l j=l j=l (l = 1, 2, oe L) 


For the whole set of income clases of any given alternative definition 
of income, the parameter bx: reveals the elasticity of the kth taxable 
base with respect to that /th income concept.” 





not rise as income rises to $600. Even where there is a tax liability, two individuals, earn- 
ing less than $5,000 each, who use the Internal Revenue Service tax table and who are 
located at opposite ends of a given income bracket will pay an identical amount of tax; 
but the person on the upper side of the bracket has a lower average rate of taxation since 
his income is slightly higher. Nobody seriously contends that the federal income tax is not 
progressive because of these minor aberrations. 

?In computing the elasticity coefficients, we have assumed that there are no errors of 
observation in the variables. The latent variable log e exists because of random shocks, 
We further assume that the distribution of log es is independent and normal with mean 
of zero and the variance constant. While it is assumed that log e's are not autocorrelated, 
the data may, in fact, exhibit some interdependence. Where the logged values of the de- 
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Many different alternative tax bases are possible although only one 
usually exists in a given jurisdiction at any given time. Various possible 
alternatives analyzed in this paper are listed below. Only number 2 is 
the actual sales tax system now operative in Ohio. The most prominent 
exemptions in the Ohio law are: food to be consumed off the premises 
of the point of sale, certain farm products, occasional sales, articles 
becoming a component part of a finished product, school textbooks, 
motor fuel, tobacco products, gas, electricity, water, admissions, and 
all services. The other alternative tax bases listed below are hypotheti- 
cal ones that the legislature has either not considered or, if considered, 
has rejected as an actual tax base. The elasticity measures under con- 
sideration are: 


1. be,yg: the elasticity of total consumption with respect to gross in- 
come, 

2. bc, yg: the elasticity of actual taxable consumption (the tax base 
in actual operation in Ohio) with respect to gross income, 

3. bo, ya: the elasticity of taxable consumption with respect to gross 
income if food that is now taxable (i.e. food sold in restaurants, etc.) 
were excluded from Ci, 

4. bo, rg: the elasticity of taxable consumption with respect to gross 
income if only food for home consumption were exempt and no other 
exemptions were permitted, 

5. boya: the elasticity of taxable consumption with respect to gross ` 
income if only nonfood items now exempt under the law were considered 
exempt and food for home consumption were not exempt, 

6. bryg: the elasticity of total food consumption with respect to 
gross income, 

7. br,,vg: the elasticity of taxable food with respect to gross income, 

8. br, rg: the elasticity of nontaxable food (i.e. food for home con- 
sumption only) with respect to gross income, and 

9. br,yv,: the elasticity of nonfood exemptions with respect to gross 
income. 


pendent variable do not occur as independent variables, the Durbin-Watson test can be 
used for determining the absence or presence of autocorrelation in the residuals. Unfortu- 
nately, the significance tables associated with this test [2] do not handle samples of less 
than 15, Since the sample size of income classes for this paper is less than 15, no test for 
autocorrelation was administered. On the above assumptions, then, we compute the elas- 
ticity of. the kth tax base with respect to the /th income concept for the whole set of in- 
come classes by 


J 
2, (log Tp — log Ta) (log Fj — log F+) 
j=l 

(2) br, y; = E E 
2 (log Yi — log F)? 

ial 

where Tsi s the mean of the th tax base and F; is the mean of the lth income concept. 
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In addition to Fẹ or gross income, these same alternative tax bases 
were used to calculate approximaie elasticity coefficients for the whole 
range of income classes of Yy or net income, Fp or Fisher income, and 
Yp or permanent income. 


Il. The Empirical Evidence 


The sources of the basic statistics in this study are the Wharton 
School of Finance and Bureau of Labor Statistics reports on consumer 
income, expenditures, and savings [5]. The sample for this paper con- 
` sists of 897 households in 9 different income brackets located in several 
‘Ohio cities. 


f TABLE Í— PERTINENT COMPONENTS OF CONSUMPTION: 897 Onto HOUSEHOLDS 





Income Class Mean Men Mean Mean Mean 
Consamptidt Taxable Total Taxable Nonfood 
p Consumption Food Food Exemptions 
Under $1,000 $1,212 $ 426 $ 402 $ 55.6 $ 439.6 
$1,000 to $1,999 1,725 €07 627 90.1 581.1 
$2,000 to $2,999 2,605 1,024 843 149.6 887.6 
$3,000 to $3,999 3,457 1,285 1,074 134.4 1132.4 
$4,000 to $4,999 4,410 1,566 1,213 188.4 1419.4 
$5,000 to $5,999 5,055 2,340 1,382 256.0 1589.0 
$6,000 to $7,499 5,995 2,773 - 1,557 296.7 1961.7 
. $7,500 to $9,999 6,922 3,131 2,056 455.6 2190.6 
$10,000 and over 9,828 5,875 2,270 899.4 2882.4 


Source: Study of Consumer Expenditures (University of Pennsylvania 1956). 


Table 1 presents data on the actual taxable consumption base now in 
use along with other statistics which form the basis for calculating 
alternative, tax bases. Table 2 contains the estimates on the basis of 
which comparisons and conclusious can be made as to the progressivity, 
proportionality, or regressivity of the actual and other possible alterna- 
tive tax bases under various cefizitions of income. One assumption be- 
hind the elasticity coefficients of the alternative tax bases in Table 2 is 
that the demand for consumption items is of unit elasticity within the 
price range of plus or minus 3 per cent oi the actual price of the various 
consumption items. If, for example, to develop any of our hypothetical 
tax bases we levy a tax on an item which in actual fact bears an exemp- 
tion, the total amount spent on taat item will remain constant after the 
tax is imposed. Then, bearing in mind that the legal rate of taxation is 
constant at 3 per cent, it is possible indirectly to obtain through the 
different elasticity coefficients, an estimate of the impact on the effective 
tax rates for different income concepts when alternative tax bases are 
employed. 
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Column 1 in Table 2 yields data on the elasticities of the actual and 8 
other hypothetical tax bases for the whole set of income classes when the 
income concept is gross income. Comparison of each of the 8 hypotheti- 
cal tax-base elasticity coefficients with the actual coefficient within the 
gross income column will give an estimate of the equity impact of each 
of various exemptions and nonexemptions on the existing tax structure. 
A. Gross Income 


In the gross income sample under examination the elasticity of con- 
sumption items now legally subject to the tax with respect to gross in- 


TABLE 2— ELASTICITY COEFFICIENTS FOR 9 TAx BASES 
AND 4 Income CONCEPTS 


Permanent 


Gross Income Net Income Fisher Income Tacoma 


boira = .674 | bory = -700 | borp = 1.000 | bo,yp = 1.000 
bova = -816 | boyy = -845 | Beye = 1.214 | borp = 1.182 
boye = .815 | bevy = -843 | bonyr = 1.214 | bony = 1.198 
bonvo = -730 | bory = -756 | borp = 1.086 | bo,yp = 1.068 
bos. Ya .701 boyy = -126 boyy = 1.039 | bayp = 1.034 °* 
briyg = -557 | bryy = .577 | bryp= .820 | br,yp= .848 
brara = -819 | br yy = -847 | br yp = 1-204 | br,yp = 1.065 
brara = -478 | bruyy = .495 | bryr = .104 | br,yp= .803 
brara = -618 | br,yy = .639 | brvp = .919 | brp = .932 


i 


Source: Based on data in Study of Consumer Expenditures (University of 
Pennsylvania 1956). 
Symbols: For identification of symbols, see p. 989. 


come, or b¢,,y,, is less than one. Therefore, the tax must be regressive 
when gross income is used as the criterion of taxable capacity. The in- 
troduction of certain exemptions, however, makes the tax less regres- 
sive than it would be without these exemptions. 

When the nontaxable food component of consumption is éxamined, 
brs,vg= -478, the lowest elasticity coefficient in Table 2. This low mag- 
nitude for food which is now legally exempt permits the elasticity of 
actual taxdble consumption to be higher than it would be if such food 
were made taxable. The elasticity of total food consumption on gross 
income or bp,,y,==.557. Since bp,,vg>br;,vg, the exemption of food for 
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home consumption helps make the tax structure less regressive. 

Since by,,v,, the elasticity of the taxable-food part of consumption, is 
greater than the elasticity of actual taxable consumption, b¢,,r,, it fol- 
lows that bc,,y is higher than if taxable food were exempt. Should the 
legislature exclude taxable food, which is food consumed in restaurants, 
etc., from the tax base, taxable consumption would become C2, and 
bos, Yg Lbc. Yo This kind of change would make the tax structure more 
regressive. 

The elasticity of nonfood exemptions actually allowed by law with 
respect to gross income or by,,y,=.618. Since be,yg>0r,,7%_>Orsyg, NON- 
food exemptions make the tax less regressive, but they do not exercise 
as strong an influence as the food exemptions in pushing the tax toward 
progressivity. 

In summary, if only nonfood items now exempt were to be exempt 
and food for home consumption were nonexempt, Cı becomes C4. If 
only food for home consumption were in fact exempt and no other 
exemptions were permitted, Cı kecomes C;. Bearing in mind that as 
be,,yq approaches one, the tax becomes less regressive, we have be,yg 
<be vg Lbor Ya Lbr Ya Lbor Ye 


B. Net Income 


The second column in Table 2 shows various elasticity coefficients for 
- the whole set of income classes when the income concept is net income. 
Intracolumnar and intercolumnar comparisons reveal the same relative 
pattern among the various elasticity coefficients as that which exists in 
column 1, but the net-income elasticity magnitudes are greater than 
their gross-income counterparts. 


C. Fisher Income 


The Fisher income concept used in this paper is actual consumption 
expenditures. Consumption is the destruction of utility and according 
to Fisher comes closest to measuring real income [1]. Sources of receipts 
are left untaxed while uses of receipts for consumption are taxed.3 The 
variation of measured gross or net income over time is greater than that 
for consumption. This must be the case for certain individuals, because 
the low-income families in the sample for this paper have average pro- 
pensities to consume which are much greater than 1. These individuals 
are decreasing their assets and/or increasing their liabilities in order to 
consume. Past measured income must have been greater than past 
consumption in order to decrease assets currently, or the expectation 
that future consumption will be less than higher future income allows 
liabilities to be incurred currently. 


* See [4] for an extension of Fisher’s idea. 
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If the Fisher income concept is taken as a measure of ability to pay, 
it follows that if a household spends $1,000 on consumption goods, its 
taxable capacity and ability to pay is based on $1,000 rather than cur- 
rent annual measured gross or net income; and it makes no difference 
whether the current measured income is greater or less than consump- 
tion. A radically different pattern of ratios and elasticity coefficients 
emerges when Fisher income is substituted for either gross or net in- 
come. The third column in Table 2 gives the elasticity coefficients with 
respect to Fisher income for the whole set of income classes. The co- 
efficients of actual taxable consumption as well as for the alternative 
possible bases of C2, C3, Cz, and F» are all greater than one. The tax for 
these bases, then, is progressive. 


D. Permanent Income 


Like Fisher income but unlike gross or net income, permanent income 
has a wider time horizon than one year. Like gross and net income, but 
unlike Fisher income, permanent income indirectly incorporates saving 
into the analysis as the residual between permanent income and per- 
manent consumption [3]. As a result of Fisher’s exclusion of saving, the 
slope of the regression of consumption on Fisher income is equal to one 
and greater than the slope of the regression of permanent consumption 
on permanent income. 

Where the permanent income hypothesis is generally supported,‘ we - 
can let Cp=8pY p represent the simplified permanent consumption func- 
tion. There is no divergence between the average propensity to consume 
and the marginal propensity to consume, and 

dlog Cp 1 
dlog Yp 


If the legal rate of taxation is constant, the tax would be proportional. 
When the legislature introduces the appropriate exemptions such as 
food and rent, so that 
d log Cip 
dlog Yp 


thetax becomes progressive. Permanent income and permanent consump- 
tion cannot be observed directly, for they are ex ante theoretical con- 
cepts, but they can be inferred from the receipts and expenditure pat- 
terns of households. The appendix to this paper shows how these per- 
manent magnitudes were derived from cross-section data. 

The fourth column of Table 2 présents the elasticity coefficients of 
various possible tax bases with respect to permanent income. The coeffi- 


, 


*See, for example, Robert Eisner, “The Permanent Income Hypothesis: Comment,” Am. 
Econ. Rev., Dec. 1958, 48, 972-90. 
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cients are quite similar to these derived for Fisher income. When per- 
manent income is used as the criterion to adjudge the equity effects of 
the sales tax, the alternative tax bases of Ci, C2, C3, Ca, and Fs are all 
progressive. 

III. Conclusions 


For the whole set of income classes under observation the Ohio sales 
tax is regressive with respect to both gross and net measured annual 
income, although less so when net income is adopted as the criterion of 
taxable capacity. The empirical and derived data also support the hy- 
pothesis that the sales tax is progressive for the whole set of income 
classes when the Irving Fisher corcept of income is used as the criterion 
on which to calculate the schedule of tax rates. The same conclusion 
holds when the permanent income concept is adopted. In all cases the 
exemption of food to be consumed off the premises of the place of sale 
makes the tax less regressive (or more progressive). The nonfood ex- 
emptions allowed under the law also makes the tax less regressive (or 
more progressive), but does not have as strong an impact on the rate 
structure as the food exemption. The legal provision that requires pay- 
ment of the tax on food consumed on the premises has a slight positive 
effect in decreasing the regressivity or increasing the progressivity of the 
sales tax in the gross and net income cases. 


APPENDIX 

Following Friedman’s analysis [3], we present the framework which yields 
the values of pertinent parameters from cross-section data. The purpose of 
this rather rough model is not to provide definitive results nor test the per- 
manent income hypothesis, but rather to provide an apparatus from which 
rough comparisons can be made between the elasticity coefficients associated 
with measured income and those based on permanent income. We utilize the 
same notation employed in the text except that J does not include the highest 
income class of “$10,000 and over,” and the subscripts T and P are used to 
designate transitory and permanent magnitudes. 

The heart of Friedman’s permanent income hypothesis is contained in the 
following four equations: 


(1) Cp = Brel p 

(2) Y=Yr+Yy 

(3) C=Cp+Cr 

(4) TerYr = Orp = Tr p= 0 


where 7 is the coefficient of correlation. 

In order more easily to convert the measured magnitudes into permanent 
estimates we assume that the relationship of measured consumption on meas- 
ured income is linear. In our notation we have: 


J J 
(5) ECG=a+h dS Va 


jmi lag 
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where 8 = .695, r = .997, and the standard deviation from regression is 
$166.00. 

We are not testing the permanent income hypothesis here, so now we assert 
that: 








jæl jal 
(6) ; : o 
although for any j, Fr 40, and Cr =Æ 0 except where Ye = Yp. When both 
the mean transitory income and mean transitory consumption are equal to 
zero, we have 





(7) 


(8) Seep 





From the assumption in (6), it follows that 


J 
2 G 








ja J 
(9) =. = Bp = 8768 
J J 

È Ya; 

j=1 
When £p > £, then for any 7 where 
(10) Yp > Ye, itfollowsthat Yęe> Yp, and where 
(11) Yp < Ya, itfollowsthat Fea< Yp. 


Inequalities (10) and (11) have serious implications with respect to meas- 
uring the equity effects of a tax when permanent rather than measured in- 
come is utilized as the criterion for calculating the elastictiy of the tax base 
with respect to permanent income. Given the tax base and @p > 6, then the 
tax will be less regressive or more progressive if permanent rather than meas- 
ured income is employed as the standard to adjudge the progressivity, pro- 
portionality, or regressivity of a tax. 
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EMPLOYMENT, GROWTH, AND PRICE LEVELS 
THE JOINT ECONOMIC COMMITTEE REPORT 


A Review Article 


By Romney Ropinson* 


On March 24, 1959, the Senate and House directed the Joint Economic 
Committee to conduct a large-scale investigation into the problems of maxi- 
mum employment, an adequate rate of economic growth and the maintenance 
of price stability. On January 10, 1560, less than a year later, the Committee 
and the staff assembled for the purpose concluded its task, having published a 
Committee Report which with minority and supplemental views totaled 156 
pages, a Staff Report (488 pages), 13 volumes of hearings (3486 pages) and 
23 study papers (1364 pages). It will be scme time before the profession has 
managed to digest this enormous volume of material. This review is particu- 
larly concerned with the two central documents, the Committee and Staff 
Reports [2] [3]. 


I. The Committee Report 


The Committee Report was not unanimous. Six members withheld approval; 
their minority statement complained that the report was needlessly partisan 
and in part unsubstantiated by the testimony of witnesses; objections to the 
Staff Report were also raised. In addition, three members added supplemental 
views; among these Senator Butler, for the minority, felt that its statement 
did not go far enough, whereas Representative Patman (whose emphasis on 
the need for lower interest rates wes quite pronounced) felt similarly about 
the majority’s report. For its recommendations and topics the report of the 
majority draws mainly, as might be expected, on the Staff Report. But the 
choice is a selective one, and empheses frequently differ. There is full agree- 
ment on a central issue, however: the importance of maintaining an adequate 
rate of growth. 

The Committee Report states categorically: A high and sustained rate of 
growth is possible—with relatively full employment and a stable price level— 
provided proper policies are followed. The required policies are summarized in 
the report’s 12-point series of recommendations. It is a mixed program. There 
is perhaps some tendency—evident in subsequent elaboration as well as-in the 
list itsel{—towards a diminution of novelty if not of meaningful content, as 


* The author is associate professor of ezonomics at Brandeis University. 

1 The complete list of hearings, studies and repor‘s is in the bibliographical section of the 
following issues of the American Economic Review: Sept. 1959, p. 812; Dec. 1959, p. 1136; 
Mar. 1960, pp. 261-62; June 1960, p. 521. 
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it draws towards its close. Proposal 10 suggests that tariffs be reduced gradu- 
ally. Number 11 is “Revise our farm policy, including more research to find 
new uses for farm products.” The concluding proposal is noncontroversial: 
“Improve our foreign trade position.” 

Among its important recommendations, the report cites the proposal for a 
federally sponsored program of education as most important in contributing 
to an improved rate of growth. The program (adapted from the Staff Report) 
is a broad one, including not only school aid but provision for support of 
medical and scientific research, public and private apprenticeship programs, 
and the establishment of national productivity centers. The report accords 
top priority to this program in order to sustain a growth rate of 4.5 per cent 
over the next 15 years. l 

Some supporters of education may be distressed that such a program should 
be advocated principally in order to win a growth race. Moreover, it is a 
little surprising that the claims therefor should be associated with a time-span 
as short as 15 years, since the payoff from investment in education, in addi- 
tion to its difficulties of measurement, is usually considered to be slow. In any 
event, a growth rate of 4.5 per cent annually clearly demands that education 
be given some assistance from economic policies in their more conventional 
form, and the Committee Report’s proposals in this area have immediate pro- 
fessional interest. 

Other proposals for promoting growth include the following: (1) monetary 
and fiscal policies permitting an expansion of money demand appropriate to 
the increase in output, (2) greater reliance on fiscal policy (in relation to 
monetary policy), and (3) strengthened application of the antitrust laws. 

The first of these recommendations cites the fact that since 1953 the money 
supply has grown less rapidly than output and suggests—drawing on Milton 
Friedman’s argument submitted at both 1958 and 1959 hearings—a steady 
year-to-year percentage increase in the money supply. It is a tribute to Fried- 
man’s persuasive powers that the Committee Report approves this proposal 
even though the Staff Report does not. But the similarity between the Com- 
mittee Report and Friedman’s views ends abruptly—this much seems clear, 
even if the report’s outline of the scope of monetary policy is not-—since Fried- 
man had held that monetary policy ought in essence to involve no more than 
such expansion. That he would approve his own proposal in the setting sup- 
plied in the report seems rather improbable. 

Defense spending receives prominent treatment within the review of fiscal 
policy (which the Committee Report regards as having “prompter and larger 
effects” [3, p. 19] than monetary policy). It is argued that an increase in 
defense spending contributed to the short-period excess demand in 1955, 
that a cutback contributed to the 1957-58 recession, that these were avoidable 
errors, that such errors have been “one of the major causes of economic in- 
stability” since the second world war [3, p. 20], and that defense spending 
could to some degree be manipulated in the interests of positive fiscal policy. 

But what is most important is the proposal [3, p. 20] for stimulating 
growth through a combination of tight fiscal and easy monetary policy: run 
substantial budget surpluses in prosperous periods and use the proceeds for 
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debt retirement, thus encouraging investment at the same time as consump- 
tion is restrained. Changes in tax rates (income taxes in particular) are pro- 
posed as the principal discretionary fiscal tool. 

Advocacy of this program suggests some confidence that investment will 
be responsive to easy money (and hence, to some degree at least, to low in- 
terest rates) and that it will not be inhibited by other aspects of the program 
such as the lowered consumption-investment ratio. Any failure of investment 
would make the program’s results singularly unhappy ones. Yet, later, the 
Committee Report admits the gaps in our knowledge: “. . . further studies 
should be undertaken to determine what can be done to reduce the instability 
of plant and equipment investment. It may well be that it is impossible to 
stabilize these outlays, or that stabilization would lead to a lower average 
level” [3, p. 33]. It is also disturbing to read, at the beginning of Section 5 
that “effects of a higher interest rate structure on spending are quite moderate.” 

Section 5 (Debt Management) is lengthy; it ranges over such topics as 
Treasury consultation with the banking community on new bond issues, oli- 
gopoly in the New York bond market, callable bonds, and the bills-only 
doctrine. The recurring theme is that interest rates on federal issues have been 
higher than was necessary. (The report refuses to approve lifting of the 434 
per cent bond interest ceiling until “major reforms in fiscal, monetary and 
debt management policies are instituted.”) But the complaint is not that too- 
high rates have restrained spending and growth; it is that the Treasury has in 
this way needlessly spent money to the benefit of interest-receivers. However 
important the problem of debt-service cost may be in other respects, it takes 
` an effort of will to regard it as a central issue in the devising of policies suit- 
able for growth, full employment and stable prices. 

The Committee Report’s recommendations propose also a reordering of 
priorities in government spending so as to place greater emphasis on programs 
“essential to the Nation’s and the free world’s defense, to promote the well- 
being of our people, and to contribute to a higher rate of economic growth” 
[3, p. 24]. In addition to education, the high-priority items include missiles, 
combat troops, foreign aid, research in science and medicine, natural re- 
source conservation, and aid to distressed areas. The report insists that these 
proposals are perfectly consistent with its budget-surplus recommendation. 
The list of reduced-priority programs is, however, briefer: subsidies for agri- 
culture and business and “other resource-wasting Government programs.” 
The report submits two pages of familiar proposals for closing tax loopholes, 
and draws attention to the easing of financial and economic pressures that 
come with high growth of output. It does not add that programs designed to 
stimulate growth may by their nature generate new conflicts and pressures. 

The Committee Report has been reviewed at some length since its form 
entitles it to ranking as the capstone of the entire study. Its content does 
not. The selection of ideas from the Staff Report is casual; instead of sub- 
mitting them to proper intellectual discipline, the Committee Report is 
disposed to take excursions intc topics only peripherally related to the cen- 
tral issues. The Staff Report must bear some responsibility for the nature of 
the Committee Report. Yet the latter does an injustice to the competent 


ROBINSON: GROWTH AND PRICE LEVELS 999 


economists who were assembled for the study. And it performs little service 
for those who have felt that recent policies, pursued out of a zeal to protect 
the dollar against further depreciation, may have had unfortunate side effects. 


Tl. The Staff Report 


The suggestion that there exists a natural harmony between growth, high 
employment and price stability in the proper order of things pervades the 
Committee Report. The Staff Report [2] is under no such illusion. Its princi- 
pal theme is clear; it might be summed up as follows: Over-all monetary-fiscal 
controls are poor tools for the maintenance of price stability. Particularly in 
the manner of their application in recent years, the cost of so using them, in 
terms of lost output and growth, has been heavy, The mix of these policies 
should be altered, and new emphasis put on growth as a national objective. 

The Staff Report submits three sets of propesals, the latter two concerned 
with long-run growth and price stability. The first set deals with monetary- 
fiscal reform: (1) better management of defense spending to reduce insta- 
bility; (2) greater stress on discretionary fiscal policy—notably personal in- 
come tax changes—as a needed supplement to the automatic stabilizers; (3) 
more reliance on fiscal policy and less on monetary policy to achieve any given 
level of restraint; (4) within monetary policy, introduction of selective con- 
trols. This is an incomplete list; but presumably most of the remaining pro- 
posals, such as abandonment of the bills-only policy, are of somewhat less 
importance. 

These proposals draw on argument later developed at length within the 
report. The monetary policy chapter stresses the deficiencies of monetary’ 
policy as a precise instrument of control. The fiscal policy chapter notes “the 

- decline in fiscal restraint”: a declining ratio of budget surplus to GNP. It is 
suggested that underreliance on fiscal restraint (through reduction in total 
saving) and overreliance on monetary restraint have inhibited investment. 
The Staff Report does not follow the Committee in an explicit recommenda- 
tion that tight fiscal and easy monetary policy be used in combination (the 
topic is briefly discussed in Chapters 8 and 9), although it may be argued 
that this is the only position logically consistent with the report’s proposals in 
entirety. 

It will at once be apparent that neither the theme of the report nor any of 
the four proposals listed is new. These ideas have been commonly discussed 
in recent years and supported by many economists of impeccable professional 
reputation. What is new is that they should appear in combination in a form 
which offers some suggestion of official sanction. There has already been much 
angry criticism of the Staff Report, some of it to be expected of any such 
document which joins criticism of monetary policy to an attitude towards 
price level stability which—by the standards of recent official pronouncements 
—is downright casual. Moreover, “the Eckstein group” has not hesitated to 
pinpoint 1953 as the year the slowdown began, a choice which can hardly be 
expected to encourage Republican enthusiasm for the report. The authors of 
the report may have felt that the balance of opinion in government-sponsored 
documents needed evening up; that, at any rate, is the way it sometimes reads. 
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The 11 chapters in the Staff Report are uneven in length, style and quality. 
Chapter 1 is an introduction and summary. The proposals in Chapter 6 
(Unemployment) are in the main familiar: adjustments in the unemployment 
system, a federal program for chronically distressed areas, and so on. Chapter 
7 reviews some still more familiar ground in respect to agriculture; it adds 
little to the report. Chapter 11 deals with the United States in the world 
economy; its conclusions are not mentioned in Chapter 1, presumably because 
they deal with topics only peripherally related to the central interest of the 
report: the gold outflow, the competitive position of U.S. exports, and the use 
of the dollar as an international currency. Seven chapters thus remain for de- 
tailed consideration: three on growth, one each on fiscal and monetary policy, 
and two on the postwar inflation and policies to restrain market power. 


A. Growth 


' The fact that three chapters are devoted to growth indicates the importance 
accorded it as a policy objective. Any accusation of failure to stress the im- 
portance of reasonable price stability would be quite unfair. But the refer- 
ences, although frequent, are sometimes faintly perfunctory, as though the 
authors felt that stress on this topic by others had already pushed it into the 
area of diminishing returns, and that a shift in the balance of emphasis would 
be desirable. 

The genesis of the 4.5 per cent grcwth rate used in the Committee Report 
is interesting. Chapter 4 is a short but careful attempt to estimate the likely 
rate of growth through 1975. It stresses the uncertainties of projection, then 

- suggests 4.5 per cent as the probable upper limit attainable with good manage- 
ment and good luck in respect to all the numerous factors involved. Assuming 
no serious depression, 3.4 per cent is offered as the other end of this range; an 
intermediate figure of 3.9 per cent is also mentioned. The upper-limit figure 
receives rather more attention in Chapter 1, and in the chapter summaries 
which preface the entire report, things come out like this: “Actually, we can 
enjoy an even higher rate of growth, 4.5 per cent per year, if we try” [2, p. xxvi]. 
This is not the tone of the chapter. 

Considering the emphasis on growth, it is ironic that much of the material 
on this topic constitutes the report at its worst. Chapter 3 compares the 
1947-52 period against 1953-59, to the detriment of the latter: the growth 
rate was lower (2.2 per cent as against 4.6) and the speed of recovery from 
recession was slower. It may well be that the post-1952 period was one in 
which official policies yielded a payoff in price stability that was small in com- 
parison to the losses elsewhere, even on the basis of the marginal value scale 
of those disposed towards price stability. But the report pursues this topic 
elsewhere. In terms of policies for long-run growth, what is the meaning of 
performance during any such short period, or a comparison between two such 
periods? Moreover, the choice of pericds is an open invitation to partisan dis- 
sent. The minority statement published with the Committee report not only 
dissents, but notes the dubious propriety of using the 1947-52 period, bounded 
as it was by two wars, for favorable comparison. The use of such figures ex- 
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poses the entire report to a charge, of which it is in the main quite innocent, 
of crude statistical manipulation. It does little to advance the affirmative 
argument of the Staff Report: a serious proposal for greater use of discretion- 
ary fiscal policy demands as much bipartisan support as can be mustered, and 
the choice of such a v:negary approach is puzzling. 

Chapter 2, which reviews the significant factors in long-run development, is 
the basis for the Committee Report’s proposals for education and research. 
The list in the Staff Report is lengthy; it is in fact comprehensive in the sense 
of listing almost everything that could possibly have been listed. It is sub- 
mitted in support of quantitative rates of growth. Since scarcity is the funda- 
mental issue behind the growth problem, it is surprising to find proposals 
which suggest that the scarcity principle is nowhere involved. In an economic 
report, it might be expected that the recommendations be quantitative, that 
the proposals be given some order of priority, and that some estimates be 
made of marginal rates of return. Of course, these are in actuality impossible 
demands; earlier in the chapter, the report admits as much (and so its asser- 
tion that school aid is “the single most important step” becomes a statement 
of faith). But if quantitative estimates are impossible, the meaningful con- 
tent of these policy proposals as contributors to a 4.5 per cent growth rate is 
called into question. 


B. Fiscal and Monetary Policy 


The fiscal policy chapter is principally concerned with a historical review 
of federal government policies since the second world war. Otherwise it is 
confined to a few generalizations which it is suggested arise out of this ex- - 
perience, and a short but important series of proposals for the improvement 
of fiscal policy. Its generalizations include a recognition of the possible need 
to choose between full employment and price level stability; the chapter opts 
for greater emphasis on high employment. It is interesting that Chapter 1, 
which incorporates other parts of the chapter, omits this assertion, being 
content to argue that its proposals should “substantially reduce the present 
impasse between price level stability and a rate cf growth commensurate with 
our true potential” [2, p. 26]. Perhaps it was felt that a blunt statement 
would oversimplify the issues involved; but Chapter 8 is left with only brief 
analysis in support of its forthright assertion. Elsewhere, it furnishes some 
basic arguments used in both Staff and Committee Reports: insufficient atten- 
tion to the destabilizing impact of changes in defense orders, dwindling use of 
discretionary fiscal policy, and the need for strengthened automatic stabilizers. 
No attempt is made at an over-all survey of the uses and limitations of fiscal 
policy. 

Chapter 9 (Monetary Policy and Debt Management) is a different matter. 
It is by far the mast satisfactory part of the entire Staff Report in its attempt 
to furnish a comprehensive analytic background for the topic under discus- 
sion, The 115 pages of this impressive chapter incorporate a very considerable 
amount of recent thinking on matters related to monetary policy and debt 
management. Its viewpoints are sufficiently unequivocal and sufficiently un- 
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orthodox to assure an adequate supply of objections. Time and criticism may 
in dué course possibly invalidate some of these viewpoints; but they are neither 
foolish nor superficial. 

The treatment of general monetary controls in this chapter is not a kindly 
one. It argues that they are not general at all but apply most unevenly, and 
with a considerable lag. They have worked most severely on residential hous- 
ing—largely in consequence of the interest ceilings on FHA and VA mort- 
gages. The power of the Federal Reserve to restrict the total monev supply 
has been severely limited by bank holdings of government debt; so much of 
this is short-term debt that the locking-in effect during periods of tight money 
is small. Financial institutions may have become more sensitive to interest 
rate changes; but they have also become more ingenious in economizing on 
cash balances during tight-money periods, thus speeding up the velocity of 
money. 

To suggest that skill in mobilizing idle balances can be an offsét to tight 
monetary policy is to argue that such policy may prove clumsy in its applica- 
tion, not that it is useless. Unless there is no practical limit on the extent to 
which idle balances can be activated, limitation of the total money supply 
is still of vital importance. This is the essential backing for the argument 
prominent in the latter half of the chapter, that (in association with fiscal 
policy) monetary policy /as been effective in restriction, that it kas held down 
output and growth in a misguided attempt to control price-level increases. 
Already-published criticisms complain that this is working both sides of the 
street. 

Certainly the chapter would have been strengthened had it applied the same 
form of careful analysis earlier evident in order to demonstrate the consistency 
of the total argument. There is not much discussion, and what there is tends 
towards generalities. Thus [2, p. 396]: “It is quite possible that the sharp 
rises in interest rates in inflationary periods have been relatively ineffective 
in checking investment in the short run, while the gradual effects of the secu- 
lar upward drift have weakened the general incentive to invest.” The general 
incentive to invest, whatever it may be, presumably exists in the short run as 
well as the long. Even the secular period in question is rather short, unless 
something other than 1954-1959 is meant. 

A reconciliation (if one is needed) might emphasize that lags in operation 
are still longer than is commonly supposed; there is a hint of this [2, p. 393]. 
That would make monetary policy both effective (in that tight money can 
restrain spending) and ineffective (in that it may do so only long after the 
need for restraint has passed). But Friedman has stressed the significance of 
lags in suport of his own earlier-mentioned monetary policy proposal, e.g., his 
remarks [8]; if the Staff Report were to emphasize the length of lag, it might 
be regarded as veering towards the Friedman position—which in other re- 
spects it is not disposed to do. And there would remain the alleged unrespon- 
siveness of investment and consumer durable spending to interest rate changes, 
on which considerable stress is laid. The chapter is cool towards the distinc- 
tion between the interest rate and credit availability: “Doubtless there is 
something to it...” [2, p. 374]. 
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Whatever its shortcomings, Chapter 9 remains a well-marshalled summary 
criticism of monetary and debt management policy. But by the nature of its 
topics, it can at best do little more than provide a favorable setting for the 
affirmative argument of the total Staff Report. Success in Chapter 9 even poses 
some threat to that argument. For to stress the deficiencies of monetary policy 
is to imply that fiscal policy merits more credit for the past and more em- 
phasis for the future. But some cited objections to monetary policy (lag 
between times of need and application, uncertainty as to which way the wind 
is blowing) can easily be applied to fiscal policy. If it can be shown that the 
latter is equally clumsy and discriminatory in the small, then it may follow 
that the mild recessions of the 1950’s indicate a degree of control about as 
good as can reasonably be expected; and that is not quite the conclusion 
tow&&d which the report is directed. 

In any event, the logic of the Staff Report pcsition demands more than a 
simple advocacy of strength through growth. It requires some argument to 
rebut the official position—that is, analysis to demonstrate that the marginal 
gain in price stability resulting from recent policies was small and that the 
marginal loss in employment and output was large; it demands also a demon- 
stration that this low rate of substitution, or something close to it, would 
persist over a significant range if effective demand were carefully relaxed. 
Finally, the argument may have to deal with the fact that (if the investment- 
consumption ratio is too low) full-employment output does not automatically 
provide a growth rate that is considered desirable as the result of peering over 
one’s shoulder at an oncoming national competitor. These are all terribly 
difficult tasks, and even a moderate degree of success would be a major ac- . 
complishment. Š 


C. Inflation; the Schultze Paper 


Chapter 5 (Postwar Inflation) resembles the fiscal policy chapter in that 
its primary concern is with the historical record. But it submits even fewer 
recommendations, and its analytic note is more pronounced. This chapter 
together with the first three study papers [4] [5] [6] (notably the Schultze 
paper shortly to be discussed) represent a careful and thorough attempt to 
evaluate postwar price movements. 

The chapter notes the concentrated quality of the 1955-58 price rise: 
within the wholesale price index, steel and machinery components accounted 
for two-thirds of the increase. Elsewhere, the principal increases were in 
construction and in services (notably medical services). Steel is the subject 
of a separate study paper by Eckstein and Fromm [5]. Its conclusions are 
cost-push in nature: market power possessed by both industry and union, 
plus alleged government pressure for wage settlement, yielded a wage-price 
interaction. (The chapter seems to put more emphasis on the 1955 automobile 
wage settlement as a factor in the 1956 steel agreement than does the study 
paper.) The indirect consequences are stressed: a cost-push into steel-using 
industries, the influence of steel wages as a pattern-setter. 

Machinery prices in 1954-58 are explored in T. Wilson’s short study paper 
[6], with the conclusion that the demand pressure of the 1955 investment 
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boom played the primary role. (But it is possible that this is an area in which 
the inability of price indices to catch quality improvements may be marked.) 
In services, pressure of demand is again considered the principal factor; the 
same verdict is applied, although with more caution, to construction. 

Like all other important chapters in the Staff Report; Chapter 5 draws 
heavily on Charles L. Schultze’s analysis of the 1955-57 rise in industrial 
prices [4]. This reliance is well founded, since the study provides a con- 
siderable argument against the use of over-all controls to restrain a particu- 
lar kind of price-level increase. The Schultze study gives evidence of a gesta- 
tion period much beyond the ten-monath life of the Joint Economic Committee 
project. It is a measured and careful attempt to apply the literature on infla- 
tionary movements to the 1955-57 experience, and is itself a considerable 
addition to that literature. L 
-© Schultze effectively makes the point that it is impossible to “prove” either 
demand-pull or cost-push inflation by pointing to ex post material. If, for 
example, prices are “cost-determined” and wages are flexible, a surge of de- 
mand may have no immediate impact on prices. Instead, the output increase 
may raise productivity and profit margins. But industry members, bidding for 
extra inputs, will drive up wages; since prices are cost-determined, they too 
will increase. In such circumstances, to point to the precedence of wage in- 
crease over price increase as evidence of cost-push inflation is to oversimplify 
the process involved. But Schultze regards the distinction between demand- 
pull and cost-push as analytically meaningful. It reduces, however, to a differ- 
ence as to the manner of price determination—whether prices and wages are 
. flexible or cost-determined. “. . . the sensitivity of wages and prices to the 
state of demand proves to be the crucial factor” [4, p. 39]. To assume flexi- 
bility or sensitivity, after the fashion of pure-competition theory, is to in- 
cline towards demand-pull. Cost-push analysis considers prices to be regulated 
more by reference to some standard cost pattern and less by the state of cur- 
rent demand. The choice between these alternative assumptions as to the man- 
ner of price and wage determination is crucial if one takes some initial dis- 
turbance and seeks to trace out its consequences in terms of price-level be- 
havior or the relation between prices and full employment. 

The price rise in 1955-57 was small (about 3.5 per cent annually) for 
analytic purposes, but it was an incrzase in the rate of rise accompanied by a 
drop in the rate of output increase. It was cisturbing both to a public uneasy 
over the threat of inflation and to economists who could not dismiss it, as they 
could earlier rises, as a simple manifestation of excess demand. 

Schultze’s name has already become associated with a particular explana- 
tion of this rise. Actually, there are three—or four—strands to his account 
of the background forces involved. Explanation 1 is the now-familiar par- 
ticular-excess-demand account. Prices are inflexible against downward pres- 
sures. Consequently, any important shift in the pattern of demand will drive 
up prices among those industries favored by this shift; but there will be no 
corresponding price declines among those industries where demand has fallen. 
The average of prices will accordingly rise, even though there is no excess of 
demand in the aggregate, whenever demand shifts. 
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Explanation 2 is ancillary to No. 1. The demand-in-excess industries bid up 
wages and material costs in order to expand output. The demand-deficient 
industries thus experience a cost increase—they must match the wage increases 
brought about by the demand-in-excess industries—which they pass on as a 
price increase. Hence prices rise in these industries also. 

Explanation 3 pertains to excess demand in the aggregate. Having earlier 
noted that where prices are primarily cost-determined, a surge of demand can 
yield a series of lagged cost increases, Schultze notes [4, p. 71], “... the 
rapid and quite generalized rise in monetary demand during the recovery of 
1955 did leave a legacy of built-in price and wage increases which added to 
the selective inflationary pressures emanating, during the succeeding 2 years, 
from the capital goods sector of the economy.” 

Sehultze devotes little time to Explanation 3, evidently feeling that he has 
little further that is new to contribute. His repeated cautions against the use 
of aggregative analysis when dealing with inflation show his disposition toward 
Explanations 1 and 2. But he also stresses a fourth element: the rising im- 
portance of overhead costs. It is quite possible that this may ultimately prove 
as significant a factor in pricing behavior as downward price rigidity. 

The argument rests on evidence of a rising proportion of overhead costs to 
total costs. This ratic, as Schultze’s statistics seem to indicate quite clearly, 
has been rising throughout the postwar period. Behind lies a shift of input 
proportions against direct labor: such labor is being replaced by a combina- 
tion of new-type capital equipment and supervisory labor. Also, the ratio of 
relatively short-lived equipment to long-lived plant has risen substantially, 
thus increasing the depreciation element in fixed costs. : 

The rise in the ratio of fixed to total cost makes average cost (AC) more 
sensitive to output changes. Typically, capacity and minimum-AC levels of 
output have also been increased (it is evidently assumed that these two levels 
are close to one another). Until 1955, these increases were justified by corre- 
sponding increases in actual output. Thereafter, output increases failed to keep 
pace with the rightward-moving AC curve. Schultze thinks producers may have 
tried to recoup the consequent rise in AC through a rise in prices. 

It is evident from the combination of Explanations 2 through 4—and in 
part contrary to the impression which Explanation 1 might convey—that 
Schultze’s interpretation of price behavior leans heavily towards the influence 
of cost of production. In an introductory statement of the basic problem, he 
suggests that two major sets of factors demand consideration, namely (in a 
shortened version of his statement [4, p. 4]): (1) the impact of rising prices 
on aggregate demand, and (2) the impact of changes in demand on price. It 
is interesting that this interaction involves demand and price, not demand and 
supply. And the second is unorthodox, in so far as conventional theory indicates 
that the impact of a change in demand must always be to change price, save 
in particular instances far removed from the concern of the paper, such as 
the case of the long-run perfectly elastic supply curve derived from constant 
costs. The possibility which interests Schultze is that price will not change. 
If the critical interaction can be described as one in which demand and price 
are the elements, it is because price, in his analysis, is so closely associated 
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with supply: suppliers make the price; a change in demand may prompt them 
to change that price—or it may nct. The two scissors-blades do not have 
equal cutting-power. Consequently, a demand-pull theorist may find Schultze’s 
analysis unattractive, despite his insistence that all major inflations are 
demand-pull in nature, and that any zost-push movement must sooner or later 
be disciplined by the limiting factors of a fixed money stock or of a progres- 
sive tax system. 

If Schultze’s explanations are considered as generalizations regarding price 
behavior that apply over a wider p2riod than 1955-57, then it follows that 
we are in serious inflationary troub.e. The 1955 shifts in demand, however 
considerable, were well within the range to be expected with some frequency in 
an economy enjoying freedom of choice. Moreover, an emphasis on growth 
might well intensify such shifts. Our sole consolation is that price incyeases 
in the 1950’s were fairly moderate—and here, the facts are more comforting 
than the logic. A price system thet is basically cost-determined, but also 
flexible upward in the face of demard increases, has considerable inflationary 
potential; and that seems the system implicit in Schultze’s explanations. But 
there may be some conflict between these explanations, 

There is a basic shortcoming in the Schultze paper in that it does not 
utilize a consistent background thecry of price determination. To insist that 
its author provide such a theory, in additicn to his thorough exploration and 
analysis of a particular historical period, is to demand perfection. But this 
paper is a principal analytic prop for a major Congressional study, and it 
must be judged accordingly. 

For his analytic background, Schtltze relies [4, pp. 55-59] on the “modified 
full cost” price analysis of Heflebcwer, Lanzillotti, Gordon and others. But 
—as Schultze himself points out—this analysis provides only limited support. 
The full-cost price is commonly regarded as determined by the addition of 
some margin to prime cost or to full cost at some standard operating level. 
Because it does not recognize per-unit cost changes resulting from a departure 
from this operating level, it does noz help Explanation 4 (rising AC). Schultze 
must thus support this explanation by the appeal, “It is not at all unlikely 
that these higher costs formed the basis for price increases.” And he may be 
right, marginal analysis or no, The objection that producers will not dare to 
increase price in the face of intensified competitive pressure may not hold; 
there may be some trend towards thz example of the regulated-price industries. 
But this is still in the area of speculation. It is important to know if Schultze’s 
speculation is correct. If it is, then over-all monetary-fiscal policies are effective 
as price regulators—except that they work in reverse. 

Absence of a consistent theory cf price is more clearly evident in the con- 
flict between Explanations 1 and 4: one account has producers increasing 
price when sales exceed their expectations, while the other has them doing so 
when sales fall below expectations. Indeed, much of the full-cost argument 
can be turned against Explanation 1. If increases in output (which do not 
press too hard against capacity) improve both labor productivity and profit 
margins—a point on which the paper lays considerable stress—then the in- 
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centive to exploit a rising market by increasing price is weakened. If the 
firm’s goal is some target rate of return, expanded output means that this tar- 
get is more easily reached or surpassed without price increase. Moreover, the 
statistical backing for Explanation 1 is not strong: Schultze’s 48-commodity 
correlation between price changes and output changes is low, He gets a high 
correlation only by pulling out nine of the most uncooperative commodities, 
All that seems to come out of these statistics is that nearly all prices show a 
tendency to move upward, and that this tendency is a little more pronounced 
among commodities whose output is increasing most rapidly. 

Explanation 2 can be attacked in somewhat comparable fashion. Input 
prices can be expected to rise only in those cases where demand-in-excess 
industries compete for inputs with demand-deficient industries avd where the 
incr€gse in the former’s demand for inputs exceeds the decrease in the latter’s 
—it being remembered that demand in the aggregate is not excessive. In 1955, 
the wage-rate increase in industries at the top of the increase-in-output range 
was nearly identical with the wage increase in industries at the bottom of this 
range. Schultze seems to regard this as evidence that demand-in-excess indus- 
tries initiated the upward wage movement, which then spread throughout all 
of manufacturing. But the figures neither affirm nor deny this contention. 

Perhaps, as Chapter 5 of the Staff Report points out, and as Samuelson and 
Solow have also suggested [1], there may be no one all-purpose price theory, 
so that each of Schultze’s explanations is correct in its own place. But if such 
explanations are to become useful theories, we need an ex ante statement of 
the area within which each account can be expected to apply. So long as ex- 
planations are framed in general terms, without such a statement of the - 
territorial limits of each, it seems appropriate to pit one against the other in 
search of inconsistencies, It will be a happier prospect for the 1960’s if some 
of Schultze’s hypotheses túrn out to be wrong or to be limited in scope; and 
it will be a happier prospect for price theory if some tolerably uniform gen- 
eralizations about price behavior can be sustained. 

Whatever inner shortcomings, if any, there may be, the Schultze analysis 
remains a powerful reinforcement for the Staff Report, Yet a conclusion simi- 
lar to that which was suggested with respect to the monetary policy analysis 
may once again apply: Schultze’s paper advances the Staff Report thesis only 
so far; in some respects it may even be considered an embarrassment to that 
thesis. It is clear that over-all monetary restraint is a poor tool for dealing 
with the kind of price-level increase that Schultze describes. But the same 
conclusion applies to fiscal restraint. And a demonstration that price-level in- 
creases are so intractable may at least provide some justification for the degree 
of official stress which has been placed on the importance of this problem. 
Hence in order for the Staff Report to sustain its emphasis on growth, and at 
the same time to relieve public uneasiness that a growth program might in- 
tensify upward pressures on the price level, the Schultze paper would seem 
logically to demand of that report an adequate set of proposals for inflation- 
ary control. The Staff Report does submit proposals, in Chapter 10, now to 
be considered. As to their adequacy, there may be some division of opinion. 
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D. Anti-Inflationary Public Policies 


Chapter 5 in the Staff Report concludes that policies for restraint of price 
level increases must be “diverse ard flexible.” Diversity and flexibility in 
public policy are to be sought after even as beauty in women; but the specifi- 
cations are not easily drawn up in either circumstance. Chapter 10, at any 
rate, has limited success. 

This chapter, which occupies just over 9 pages in the Staff Report, pro- 
poses a vigorous and expanded anti:rust program and a reduction in tariffs. 
Hopes are expressed that some benefit might accrue from an annual business- 
labor conference. Finally, there is some discussion of various stages of gov- 
ernment intervention in the price-making process, policies which the chapter 
carefully warns must be considered only as a last resort. In this group, the 
most drastic measure cited is the establishment of an agency authoria@Al to 
suspend proposed price increases ard to hold hearings thereon. This is pre- 
cisely the kind of central power now vested in agencies like the Interstate 
Commerce Commission, and its menczion in a sense brings the argument of the 
chapter around full circle, since ir its earlier one-page elaboration of the 
proposed antitrust program, the chapter suggests that Congress re-evaluate 
the policies of such agencies, 

Perhaps it is true that [2, p. 439°: “By making the economy more compe- 
titive, antitrust activities serve not only to reduce inflation, they also help 
encourage a more rapid rate of growth.” But this is an unsupported state- 
ment; it is not adequately sustaiced by vague associations between price 
level increases and market power. It is not so long ago, at the close of the 
* second world war, that economists were wondering why prices rose less 
rapidly in the concentrated industries. 

The question at issue is not the use of antitrust laws as instruments of 
social policy, but their use for particular obiectiv.s. The Sherman Act was 
not written to restrain the rate of price-level increase, nor to sustain a desired 
rate of growth in national income. It is not uncommon, when demanding such 
things of the antitrust laws, to take out insurance by expressing disappoint- 
ment at their past performance the Staff Report is no exception); but 
unreasonable demands can lead only to further disappointment. Simon Whit- 
ney’s testimony before the Committee at the 1958 Hearings did not support 
the view that antitrust convictions bring about changes in pricing practices; 
and what is still more to the point, there is little support for it in Theodore J. 
Kreps’ study paper written for this Committee project [7]. 

At the very least, it is doubtful whether any feasible stiffening of the anti- 
trust laws would significantly alter price behavior. An attack on conscious 
parallelism is an attack on a sympiom. If it were to be pushed until it had a 
major impact on pricing practices, we simply do not know what the total 
consequences would be, except that to assume an impact confined to the 
manner of price-setting would be naive. As to this matter, rether more 
knowledge as to the sociology of pzice-setting than we now possess is needed. 

The antitrust proposal is still more puzzling to interpret (except as a 
simple compulsion to say somethizg) when it is recalled that (with the pos- 
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sible exception of construction) steel is the only industry discussed in Chap- 
ter 5 in which there is a close association between price increases and market 
power. 

Of course, the Schultze particular-excess-demand argument persists: it is 
the downward inflexibility of prices in the demand-deficient industries that 
pushes up the price average. But it follows that these are the prices towards 
which antitrust action should be pointed. Yet the Staff Report is notably 
cautious about associating downward inflexibility with market power. There 
is no hesitation in the monetary policy chapter on this point; but there is a 
mild defense of wage inflexibility in Chapter 5 that might well be interpreted 
equally as a defense of price inflexibility. This caution seems wise. As to 
downward inflexibility, “monopolistic conspiracy” is a name, not a theory, 
and® temporary suspension of judgment seems eppropriate. It is a phenom- 
enon still to be explained. Perhaps in part it is an illusion; but while there 
may be less inflexibility than the published figures would indicate, there is 
also more of it than marginal price analysis would indicate. 

If antitrust action will not work, then it follows that we know exceedingly 
little about proper measures for control of the price level except for such 
obvious (and just possibly sufficient) restraints as control over the total stock 
of money. And what is even more distressing, we know very little as to the 
quantitative terms of choice between the objectives listed in the title of the 
Committee’s study. 

In this respect, the Staff Report is unsatisfying. Chapter 1 asserts that 
much time and energy was spent in an investigation of the relation between 
growth and the price level; yet no summary conclusions are easily found. 
The report’s strengths lie in the evaluation of monetary policy and in the 
Schultze analysis. It makes a fairly good case that discretionary fiscal policy 
has been neglected and monetary policy overworked. On growth, it is notably 
less successful. We are all in favor of growth; what we want to know is how 
much growth at what cost in terms of what. 

There is a vast amcunt of useful analysis in the Staff Report, the hearings 
and the study papers. The central topics are difficult and complicated in the 
extreme. There are marks of haste and insufficient integration throughout 
the Staff Report; insu“ficient time is the obvious source of many of its short- 
comings. Bluntly put, it was ridiculous to expect that a staff could be assembled, 
hearings held, study projects assigned, and the whole enormous resultant mass 
digested, in less than a year. Viewed against the background of this limiting 
factor, the Staff Report emerges as a remarkably good performance. But if a 
comprehensive and penetrating study was really wanted, why was not ade- 
quate time allocated for its preparation? 
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The Origins of the Contributors to the A.E.R. 
During the ’Fifties 

A few years ago an analysis was made of the institutional affiliations of 
participants in the programs of the American Economic Association [2]. 
This note, an extension of that inquiry, reviews the institutional affiliations 
of contributors to the American Economic Review (apart from the Proceed- 
ing@); and identifies the institutions at which the contributors obtained their 
terminal degrees. 

There were 383 contributors to the AER in the last decade (1950-59). 
They produced 484 “titles” which encompassed 5,664 pages. An average of 
14.79 pages and 1.26 titles per author was recorded.1 The top 25 contributors 
accounted for 20 per cent of the tctal pages and 15 per cent of the total titles.” 

A contribution, or title, was defined to include articles, review articles, 
notes, communications, and memorials. Ordinary book reviews were not 
counted. Since some contributions had more than one author and sometimes 
these authors were associated with different institutions it was decided to 
make a page count for the contributions of institutions instead of a “title” 
count. When a contribution was written by more than one author the number 
of pages was divided equally among the authors’ institutions. Contributors 
were affiliated with 120 institutions. Table 1 shows the institutions in which 
contributions aggregating more than 100 pages had their origin during the 
last decade. . 

There was less concentration of authors in a small number of institutions in 
the case of the regular issues of the AER than in the case of the Proceedings [2]. 
Authors at four institutions had contributed about one-third of the papers in 
the case of the Proceedings. In this study authors at four institutions produced 
a little over one-fifth of the total.t Both the University of California and the 
University of Chicago repeated in the top four. No one institution dominated 
the contributions. The University of California, the largest contributor, pro- 
duced only 6.9 per cent of the total. Fusfeld’s conclusion still holds and is 
reinforced for the location of a contributor: 

The large universities provide their staff with more time for research, 

assistance of various types, and graduate students to dig up data. It would 

follow that people at such institutions would be discovering more, have 


*These averages were the simple arithmetic means of the total pages and total titles 
divided by the total contributors. There were 276 authors who contributed only once. 

2None of the top 25 contributors collaborated with each other, although 4 of the 25 
collaborated with some cf the other 358. 

* Over 90 per cent of the titles and pages were contributed by single individuals. 

‘If titles contributed (even when computed by different methods) are used instead of 
pages the relative rankings of the institutions is slightly different and the percentage by 
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TABLE 1—INstITUTIONS WITH WaicH AUTHORS WHO TOGETHER CONTRIBUTED 
100 PAGES OR More TO THE ASR, 1950-1959, WERE AFFILIATED? 


ee Per Cent of 
Institutions Number of Pages Total Pages 


University of California | 392 











6.9 
Massachusetts Institute of Technology 363 6.4 
Stanford University 309 5.4 
University of Chicago 218 3.8 
University of Michigan 214 3.8 
Federal Reserve System 200 3.5 
Johns Hopkins University 199 3.5 
University of California, Los Argeles 197 3.5 
Harvard University 185 3.3 P 
Yale University 164 2.9 
University of Wisconsin 158 2.8 
University of Pennsylvania 135 2.4 
Princeton University 134 2.4 
University of Illinois 133 2.3 
Vanderbilt University 112 2.0 
Northwestern University 111 2.0 
Carnegie Institute of Technology 102 1.8 
International Monetary Fund 100 1.8 
3,426 60.5 


a These statistics were computed by dividing the number of pages in each contribution by 
the number of authors and adding the results of these allocations according to the institu- 


+ tional affiliation of each author. 


TABLE 2—Ten INSTITUTIONS From WHICH LARGEST NUMBER OF CONTRIBUTORS 
(1950-59) OBTAINED THEIR TERMINAL DEGREES 











Per Cent of Total 


Institution Daas . Sample of 287 

ON SLULOrS Contributors 
Harvard University 62 21.60 
Columbia University 38 13.24 
University of Chicago ` 34 11.85 
University of California 20 7.00 
University of Wisconsin 13 4.53 
Yale University 12 4.18 
University of Pennsylvania 11 3.83 
University of Michigan 10 3.48 
Cornell University 8 2.79 
Stanford University 8 2.79 


more time for reflection, and corsequenily be able to produce more than , 
economists in a less favorable ervironment. It might also be argued that 





the top four institutions is a little under one-fifth of the contributions. However, the 
method used in Table 1 appeared to be more informative because of the problem of satis- 
factorily allocating the divided titles, 
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the large universities select the best from the profession, and it should be 
expected that such people would have a better performance record than 
others. 


The Handbooks of the A.E.A. [1] were used to locate the institutions at 
which contributors obtained their last, or terminal degrees. This was done for 
287 of the 383 contributors to the regular issues of the AER, 1950-1959. A 
little over’ 75 per cent of the located contributors had their last listed student 
affiliation with 10 institutions. Table 2 shows the number of contributors from 
these institutions. 


TABLE 3—Tue Ratio oF THE PERCENTAGE OF THOSE WHO CONTRIBUTED TO THE 
x PERCENTAGE OF THOSE PREPARING DISSERTATIONS 
FOR EACH OF 20 INSTITUTICNS? 











Institution Value of the Ratio 
University of California 2.92 
Harvard University 2.25 
Stanford University 2.15 
Yale University 1.99 
University of Michigan 1.58 
University of Chicago .92 
Cornell University .84 
Ohio State University 83 
Johns Hopkins University 72 
Brookings Institution 72 
American University 72 
University of Pennsylvania 70 
Columbia University 60 
Princeton University 60 
University of Wisconsin Ol 
University of Illinois 42 
Towa State University 42. 
University of Virginia .30 
New. York University .22 
University of Minnesota ll 








f 
a Ratios were computed for only those schools with 1 per cent, or more, of the sample of 
potential contributors. 


At first glance the top four institutions show a large dominating influence 
on the contributions to the AER. These institutions produced over 50 per 
cent of the contributors. Two facts should be noted. First, about one-third 
of all the contributors could not be identified as to their educational back- 
ground. Second, it is necessary to consider the institutional distribution -of 
former students in the population from which potential contributors come. 
This has been attempted by determining the percentage of candidates pre- 
paring doctoral dissertations in the top -ten institutions listed in Table 2 
between 1904 and 1950 [3]. It was found that students from these institu- 
tions represent about 70 per cent of the number of potential contributors 
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contained in the lists of those prepar-ng dissertations at all recorded institu- 
tions in 1904-50.5 Š 
However, there were some interesting differences between the percentage 

of those preparing dissertations and those who contributed to the AER. For 
example, Columbia University had 22 per cent of those preparing disserta- 
tions and 13.24 per cent of those who contributed. In contrast, the cor- 
responding figures for Harvard Uaiverity were 9.6 and 21.6 per cent 
In Table 3, the ratio of the percemtage of those who contributed to the 
percentage of those who prepared coctoral dissertations is given for each 
of 20 institutions. A value of 1 woud mean that the former students from 
a specific school were in the same proportion in the sample of the population 
of potential contributors as in the sample of the population of actual con- 
tributors. These ratios may only be suzgestive. 

Frank R. CLEARY* 

DANIEL J. Epwarps* 


ë The authors are aware of the fact that the lists of candidates preparing doctoral dis- 
sertations which appear in the AER may fal” short of completeness. 

* The data for this note was gathered by Cleary, a recent graduate of the University of 
Virginia. Edwards, a graduate assistant of the Bureau of Population and Economic Re- 
search, had been his instructor and acted as technical advisor for the research, 
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The First Two Decades of the American Economic 
- Association: Comment 


I will not pretend that I can add aaything of importance to Dr. Coats’s arti- 
cle on the early years of the Association. I think, however, that I can throw 
some light on the reason why the Asscciation met at Chautauqua in the summer 
of 1892. Ely was engaged to deliver a short course of lectures as part of the 
educational program of the camp meeting. It occurred to him, very naturally, to 
kill two birds with one stone. I had just finished my first year of graduate study 
in economics at Johns Hopkins, ani I decided to take in Ely’s lectures at 
Chautauqua. (I may have been one of the first to take my graduate work in 
economics in this country instead of Germany.) 

The Association met in Chicago Curing the summer of 1893 at the time of 
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the World’s Fair. I attended this meeting also. I have suspected that Ely ar- 
ranged for this meeting place also. 


T. N. CARVER” 


* The author, emeritus professor of economics, Harvard University, was president of the 
Association in 1916, 


Competition and Growth—The Lesson of West Germany: 
Comment 


In a recent article in this journal, Professor Egon Sohmen discusses the 
problem of rapid economic growth in develop2d countries, with particular 
reference to West Germany. Sohmen contends that this country’s successful 
reCWwery in the postwar years can be attributed to the renunciation of “post- 
Keynesian orthodoxy” and to its efforts to sustain a “more competitive 
economy.” He wisely concedes, however, that West Germany’s economy is 
far removed from the conditions of perfect competition. But at one point (p. 
994) he refers to a “more efficient resource allocation”; and indeed if there 
is to be any point to his argument at all, he must mean that resources were 
allocated in West Germany much more in keeping with personal and private 
preferences, as expressed through a competitive pricing mechanism, and muck. 
less according to central government influence, than was true in other West- 
ern countries. But if this is truly Sohmen’s thesis, it is one that is exceedingly 
difficult to reconcile with much that happened in West Germany during the 
period in question. 

The facts of recovery are not in dispute, Between 1948 and 1957, West ` 
Germany achieved a high growth rate, which is all the more remarkable when 
one considers the serious structural problems which the country faced at the 
beginning of this period. Housing and productive facilities had suffered 
extensive destruction during the war. In addition, there had been a large 
influx of refugees into the area of the Federal Republic in the years imme- 
diately after the end of hostilities. 

Many of the difficulties in the structure of production were not easily 
overcome. In some sectors of the economy, capacity shortages and bottlenecks 
persisted for a long time. Housing, especially in industrial areas, was pain- 
fully inadequate. A heavy volume of investment was needed, and it was of 
utmost importance that this be directed towards particular sectors and that it 
be restrained in less critical areas. 

If Sohmen’s argument were correct, private savings in sufficient volume 
would have flown smoothly into bottleneck sectors, because price rises in 
these sectors would have made investments especially profitable. As is well 
known, however, the volume of private voluntary savings was far from 
sufficient for the amount of capital formation needed, and with the low per 
capita income immediately after 1948 even very high rates of interest could 
scarcely have induced them. On the other hand, high-interest investible funds 
would have required substantial price rises in some important sectors of the 


1 Am. Econ. Rev., Dec. 1959, 49, 986-2003. 
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economy. Such price rises were, however, undesirable. One example may 
suffice. 

In housing, the government, acutely conscious of its refugee problem, did 
not leave matters to be settled by a free rise in rents. If rents had been 
allowed to rise sufficiently to make residential construction profitable for 
private funds, most of the income receivers in lower-income brackets would 
have been prevented from obtaining decent housing. For destitute refugees, 
however, this was an utmost necessity. Social considerations were of pre- 
dominant importance for investments in this sector, something which is indi- 
cated by the existence of a large prog-am calied “Social Residential Construc- 
tion” (sozialer Wohnungsbau).? 

As Sohmen says, “West Germany made considerable and highly successful 
use of tax legislation in order to spur capitel formation.” It did indeed but 
apparently Sohmen does not consider this centrally influenced program of 
resource allocation a sufficient departure from the principles of laissez faire 
to warrant the slightest attention, nor of suficient importance to alter his con- 
clusion that the evidence awarding credit for recovery to attempts at “strength- 
ening competition” is “overwhelming.” 

West Germany’s public authorities (federal, state and local government, 
the Equalization of Burden Furd [astencusgleich], and the social security 
system) either supplied or directed the bulk of all investible funds for net 
capital formation. It is estimated that between 1948 and 1957, of 213.5 bil- 
lion DM of domestic net investment and increases in claims against for- 
eigners and West Berlin, 92.8 billion DM—43.5 per cent—was furnished by 
` public authorities (19.8 billion DM coming from the social security system). 
These funds were used for investments made directly by public authorities, 
or for loans or subsidies to private irvestors, or for participation with private 
investors. A conservative estimate is that between 35 and 40 billion DM was 
granted in loans and other forms to the private sector during the period con- 
sidered. Large governmental savings were made possible by high tax yields and 
by relatively low defense expenditures. West Germany’s defense expenditures 
plus occupation costs were much lower as a per cent of GNP than the figures 
for such countries as France and Britain.’ 

Government’s influence on capital formation was not limited to the direct 


* Between 1950 and 1957, 33.7 per cent of all investible funds in this sector were sup-" 
plied directly by public authorities. Jf one adds tax exemptions granted for investments in 
real estate, the ratio is about 44 per cent. 

3 Germany’s defense expenditures as per cent of GNP were 7 per cent in 1935-36, The 
defense expenditures of West Germany (ither own defense expenditures or contributions 
to occupational cost) as per cent of GNP were: 


1948 54% 192 55.6% 1956 2.8% 
1949 5.6% 193 43% 1957 3.0% 
1950 4.5% 19% 3.9% 1958 2.8% 
1951 5.1% 1955 34% 


Source: Deutsches Institut für Wirtschaftsforszhung, Die Deutsche Industrie im Kriege 
1939-1945, Berlin 1954, p. 17. Statistisckes Bundesamt, Statistisches Jahrbuch, 1955 and 
1959, Stuttgart. 
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influence just mentioned. An extensive and complicated system of tax exemp- 
tions influenced the direction of flow of investible funds, and probably to 
some degree also the volume of that flow. Many features of this system af 
tax incentives persist up to the present time. The tax exemptions granted 
between 1949 and 1957 for purposes of capital formation have been estimated 
at 28 billion DM.® There can be no doubt that this was effective in changing 
and directing the preferences of private investors.® 

In addition to fiscal policy measures, West German public authorities influ- 
enced resource allocation in other selective wavs. Two cases will suffice. In 
1952, under the “Investment Aid Law” business in general was forced (not 
induced by tax legislation) to supply one billion DM, which was channeled 
into bottleneck sectors, especially mining and the iron and steel industry. 
O&Msionally monetary policy was also used selectively, particularly to favor 
exports. Between 1951 and 1957 more than 1.5 billion DM export drafts were 
each year rediscounted by the Central Bank at special rates, lower than the 
West German discount rate for internal transactions, in order to help business 
exporting to countries in which discount rates were lower than the domestic 
ones. 

If one takes into consideration fiscal and monetary policy, the often-heard 
argument that high interest rates prevailed during most of the period of 
rapid growth seems unconvincing. Many interest-sensitive sectors coulé 
obtain low-cost funds from public authorities, e.g., residential construction. 
In other cases, borrowers were permitted to issue low-yield securities with tax 
exemptions. Depending on the marginal tax rate of a lender, the effective 
vield of such a security could be high. It is well known that in the West 
German capital market an intricete structure of effective interest rates existed 
—together with a nominal interest rate, which was substantially below the 
bank rate—all determined to a large extent by fiscal authorities. This disap- 
peared only with the so-called “liberation of the capital market” in 1954- 
1955, with the increase in private investible funds made possible by rising 
income and a substantial reduction of fiscal interference in the capital market 
in 1955. 

Most of the selective fiscal measures which were adopted in order to over- 
come the many and serious bottlenecks have now been abolished. West Ger- 
man authorities considered thera as temporarily necessary for the quick 
restoration of structural balance. Whether West Germany would have regained 
this as speedily as it did without public influences is questionable. Had 


“Space limitations preclude any discussion of this system. 

ë This figure includes the tax exemptions granted under paragraphs 7a to 7f, 10, 10a, 32a 
of the West German income tax law; further, paragraph 36 of the “Investment Aid Law,” 
paragraphs 3 and 4 of the “Law to Favor Exports” and finally provisions under the “Law 
to Favor the Capital Market.” 

°A clever man well acquainted witk all tax exemption possibilities could substantially 
increase his profits after taxes. In 1957 West Germany was astonished to learn about the 
notorious Oetker case, a manufacturer of baking powder, who through a skillful use of all 
legal tax exemption possibilities managed to build up a whole fleet of freighters with an 
estimated value of 400 million DM. Profits channeled into ship building were tax favored. 
Der Spiegel, December 18, 1957, West German magazine. 


. 
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resource allocation occurred entirely according to competitive free-market 
forces, funds might not have flown in volume into the sectors vital for future 
growth, but for a considerable time relatively unprofitable. The interferences 
with private preferences were deeply deplored by many Germans—particularly 
the absence of a “free” capital market. 

West German postwar growth between 1948 and 1957 cannot be explained 
simply by a “high degree of compet.tion.” It is necessary to take into con- 
sideration the many structural difficulties which the country faced and the 
public policy medsures adopted to overcome them. These constituted a 
massive “interference” with competitive solutions. 

Karr W. RoskamMp* 


* The author is assistant professor of eccnomics at Brandeis University. He is indgpbed 
to Romney Robinson, Richard Eckaus and Wolfgang F, Stolper for suggestive coments 
on an earlier draft of this note. 


Competition and Growth—The Lesson of West Germany: 
Corament 


The Keynesian problem typically crises where effective demand or the rate 
of increase of demand is insufficient to utilize fully all the available factors of 
production, and it may almost be defined as a situation where an increase in 
demand would lead to an increase in outpui with little or no rise in the price 
level. The postwar era in Europe hes seldom been faced with this problem. 
It is therefore hardly surprising that, with the Keynesian problem of unem- 
. ployment largely solved, a chief m2ans of increasing output should be to 
improve the allocation of resources. Thus far it is difficult to disagree with 
Egon Sohmen [2]. However, his main thesis—that the rapid growth achieved 
in the West German economy can be attributed firstly to the degree of 
competitiveness achieved by virtue of Allied “trust busting” and secondly 
to the orthodox monetary policies pursued by West German governments—is 
much more difficult to accept. 

In view of all the clamor about the German “miracle” of postwar growth, 
it would be well to keep this achievement in proper perspective. The few 
figures in Table 1 suggest that, swift as the growth in real gross national 
product was, it is not relatively so striking when allowances are made for 
increases in population and working :orce.* 

The third column indicates how much of industrial growth was not attrib- 
utable to the increase in the labor force. Here Germany’s performance appears 
much less spectacular, and on this basis she ranks lower than Austria, France 
and Italy. 

In Sohmen’s judgment the linkage of greater “competition” with “more 
efficient resource allocation” and heace with growth, is quite firm. 


Monocausal explanations of unusual phenomena are always suspect, and 


1 Reliable figures are available only from 1950 onward. As Sohmen notes, the antitrust 
and anticartel policies are rapidly fading, amd so 1957 was chosen as the terminal year. The 
important years 1948-49 are not included, whereas the Korean boom period is, but this 
span seems to be the most suitable one, Al growth rates are compound ones. 
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TABLE 1—Varrous INDICATORS OF RATES or GROWTH, 1950-1957 





P Armia css loaa Anns Bale 
verage ual Rate Average Annual Rate verage ual Ra 
County | a ioes National | Of Growth of GNP | Ciia] Production per 

Product pet capita Industrial Employee 
West Germany 8.0 6.8 5.0 
Greece 7.4 6.5 — 
Austria 6.7 6.4 5.6 
Turkey 6.3 3.5 — 
Italy 5.8 5.2 6.9 
OEEC Countries 4.7 3.8 3.9 
itzerland 5.3 3.9 ii 
Be hee 4.8 3.9 5.6 
Netherlands 5.0 3.6 3.5 
Canada 4.6 1.9 3.7 
Portugale 4.4 3.5 — 
United States 3.7 1.9 2:1 
Sweden 3.3 2.4 3.0 
Belgium 3.3 2.8 = 
United Kingdom 2.5 2.3 1.9 
Norway — — 4.7 
Denmark 2.2 1.5 _ 
Treland 1.5 2.0 1.4 

a 1952-1957. 
Source: OEEC [5. Jan. 1960]. ‘a dash (—) indicates that data were not available, for ore 
reason or another. Bp 


rightly so. With all due respect to all other factors, biological, sociological 
and metaphysical, the conclusion is nevertheless inescapable that only 
more efficient resource allocation can explain the difference between West 
Germany’s rate of growth and that of other countries in a comparable state 
of development [2, pp. 993-94]. : 

The hypothesis that the attempt at strengthening competition deserves 
principal credit is here advanced with all due caution, but the evidence in 
its favor seems overwhelming [2, p. 994]. 


As we know, it is a tricky thing to bring abou: more competition, especially 
in a world where rather large firms abound. Whether or not changes in tke 
market structure alone will intensify competition is still a wide open question. 
(Nor is there yet a wholly satisfactory measure for “competitive” behavior 
and conditions.) If competition in Germany had been strengthened, it would 
be of greatest interest to have this demonstzated scientifically, especially 
since so much of Sohmen’s hypothesis rests on it. 

For evidence on this point, Sohmen simply refers to the Allied policies, as 
described in one study [6]. Although it has become customary to minimize 
the effects of these policies, Schmen offers no new evidence to set against, 
say, Wallich’s and Hansen’s conclusions.? Sohmen apparently holds that it 


2“Taking all measures together, one cannot help concluding that the effort of the United 
States to remake Germany in its own antitrust image has met with rather limited success” 
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was the increase in competition, not the level of it, that spurred growth in 
Germany and might do so in other countries. (He could hardly contend 
that competition in Germany during this period was in some sense greater 
than in, say, the United States.) In the present instance, this seems to mean 
that rather a little increase (so far as can be judged) in competition brought 
about rather a lot of growth. This is an ambitious hypothesis, and deserves 
the most careful research. In particular, it would be helpful to know in which 
markets the increased competition was correlated with greater growth. Most 
of all, one would want to know just ìow—by what mechanism—the enhanc- 
ing of competition is linked to great2r investment and output. 

Sohmen relies heavily on the method of argument which eliminates all 
possibilities until the favored explanation is left. This is an adequate method 
only if all possibilities are covered and the ones rejected are eliminatef for 
sound reasons. In this article it seems doubtful that Sohmen has fulfilled 
either of these conditions. His list of alternative explanations is rather incom- 
plete, including foreign aid, “German enthusiasm for hard work, the docility 
of German workers and the weakness of German unions that made a low 
wage level possible” [2, p. 991]. Nowhere does he come to grips with either 
Wallich’s [3], Hansen’s [1], or th2 British survey team’s [6] array of 
reasons.® It can hardly be said that increased competition is the sole remain- 
ing element, when the flow of immigrants, the relative fortunes, misfortunes 
and distresses of rival economies, the special buoyancies of a genuine recon- 
struction, and various structural changes within the economy remain to be 
_ considered. 

For example, Sohmen neglects the rather important factor shown in Table 
2, that the working force steadily increased as a proportion of the total pop- 
ulation. During roughly the same period the figures for the United Kingdom 
show an increase in working population to total population of only about one 
per cent. A relative increase in this proportion would, on its own, go a long 
way to explain Western Germany’s relatively faster rate of growth, and bears 
out column 3 of Table 1, If this point is to fit the Sohmen thesis it must be 
shown to stem from the increase in competition rather than from other factors, 
such as the influx of refugees and changes in social attitudes to the employ- 
ment of women. 





[3, p. 383]. Also: “The deconcentration of the commercial banks has probably been the 
least effective of the major Allied efforts” [3, p. 387]. As for Hansen: “Germany historically 
is par excellence the country of cartels, aad while the American Military Government 
made some effort to weaken the hold of cartels, the effort has met with relatively little 
success, and such success as there was appeers to be rapidly vanishing” [1, p. 12-137]. 


® Wallich, who stresses three broad areas of “factors”: (1) the conditions of the cold 
war, (2) geography, resources, immigrants, and the like, (3) policies of the Allies and 
Germans, concludes, “A great many circumstances and events beyond German control 
helped, and the respective roles played by good management and good luck are not easy 
to unravel” [3, p. 3]. 

Hansen, in de-emphasizing even the role of German “low-pressure” economic policy, 
stresses the “underlying real factors,’ most >f which Sohmen does not bring in [1, p. 171. 

The O.E.E.S. team gave a major emphasis to such deliberate policies as investment allow- 
ances and the famous investment assessments and the relatively major role of nonmarket 
investment in contrast to those who stress tne beneficial effects on investment allocation of 
monetary policy alone [6, p. 59-69]. 
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TABLE 2—WesTERN GERMANY’S INCREASE IN LABOR FORCE 





Year Ratio of Working Populetion | Ratio of Numbers Employed 


to Total Population to Total Population 
1949 `° 31.4 28.8 
1950 32.3 28.9 
1951 33.1 30.1 
1952 34.3 31.4 
1953 34.9 32.3 
1954 35.9 33.4 
1955 36.7 34.9 
1956 37.7 36.2 
1957 38.1 36.8 





Durce: Deutsche Bundesbank [4] and United Nations [7]. 


Sohmen acknowledges that the policy on investment allowances (surely an 
interference with market parameters) helped stimulate investment, but men- 
tions it only when disassociating this tax policy from functional finance. 
When one adds the Reconstruction Loan Corporation, the investment assess- 
ments, and other legislation affecting the capital market [6, pp. 59-69], one 
must ask if there were not significant deviations from “free market” policies 
on investment. 

On the whole a few general conclusions seem to follow from the varying 
views put forward by Wallich, Hansen, Sohmen and others. These are that 
an open economy must be wary of inflation; that high investment will prob- 
ably bring rapid growth; and that a large and prolonged flow of immigrants’ 
will soon, if work is found for them, enhance the GNP though not necessarily 
GNP per capita. These conclusions are scarcely revolutionary. 

Sohmen’s digs at “post-Keynesian orthodoxy”—whatever this means— 
seem largely irrelevant to the main issues of trust-busting and competitive- 
ness which he raises. An amplification of his views on post-Keynesian policies 
in general would be welcome. We offer no alternative single explanation in 
this paper for the German boom. The burden of proof lies, we think, upon 
Sohmen to disprove the more familiar explanations and to establish more 
fully the importance of his “monocausal” connection. Nonetheless, in re- 
opening this fascinating and complex area of controversy, Sohmen has boldly 
and lucidly challenged a consensus which may have needed some skepticism. 

ALASDAIR I. MacBEAN* 
W. GEOFFREY SHEPHERD* 


* MacBean is a junior lecturer at the University of Glasgow; Shepherd is a postgraduate 
student at Yale University who, at the time this paper was written, was holding a Ful- 
bright fellowship at the University of Glasgow. They thank James Pickett, A. K. Cairn- 
cross and Egon Sohmer. for their very helpful comments on the first draft, and the Ful- 
bright Commission for financing Shepherd’s stay. 
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Competition and Growth—The Lesson of West Germany: 
Comment 


Sohmen explains the German grow-h by reference to the forces of competi- 
tion. Few would deny that competition may spur growth. But Sohmen’s 
dismissal of another—and some world argue more powerful—factor cayffot 
be left unchallenged. This is simply the very high ratio of capital formation 
to gross national product in the Feceral Republic. If the United Kingdom 
and the Federal Republic are taker as two economies in similar stages of 
economic development, the difference is striking. Over the years 1950 to 
1958 inclusive, gross domestic fixec capital formation (in machinery and 
equipment) took 8.4 per cent of the United Kingdom’s gross national product 
at factor cost in 1954 prices, and n> less than 13.1 per cent of that of the 
Federal Republic. It would be surprising if this factor alone did not account 
for most, if not all, of the difference between the rates of growth in the two 
countries. 

These figures conceal the really important ones, viz. the amounts of re- 
-sources devoted to net investment. Ome would expect that the ratio of replace- 
ment investment to gross investment would be much lower in Germany than 
in the United Kingdom since the war, simply because of much greater de- 
struction and dismantling of existing equipment during and immediately after 
the war. The data support this view. In the years 1954 to 1958, the propor- 
tion of replacement investment in gross investment in Germany averaged 42 
per cent, and in the United Kingdom 54 per cent [2] [3]. Thus a given vol- 
ume of real resources devoted to fixed capital formation in these years pro- 
duced a much larger addition to existtng production facilities in Germany than 
in the United Kingdom. One would guess that this was an even stronger 
tendency in the earlier years of the 1950's. 

How was it done? One can conveniently distinguish between the factors 
that caused this high rate of capital formation, and those that permitted it. 
The former are obvious—the need io reconstruct, the desire to satisfy the 
compelling export demand for the sor: of goods Germany can supply, the com- 
mon urge of businessmen to control lerger rather than smaller units, and so on. 


1Sohmen’s implied refutation of this vier by taking Norway as an example of a country 
with an even higher rate of capital formation but a lower rate of economic expansion, of 
course, fails. As a matter of policy, the Norwegian authorities, faced with an economy 
possessing limited natural resources, have deliberately promoted investment in shipbuilding 
and public utilities, both with a high capital-output ratio. If there had been other more 
“profitable” outlets, they would doubéless have been preferred. The German economy was 
fortunate in possessing such outlets at a fime when world markets, especially in Europe 
itself, were clamoring for just such produds as Germany had always produced. 
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These are common to both the United Kingdom and Germany, though no 
doubt operating with different strengths at different times. It is not clear 
why Erhardian competition alone should have been a potent factor. 

Much more important in explaining the difference between the two econo- 
mies are the factors which permitted the high level of capital formation in 
Germany. What other demands on the GNP were lower in Germany than in 
the United Kingdom? Three spring to mind—nonproductive (social) invest- 
ment, especially housing and construction, defense, and personal consump- 
tion. Sohmen looks at these demands on Germany’s GNP and argues that the 
first was very large (and in particular larger than in the United Kingdom), 
the second was admittedly lower than in the United Kingdom (although not 
all that much), and the third was not low by German standards (which of 
c@yse proves nothing). 

To take nonproductive investment first. The OEEC tables of national ac- 
counts do not distinguish between residential and other construction, but 
these two together tended to fluctuate around 10 per cent of Germany’s GNP 
at 1954 prices, compared with about 7 per cent in the United Kingdom. This 
difference arises mainly from the very different housing needs in the two coun- 
tries. 

When we come to defense expenditure, a similar quantitative difference oc- 
curs, but in the opposite direction. Over the years 1950 to 1958 inclusive, 
defense expenditure accounted for 4 per cent of Germany’s GNP, and 7.7 
per cent of the United Kingdom’s. Sohmen admits to a difference of this 
order, but apparently believes it to be of no importance. This is under- 
standable since of course it tends to undermine his case. : 

If we add together the demands made on the economy by the needs of 
construction and defense, we find that between 1950 and 1958 the annual 
average in West Germany stood at 13.6 per cent of GNP, and in the United 
Kingdom at 14.5 per cent. Thus these two “unproductive” demands required 
one per cent more of available resources each year on average in the United 
Kingdom than in West Germany. Had these additional resources instead been 
available for investment in machinery and equipment in the United King- 
dom, the level of capital formation there could each year have been more than 
one-eighth higher. 

This is not a very large difference. The crux of the matter comes when we 
examine the proportion of resources used for private consumption in the two 
countries, Between 1950 and 1958 inclusive, private consumption in West 
Germany amounted to 59.4 per cent of the GNP at market prices. In the 
United Kingdom, it amounted to 67.2 per cent. I imagine that Sohmen be- 
lieves he has answered this point by his sentence: “. . . consumption was not 
unusually low in West Germany by prewar German standards” [1, p. 992]. 
This is true—in 1935, the Nazi government allowed private consumption to 
absorb only 59 per cent of the GNP. But it is also irrelevant. The point is 
simply that German consumption levels are very low by European standards. 
The only other European economy where consumption expenditure accounts 
for so low a proportion of the GNP is the Netherlands (60.5 per cent in 
1958). The rest range from Norway (62 per cent) to Austria, France and 
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Italy (each 66 per cent) up to Portugal (83 per cent) [5, pp. xii-xxviii]. It is 
this very low average propensity to consume which is clearly of supreme im- 
portance in explaining the ability oz the German economy to invest such 
a high proportion of its resources, and consequently to grow at such a fast 
rate. ‘ 

Sohmen dismisses this view, and acds that in any case it would require its 
holder to accept Say’s Law. This is of course a nonsequitur. If autonomous 
factors are strong enough—and in postwar Germany they have been—then 
freeing resources by restricting consumption will increase investment, not 
depress it. 

This is neither to condemn nor tc praise the fact of a low consumption 
level as such. It was simply a means to an end. But it was also the result of 
other factors, The most important of these has been the low share of wafts 
and salaries in the national income. Between 1950 and 1958 inclusive, the 
share of wages and salaries, after tae receipt of public transfer payments 
and the payment of taxes on incomes and insurance contributions, in the 
GNP at current prices averaged 58 per cent in the United Kingdom, and 
just over 47 per cent in West Germany [2, p. 5] [3, p. 15]. 

It is not difficult to find a reason fo? this low share in West Germany. There 
is a clue in the rise in this share in tke last few years, and especially in 1957, 
1958 and 1959. These are the years when the level of unemployment began 
to approach what most other countries would regard as tolerable. Until these 
years, the German trade unions were in a very weak bargaining position. The 
currency reform of June 1948 denuced them of funds (along with all other 
‘holders of liquid balances), so that they were quite unable to finance strikes. 
The steady inflow of refugees from -he East, coupled with and contributing 
to the high level of unemployment, greatly undermined their bargaining posi- 
tion. And finally the German neurosis about inflation no doubt damped down 
any ardor left. It is not surprising, therefore, that wages and salaries should 
have been so low a proportion of naticnal income.? 

My conclusion therefore is that Sonmen’s case is illfounded, and misleading 
both as a lesson (which it was his aim to provide) for policy and as a guide 
to the future of West Germany. Nov that full employment has been reached 
and the inflow of labor from the Eest has dropped, the share of wages and 
salaries in the national income is likely to rise, and so too is the proportion 
of consumption expenditure. It will then became much more difficult to induce 
German consumers to abstain from present consumption so nobly as they have 
done in the past. If German firms continue to possess the same urge to ex- 
pand (which has in the past had litte to do with Erhardian competition, and 
much more to do with ample labor supplies and very strong overseas demand) 
then the authorities will be faced with the familiar “British” problem of excess 
demand. It will then become very difficult for the German economy to main- 


? Sohmen’s arguments trying to demonstrate that German trade unions were on the con- 
trary, militant and successful [1, pp. 991-92] are extremely feeble. Indeed his admission 
[1, p. 991] of their “self-restraint in matters of wage policy” is precisely my point here. 
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tain its rate of growth of the early 1950’s. This is already the case in 1959-60. 
Rocer G. Opre* 
* The author is lecturer in economics at the London School of Economics and Political 
Science. 
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Competition and Growth—The Lesson of West Germany: 
Reply 

It is highly gratifying to be able to conclude after reading the three com- 
ments that the principal theses of my article remain virtually unscathed. This 
is not to deny the merits of my critics, nor to assert that this exchange will 
settle the complex issues involved. The present discussion should amplify and 
clarify a number of points that could only be inadequately discussed in the 
limited space of a journal article. 

1. A remarkable human tendency to explain what happened ex post facto as . 
having been bound to happen under the given circumstances frequently makes 
people advance certain factors as causes of the high German growth rate 
which before and during the event were almost unanimously accepted as 
formidable obstacles to its realization. It seems at least as natural to assume 
that the millions of destitute refugees were, on balance, as much a drain upon 
as a gain to the German economy, and to hold that their urgent needs should 
have made the achievement of a high rate of investment, a prerequisite for 
their useful employment in an economy starved of capital, considerably 
more difficult. 

Apart from the fact stressed by MacBean and Shepherd (Table 1) that 
part of the increase in industrial production was due to the growth of the 
labor force, the more modest, but still remarkable, increase of labor pro- 
ductivity in industry—an average of 5 per cent per year from 1950 to 1957— 
also reveals that the explanation of the German growth rate on the basis of 
the “special buoyancies of a genuine reconstruction” (p. 1020) is not as well 
founded as commonly believed, at least for the years after 1950. While they 
stress the growth of the total labor force, MacBean and Shepherd fail to 
add that one of the main reasons for their result is the much faster relative 
growth rate of employment in industry at the expense of other sectors. The 


‘This was stressed in my article [4, p. 990, n. 13]. 
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observation that much of West Germany’s growth is explained by a swift 
reallocation of resources on a large scale (with labor productivity within each 
sector increasing at an impressive, but not exceptionally high rate) is surely 
not in conflict with my basic thesis. 

But even the view that a substantial increase in the total available labor 
force must necessarily produce the high aggregate growth rates observed in 
West Germany need not, I believe, be refuted in detail. The. degree of flexi- 
bility required to perform this task successfully is precisely what needs ex- 
planation. Further explanation is also needed for the increase in the ratio of 
working to total population. I suggest that this increase reflects the fact that 
incentives to work have increased at a remarkable rate, a factor that is surely 
not independent of West Germany’s economic policies. 

2. Roskamp as well as MacBean and Shepherd dispute my contention,t@at 
the West German economy was highly competitive during the crucial years. 
Roskamp’s disagreement is mainly due to his belief that competition neces- 
sarily implies consumers’ sovereignty. At least in theory, an economy can 
conform to the model of perfect competition when a large proportion of the 
means of production is collectively owned, or when the exact composition of 
final demand is determined dictatorially by planners’ preferences. Similarly, 
neither sumptuary taxes nor goverrmental subsidies need make the market 
for the commodities concerned any less competitive, if we follow the usual 
definition of the degree of competition as the degree of control of individual 
producers over the prices of their products. On the other hand, it is also pos- 
sible (and true more frequently then not) that an economy may be ridden 
- with imperfections while its consumers enjoy perfect freedom of choice. Ros- 
kamp’s examples do not, therefore, in any way contradict my basic thesis. 

While there is not a single passage in my article that would suggest that 
the West-German government does not take an active role in economic affairs, 
it is nevertheless generally admitted that there has been much less government 
intervention in West Germany than in most other European countries during 
the postwar reconstruction period. An important characteristic of West Ger- 
man policies has been, moreover, an emphasis on marktkonforme measures 
rather than direct controls; in other words, a preference for the carrot rather 
than the stick. In many instances mentioned by Roskamp, government inter- 
ference only tended to correct serious maladjustments whose direct elimination 
would have been politically unfeasible. This can be said of the subsidies for resi- 
dential construction in conjunction with the taboo concerning rent controls, 
for example, or of the investment aid for the basic industries where price 
ceilings continued after 1948. These measures undoubtedly tended to guide 
resources more closely toward the uses indicated by consumers’ preferences 
rather than away from them. 

One can hardly argue (this argument is liable to be read into Roskamp’s 
comment) that export promotion has accelerated West Germany’s rate of 
growth. An economy endeavoring rapid reconstruction would obviously do 
better to keep its resources at home (or even to borrow abroad) rather than 
artificially to encourage their exportation.” 


? Incidentally, if Opie had added the export surpluses to what he calls the “unproductive” 
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MacBean and Shepherd contend that I have not established my claim that 
competition (on whose definition we seem to see eye to eyé) was stronger in 
West Germany than elsewhere. I do not see any more hope of establishing 
quantitative measures of degrees of competition than they do. Let me repeat 
once more, however, that measures whose radicalism is without precedent 
were undertaken in West Germany to break up concentrations of market 
power and to prohibit restraints of trade [4, p. 987]. In addition, West Ger- 
many’s commercial policies are generally recognized to be among the most 
liberal in the world, and the country has enjoyed the rare experience of having 
a supremely energetic Minister of Economic Affairs who has usually thrown 
his weight in the balance whenever competition appeared to be seriously 
threatened. The behavior of labor unions was generally such that labor mar- 
kefs gnay not have been too different from what they would have been had 
competitive conditions prevailed. It seems difficult to maintain that all this 
did not significantly enhance competition. At least labor markets must be 
judged to be signiiicantly less competitive in the United States. 

The three contributions of my critics are not the first instance in which I 
have detected a misunderstanding of the true significance of efficient resource 
allocation in a compe-itive economy. In the eyes of many people, competition 
seems to be associated merely with the choice of one particular point among 
those available on a society’s production possibility locus. What counts at 
least as much is that allocative distortions can make an economy operate far 
below this locus as a result of imperfections in the markets for factors and 
intermediate goods, even though all resources are employed to the fullest ex- 
tent. 

3. The role of investment is the issue most hotly contested by all four 
critics. On reading the three comments, one is liable to conclude that West 
Germany was the European country whose government attempted most force- 
fully of all to stimulate capital formation by artificial incentives, or where a 
larger proportion of investment was directly or indirectly controlled by the 
governinent than elsewhere. For anybody with a knowledge of the European 
scene, this conclusion (which was not intended by my critics, I hope) is 
patently absurd. With few exceptions, other governments have exercised more 
direct control over the allocation of investment funds. West Germany, in 
contrast to many other European countries, did not launch an extensive na- 
tionalization program after the second world war. Germany did not have a 
Monnet Plan, or a Capital Issues Committee of the British type; nor did 
any prominent German economist find cause to complain, as Roy Harrod did 
in England, that “the Government . . . has put into operation excessive capi- 
tal programmes” [2, p. 29]. It is for the simple reason that most other govern- 
ments have practiced much tighter systems of investment control, and that 
many of them have fared rather badly with them (some with lower, some 
even with higher ex post investment ratios than West Germany) that I did 
not present this aspect as a distinct factor in the German growth process. 


claims on the national product, construction and defense, his conclusion that the United 
Kingdom was in a less favorable position than West Germany with respect to the availa- 
bility of resources for domestic capital farmation would have been reversed. 
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The observations of my critics make rather strange reading in the light of 
the severe criticism of German investment policies by the economists in the 
U. N. Economic Commission for Eurppe: 


The lack of balance in the expansion can be explained by the lack of any 
coherent investment policy. In western Germany, the determination of the 
direction of investment has been [eft very largely to individual entrepre- ` 
neurs. . . . Fixed investment, at 20 per cent of total available resources, has 
been relatively high, but the shares of transport, mining, steel works, pub- 
lic utilities and agriculture in the total have been abnormally low. 

Thus if the Government of western Germany is to get rid of its depressed 
areas it will, as is now generally admitted, have to assume considerably 
greater responsibility than hitherto for redirecting investment into chan- 
nels where it can fructify for the benefit of the community [5, 195%, 
p. 151]. 


For proper perspective, Table 1 presents average ratios of gross domestic 
fixed investment to gross national product for the OEEC countries, the 


TABLE 1—AVERAGE RATIOS OF Gross Domestic FIXED INVESTMENT TO 
Gross NATIONAL Prooucr, 1950-1957 (PER CENT) 














Norway 28.2 Denmark 17.5 
Iceland 26.9 France 16.7 
Canada 23.2 Belgium 16.3 
Switzerland 23.1 United States 16.6 
Netherlands 22.0 Greece 14.5 
Luxembourg 21.2 Ireland 14.5 
Austria 21.0 Portugal 14.0 
West Germany 20.6 United Kingdom 14.0 
Italy 19.7 Turkey 13.8 
Sweden 19,3 


Source: OEEC [3]. 


United States and Canada. It shows that the German ratio is matched or sur- 
passed by a number of countries. If the British ratio has been abnormally 
low, it was certainly not for lack af effort. While Opie expounds on the low 
West German consumption levels, we remember that “austerity” was the 
catchword of British, not of German, economic policy for many years, and 
that nobody in Germany has felt moved at any time during Erhard’s tenure 
of office to wonder “Are These Hardships Necessary?” The statistics seem 
to show to the careless observer that the British people frolicked frivolously 
during the postwar years by devouring the lion’s share of its national 
product, but the impression of most residents of the United Kingdom was, 
on the contrary, that they were livicrg miserably. Germans, on the other hand, 


«For several years the British people have been accustomed to see their consumption 
rise by much less than the national output” [5, 1950, p. 155]. 

“Here at home, as the forties ended, Britain was living on a ration standard of three 
ounces of butter and one egg a week.” “Farewell to the Fifties,” The Economist, Decem- 
ber 26, 1959, pp. 1219-21. 
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remember a substantial rise in their living standards precisely after the cur- 
rency reform of 1948. Consumpiion in West Germany did rise phenomenally 
after 1948: The average annual increase in real per capita consumption be- 
tween 1950 and 1959 was 6.3 per cent. The average rate of increase for 
Britain, on the other hand, was 1.8 per cent. On two occasions, 1950/51 
and 1951/52, per capita consumption in the United Kingdom actually fell 
by 1.9 and 1 per cent, respectively [3]. In spite of the upsurge of personal 
consumption in West Germany, its proportion to gross national product re- 
mained low and was even falling slightly. For the share of personal consump- 


TABLE 2—AveraGr ANNUAL RATE OF INCREASE OF REAL Hourty WAGE RATES 
J (Index of wage rates divided by cost-of-living index) 
DA 
1950-1953 1950-1957 
(per cent) (per cent) 








France 

West Germany 
Canada 

Sweden 

Belgium 
Netherlands 
United States 
Austria 
Denmark 
Norway 

United Kingdom 
Italy 
Switzerland 
Ireland | 


ma a me RDO OTST OR OA IO 


CORPNDNNNNNAWWUWN 
cs 


5.2 
6.0 
5.2 
3.8 
2.6 
1.8 
2.1 
4.0 
2.8 
2.9 
0.5 
0.6 
0.0 
0.6 


Source: OEEC {3}. 


tion to fall, it was not necessary to “induce German consumers [nobly] to 
abstain from present consumption,” as Opie puts it (p. 1024). All that 
was required was for the gross national product to rise even more sharply and 
for the well-established Duesenberry-Modigliani-Friedman “ratchet effect” 
to occur. 

With some astonishment I read that I was “trying to demonstrate that 
German trade unions were . . . militant and successful” (Opie, p. 1024 n.). I 
wrote, on the contrary, that “it cannot be disputed that unions did not bargain 
for higher wages with quite as much determination as they did in other 
` western countries. Whatever the reason . . . the result would have been the 
same had it indeed been weakness... .” [4, p. 997]. I continued with an un- 
blushing endorsement of Henry Simons’ position on labor unions and thought 
I had made it fairly obvious that I considered the behavior of West German 
unions during the recovery period reasonably close to a competitive pattern. 
As to the alleged lack of success of German workers in achieving wage in- 
creases, Table 2 shows comparative figures on the development of real wages 
in some important countries. One need not argue weakness to explain the 
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fact that German workers were more than lukewarm about engaging in labor 
disputes in view of the remarkable increase in their earnings.* 

I had used the example of Norway, the country with the highest investment 
ratio in the Western world, to point out that a high level of capital formation 
may fail to guarantee a satisfactory rate of growth if resources are misal- 
located sufficiently seriously [4, p. 992]. According to Opie, this example 
“of course, fails” (p. 1022 n.}. Again, natural factors rather than policies ex- 
plain the phenomenon. In this case, a shortage of natural resources is in- 
voked. One wonders why Switzerland, for example, a country with even more 
limited natural resources, could achieve a higher growth rate with only four- 
fifths of the Norwegian investment ratio during the 1950’s. 

4. My critics profess not to appreciate the bearing of my remarks on 
“post-Keynesian orthodoxy” on the issues under dispute. The past twelve 
years have seen a continued campaign of condemnation of the West German 
government for its alleged failure to engage in sufficiently expansionary poli- 
cies. Opie explicitly concurs in this criticism by remarking that only in 1957, 
1958, and 1959 did the level of unemployment in West Germany begin to 
“approach what most other countries would regard as tolérable,” and by 
poking fun at “the German neurosis about inflation” (p. 1024). At the same 
time he maintains, however, that “if autonomous factors are strong enough— 
and in postwar Germany they have been—then freeing resources by restricting 
consumption will increase investment, not depress it” (p. 1024; my italics). 
MacBean and Shepherd assure us likewise that “the postwar era in Europe 
has seldom been faced with [the Keynesian] problem” and that, presumably 
also in Germany, “the Keynesian problem of unemployment [was] largely 
solved” (p. 1018). These assertions may again be contrasted with what the 
U. N. Economic Commission for Europe had to say during the event [5, 1949, 
pp. iv, v, 67; 5, 1950, p. 150]. 

Judged by all the available evidence, “post-Keynesian orthodoxy,” which I 
would define as the advocacy of expansionary monetary and fiscal policies to 
secure full employment under any and all circumstances, all too frequently 
combined with little regard for the allocation of resources, has already proved 
beyond doubt to be an unambiguous failure, although I am fully aware that, 
having acquired some of the characteristics of a genuine ideology, it is assured 
of a long lease on life. To avoid’ the danger of being misunderstood, I want 
to emphasize as forcefully as possible that opposition to “post-Keynesian” 
remedies does not, of course, imply an endorsement of unemployment as an 
alternative. First of all, changes in the institutional setting and the structure 
of markets are to some extent alternative means of countercyclical policy. 


*Opie’s claim that the share of wages and salaries in West Germany’s national income 
is abnormally low is based on a comparison with the United Kingdom. I stressed [4, 
pp. 991-92] that while the share of wages and salaries before deductions is lower in Ger- 
many than in the United Kingdom, it has been the second highest in Europe. To quote the 
share after deductions gives a somewhat misleading impression since the social security 
system is more highly developed (and, be it noted, strongly endorsed by the union move- 
ment) in West Germany than in most otker countries. The bulk of the deductions there- 
fore has to be regarded as a legitimate part of workers’ real incomes. 
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With very few exceptions, they go unrecognized in the standard presentations 
of the Keynesian framework, or are forgotton, at any rate, when it comes to 
policy recommendations. Secondly, it should have become obvious that ex- 
pansionary monetary and fiscal action may under certain conditions become 
badly blunted and will in the long run lead to serious allocative maladjust- 
ments in’ some institutional settings widely found in the real world. Greater 
market pressure on administered prices and the elimination or at least soften- 
ing of oligopolistic warfare in labor markets—in short, measures to intensify 
competition—are not only, I submit, indispensable conditions for the effi- 
cacy of the customary macroeconomic policy tools, but will themselves go a 
long way in damping cyclical fluctuations, 

Neo-liberal policies have constantly increased in popular appeal over an ex- 
tefal period (not only in Germany) and are now being endorsed by many 
who were formerly among their harshest critics. Earlier than I would have 
dared to predict, the ideological metamorphosis of German socialism sketched 
in my article [4, pp. 1001-2] has produced one of the most remarkable docu- 
ments of our time, the Godesberzer Programm, drafted and accepted by an 
overwhelming majority at an extraordinary party congress in November 
1959. I would like to close with a few quotations from it: 

Free consumers’ choice and free choice of one’s place of work are important 

foundations, free competition and free entrepreneurial initiative are im- 

portant elements o: social-democratic economic policy. . . . Totalitarian 

economic regimentation destroys freedom. The Social Democratic Party 
therefore endorses free markets wherever genuine competition exists. 

Where markets become dominated by individuals or groups, on the other 

hand, a variety of measures may be called for to preserve freedom in the 

economy. Competition as much as possible, planning as much as necessary! 

[1, pp. 13-14]. 

Econ SOHMEN* 

* The author is assistant professor of economics at Yale University. 
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International Trade and Economic Expansion: Comment 


In a recent article in the American Economic Review, Mr. J. Bhagwati? 
examined the effects of economic expansion on the terms of trade of an ex- 


1J. Bhagwati, “International Trade and Economic Expansion,” dm. Econ, Rev, Dec. 
1958, 48, 941-53. 
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panding economy. The analysis ran in terms of two countries (I and II) and 
two commodities (X and Y), and it was assumed that only one of the coun- 
tries (I) experienced growth. Bhagwati concluded that “. .. in order for the 
terms of trade to turn adverse to th2 growing country it is not sufficient that 
the income effects of the expansion should be unfavorablé and should create 
an increased demand for imports.. ” (p. 945). If the foreign elasticity of the 
supply of exports (7,,) should be negative and sufficiently large in magnitude, 
it is possible, according to Bhagwati, for the terms of trade to turn in favor of 
the expanding country. 

Bhagwati’s conclusion is correct, within the confines of the model, as a 
general statement covering cases of stable and unstable equilibrium in for- 
eign trade. If the analysis is restricted, however, to cases in which foreign 
trade equilibrium is stable, the n2gative values 7m can take on ane “hot 
sufficiently large to turn the terms of trade in I’s (the growing country’s) 
favor when the income effects of expansion create an increased demand for 
imports. The remainder of this note is an amplification of the last statement 
and is a supplement to Bhagwati’s analysis. 

From a well-known relationship we know that country II’s elasticity of 
demand for X with respect to the terms of trade (eas) minus unity equals 
IPs elasticity of supply of Y with zespect to the terms of trade; i.e., ea: — 
l = 7m The familiar stability criterion is, eg; + egy > l, where ea, stands 
for country I’s elasticity of demand for Y with respect to the terms of trade. 
We can substitute (1 + tm) for eaz and rearrange the stability criterion to 
read, fm + €ay > O. Country I’s elesticity of demand for Y with respect to 
the terms of trade (egy) involves -he substitution and income effects of a 
change in terms of trade on consumption cf Y in I and the effect of a change 
in the terms of trade on the production of Y in I. It involves, in other words, 
Bhagwati’s e, c, and Epy’. We car lump together these effects and obtain 
the change in imports of Y stemming from a change in the terms of trade, 
dM ;, in the following expression: 


M 
(1) dM, = — ee 


where Epy is the output elasticity of demand for Y goods and Egy is the out- 
rise in $ representing a worsening of country I’s terms of trade. 

We can now proceed to determine the effect of economic expansion in coun- 
try I on its terms of trade. Following Bhagwati we write the income and 
output effects of expansion on the demand for imports, dMz, as 


dK 
(2) dM g = (C- Epy m F- Egy) x 


where Epy is the output elasticity o? demand for Y goods and Egy is the out- 
put elasticity of supply of F goods (both at constant terms of trade), C is 
the initial quantity of importables consumed in I, Y is the initial production 


dK ; : 
of importables, and FN is the erpansion of I’s productive capacity. The 
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sum of equations (1) and (2) gives us the total change in the import demand 
for Y goods in country I, dWp, which must in equilibrium equal the change 
in the supply of Y goods from country II, dMs, which can be expressed as: 


M 
(3) dMs = pmb. 


Setting (1) + (2) = (3) and solving for dp, we obtain: 


(C-E TE 
DY sr) = 


(4) dp = m 
= (Tm + Cay) 
p 


o 
e 
If C+ Epy > Y - Egy, the terms of trade will turn against country I unless 
the sum of 7m and égy is negative. But we have already shown that rm and. 
€ay Must sum to zero or greater if we consider only those cases involving 
stable equilibrium. Thus, in the case of single-country expansion, starting 
from a stable equilibrium, the change in that country’s terms of trade de- 
pends solely on the relative magnitudes of C - Epy and Y - Egy.” 
STERIE T. BEZA* 


? An alternative way of expressing the conclusion reached above is as follows: The de- 
nominator of Bhagwati’s equation (7) (p. 945) is the amount by which a deterioration of 
ITs terms of trade improves its trade balance; if the denominator is negative, so that a 
deterioration in the terms of trade worsens the balance, then the initial equilibrium was 
unstable. 


* The author is assistant professor of economics at Princeton University. 
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General Econamics; Methodology 


International Economic Papers, No. 9. Edited by A. T. Peacock, R. Turvey, 
W. F. Srorper and E. Henprrson. New York: The Macmillan Com- 
pany, 1959. Pp. vii, 244. $4.75; $3.92 for A.E.A. members. 

This marks the ninth volume in the series of fine translations sponsored by 
the International Economic Association. Like its predecessors it carries the 
distinctive blue cover and maintains the clear printing standards to whech we 
haye grown accustomed—along wita a relatively high price. A translation of 
reviews of Scandinavian books is a new feature. This could initiate another 
worth-while service by the imaginative editors of the publication. 

Contents in these collections, like a blind date (from a select list, however), 
are usually unpredictable though always oi more than passing interest. Once 
again the offerings go back and fozth in time, requiring some perspective in 
fitting the pieces into a proper setting. 

First is an essay by Francesco Guicciardini, an unknown to all but very few 
prospective readers. Described as a Florentine historian and statesman (1483- 
1540) he is represented by a 12-pavge selection titled Two Discourses on Pro- 
gressive Taxation of Land Incomes. Because of his remarkable quality of anal- 
ysis, considering its date, this art.cle is likely to be most welcome to his- 
torians of economic thought, and intriguing to all in view of its pro and con 
method of argument. Almost all the commonplace political, sociological, eco- 
nomic, and moral judgments seem to be mustered here, on the one side or 
the other, reminding one of Bast-at’s Petition from the Manufacturers of 
Candles. It is a melancholy though: that standards of debate seem not to have 
improved much through time. 

Next comes an 18-page chapter from Karl Schlesinger’s book Theorie der 
Geld, published originally in 1914. Of the author, an Austrian banker, Schum- 
peter has written that his is anotner instance confirming that “in our field 
first-class performance is neither a necessary nor a sufficient condition of suc- 
cess.” While the analysis by now is slightly “dated’”—though the clarity of 
ideas and position mark it as a strong effort compared to even much current 
thinking on the influence of money on prices—the translation adds materially 
to our knowledge of earlier work of continental authors. In Howard Ellis’ ex- 
cellent and rather complete account of German Monetary Theory, 1905- 
1933, Schlesinger gets only a passing nod, for, Ellis writes, “the difficulties 
of a mathematical treatment in a foreign tongue” prevented his utilizing the 
volume which, he advises, is “well worth the attention of mathematical 
economists” (p. 175n). ; 

The translation, titled “Basic Frinciples of the Money Economy,” is con- 
cerned with the medium-of-exchanze function of money and argues stoutly for 
a clear-visaged quantity theory (p. 23). Good theorist that he was, Schlesinger 
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builds up to the macro statement from the micro analysis of spending units. 
In advance of his time, and not unlike D. H. Robertson, he constructs a se- 
quence in which one day’s money receipts are not disposed of until the fol- 
lowing day. There is also the acute perception, in our day associated with 
Whitin and Baumol, that cash-balance requirements will rise less slowly than 
projected expenditures, on a probabilistic argument (p. 24). Attention is 
also devoted to the discontinuities in the payments stream as a money-demand. 
determinant, with the final conclusion, in good quantity theory fashion, that 
“the existence of money has very little influence on the conditions of exchange 
equilibrium” (p. 38). 

While Schlesinger’s work merits attention from monetary theorists, espe- 
cially to contrast it with Fisher’s great work of the same period, this collection 
of papers is likely to be recalled mainly because of Ragnar Frisch’s lengthy 
and elegant exposition On Welfare Theory and Pareto Regions, running to 
some 53 pages of show-stealing space. Frisch develops Paretan welfare theory 
by separating problems of whether optimal positions exist which satisfy “some 
preassigned set of conditions,” from the question whether an economy can 
accomplish such ends; these are typed as selection versus realization prob- 
lems, a classification which should prove fruitful for the theory. Much of the 
analysis, in terms of set theory, is devoted to isolating local as against global 
maxima. Frisch concludes at one point that, like the statistical testing of 
hypotheses, “Pareto-optimality is a principle of negation, not one of affirma- 
tion,” and that its assistance “consists in asserting that certain economic 
régimes do not satisfy certain optimality criteria” (p. 74). 

While welfare theorists will want to study this article carefully, the entire 
relevance of stationary welfare analysis becomes quite obscure when one 
turns to the next but one essay in the collection, by Siro Lombardini, con- 
cerned with the efficiency of investment in underdeveloped areas, Here all the 
old enigmas, of time and change, of uncertainty, of external economies, con- 
front the analyst. It is hard to reconcile the “new” welfare analysis with the 
vital topical welfare issues confronting “underdeveloped” nations today. Lom- 
bardini’s analysis is a well-reasoned introduction to these difficult mundane 
matters that literally defy the embrace of the developed welfare theory. 

Somewhat special is the article on “The Market Economy and Roman 
Catholic Thought,” by Daniel Villey of the University of Paris, written “at 
the instance of Professor Wilhelm Röpke” (p. 92n.). Villey argues that “very 
few Roman Catholic theologians really know what liberalism is or under- 
stand the working of a market economy” (p. 94). Considering that Villey 
never discusses precisely the various shades of liberalism, market structures, 
or market economies, it is possible that he is too severe in limiting the im- 
precision to theologians alone. When Villey asks Catholics “to choose” the 
market system (p. 123) an American is apt to forget that such ill-defined 
selections do agitate countries such as Italy or France. While the article is a 
valuable one in a borderland area of economics it would have more merit if 
Villey helped us know what sort of “market economy” he is talking about, 
with what rules, monetary system, and governmental bounds. While Villey 
seems to be talking about a very limited degree of governmental intervention, 
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it would be interesting to know how he would react to Lombardini’s observa- 
tion that: “Entrepreneurship, of covrse, must not be equated with private en- 
terprise” (p. 135). 

The collection closes with an article demonstrating Walther G. Hoffmann’s 
deft capacity for organizing statistical data and drawing important con- 
clusions from them on labor productivity, relative wages, and capital intensity 
(“On Forecasting Productivity Changes in an Expanding Economy”). Hoff- 
mann gives detailed consideration ta differences of productivity in the separate 
branches of industry, and different rates of productivity growth within the 
structure (p. 149); he concludes that “any prediction of the average produc- 
tivity of the industry groups . . . also gives indications about probable pro- 
ductivity changes in separate branches, and vice versa” (p. 171). Does this 
mean more than that averages when used with care can be useful apd®in- 
formative in predictive work? Space prevents a detailed discussion of his 
findings which, I think, should be directly related to many recent growth 
models. 

Book reviews from Scandinaviar journals over the years 1951-58 involve 
some 13 works, and require the final 71 pages in which the editors seek to 
draw attention to various contributions and to illustrate that “in some coun- ~ 
tries at least, reviewing has not become a lost art” (Preface). It is possible to 
express skepticism at the last remark and to question the need for some of 
the reviews when book notes might have served just as well. Considering 
Erik Lundberg’s enthusiasm for Erik Dahmén’s work on Entrepreneurial Ac- 
tivity in Swedish Industry some consideration to future translation and in- 
clusion in the series would appear in order. 

Smney WEINTRAUB 

University of Pennsylvania 


Price and Allocation Theory: Income and Employment Theory; 
Related Empirical Studies; History of Economic Thought 


Business Behavior, Value and Growth, By Wittiam J. BAumot. New York: 
The Macmillan Company, 1959. Pp. xiv, 164. $4.75. 


Strategy and Market Structure: Competition, Oligopoly, and the Theory of 
Games. By Martin SHusrx New York: John Wiley & Sons, Inc., 
1959. Pp. xviii, 387. 


It is one of the cardinal sins o: reviewing to criticize an author for fail- 
ing to write the book the reviewer would have written under the same title. 
But it is going too far in practizing the opposing virtue to refrain from 
commenting on the failure of an author to write the book he himself has 
announced in his introductory remarks. In the judgment of this reviewer, 
both W. J. Baumol and Martin Shubik have failed, in different ways, to 
meet the goal both set forth: a n2w understanding of oligopolistic markets. 
Readers will find something worth thinking about in both these books, but 
not much that advances our understanding of the behavior of firms in 
markets where numbers are few. 
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Business Behavior, Value and Growth consists of two distinct parts, with 
only the loosest connection between them. The first is entitled “On the Static 
Theory of Oligopoly.” Two of its seven short chapters introduce the prob- 
lem and summarize the classic discussions of oligopoly; the third is some- 
thing of a digression on the character of the capital market and its implica- 
tions for competition between large and small firms. The central part of 
Baumol’s argument is contained in the chapters entitled “On Oligopolistic 
Interdependence in Practice,” “The Revenue Maximization Hypothesis,” and 
“A Static Oligopoly Model.” The final chapter of the first part draws some 
conclusions about observable business behavior from the preceding argu- 
ment. In a word, Baumol’s theory offers us a model of a (quasi?) monopoly 
maximizing sales revenue subject to the constraint of maintaining an “ac- 
ceptable” level of profits, The structure of the market in which it operates 
and the behavior of its rivals are nowhere present in the discussion; inter- 
dependence among rivals selling in the same market, which theorists have 
usually taken to be the essence of oligopoly and students of industrial or- 
ganization have regarded as one of the important problems in the study of 
any concrete market, has simply vanished. The arguments Baumol gives for 
neglecting interdependence (Ch. 4) have some merit in supporting his con- 
tention that in “day-to-day decision-making, ... [it] plays only a small role” 
(p. 27, emphasis in original), but none in dismissing its importance for what 
Baumol calls “crucial decisions.” Perhaps the mere mention of the famous 
1931 increase in cigarette prices will indicate what has been assumed away.* 
And, of course, the assumption of constrained sales maximization in itself 
makes the interdependence problem no more tractable than that of profit 
maximization. 

If not a new theory of oligopoly, we are at least given a new theory of the 
firm; what can we say of it? Baumol’s large firm uses the margin provided 
by the difference between “acceptable” profit and maximum profit to main- 
tain as large dollar sales as possible, e.g., by advertising, other kinds of 
sales effort, concessions to distributors, product improvement, etc, The es- 
sence of competition is rivalry for sales, or market share. This is not an im- 
plausible hypothesis; but a dozen equally plausible ones can be invented. 
Baumol’s, to be sure, has the virtue of simplicity as well, and others would 
be more complex. Yet it is not a compelling hypothesis, either because of the 
deductions it supports, or its direct agreement with observation. Many other 
hypotheses about business behavior will lead to the conclusion that various 
forms of nonprice competition among large firms are more likely than price 
competition; in particular, those which emphasize interdependence and the 
importance of business reactions to ignorance and uncertainty. Nor is sales- 
maximization as a behavior rule in general consistent with the existence of 
market-sharing agreements, and devices which work toward market-sharing. 

Of course, the definition of the “acceptable” level of profit may become 
crucial here, and es the author himself observes, high enough levels could 
lead to the same behavior as profit maximization. The discussion of what 


+See W. H. Nicholls, Price Policies in the Cigarette Indusivy, Nashville 1951, pp. 78-88 and 
167-81. 
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determines the “acceptable” level points to the conclusion that appropriate 
conditions in the capital market will lead to the normal competitive level of 
profits as the acceptable level, but is too sketchy to support it firmly. Some 
of the assumptions which appear tc lie behind the discussion of the capital 
market in Chapter 4 are curious, anc at least one of them is inconsistent with 
the proposition that large firms get their capital in an effectively competitive 
market. The upward slope of the everage gross (and net) profit rates can 
only be justified by Baumol’s arguments if the large firms do not sell shares 
in the public market. If they do, cwners of less profitable small firms will 
withdraw funds from their own businesses to buy them, and this movement 
will tend to equilibrate the profit rates between the two classes. If they do 
not, the capital market is not competitive. Further, the argument omits the 
possibility that there are profitable opportunities for small owner-mapated 
firms which are not open to large irms, since the latter could not provide 
owner-management. The restaurant industry provides an example of this 
possibility; so do many service trades and, possibly, some high-style and 
specialty manufacturing industries. 

The only connection between the first part of the book and the second, 
“On the Theory of Economic Growth,” lies in Chapter 10, “Oligopoly and 
Economic Growth.” This argues that big firms with professional manage- 
ments have various built-in pressures toward high and steady growth, of 
which sales maximization is only one. Here again the arguments are plausible, 
but not compelling, and empirical evidence is absent. Why did the steel in- 
dustry respond to the built-in pressures for growth less rapidly in the first 
+ postwar decade than many other large-firm industries? Or why did the 
Aluminum Company respond so zautiously to growth pressures in the 
"twenties? If the same forces are absent in small, competitive firms, why has 
there not been a great increase in concentration over time in the U.S. econ- 
omy, rather than the nearly stable situation which the best students of the 
problems have found? 

The rest of Part II presents a simple aggregate growth model, and some 
observations on policy related to it The chief feature of the model is that 
it makes the rate of addition to cepital (long-term investment) dependent 
on the level of income, not on the -ate of change of income, as do Harrod- 
Domar models. This leads to a more comfortable view of the stability of the 
growth process, since the possibility of “falling off” the growth path into 
viclent oscillations does not arise. This is not the place for a labored dis- 
cussion of the usefulness of very smple aggregate growth models, and the 
realism of policy recommendations based on the mathematics of their solu- 
tions. It is hard to disagree with Baumol’s contention that policies which 
raise the long-term growth rate of an economy (his “expansion effort”) are 
likely to be more important than those which merely increase its initial capi- 
tal stock. But even at this level of generaiity, it is worth observing that in 
most underdeveloped countries these two factors are more likely to be inter- 
related than independent, and some minimum level and composition of initial 
capital may be necessary to secure eny change in expansion effort. Be this as 
it may, the discussion of this anc other points suggested by the growth 
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model has no bearing on the particular views of business behavior set forth 
earlier, and seems equally applicable to a world of profit-maximizing com- 
petitors operating under Schumpeterian conditions of innovation and its con- 
sequent dynamic changes as it does to Baumol’s revenue-maximizing oligopo- 
lists. : 

Strategy and Market Structure also fails to give us much new understand- 
ing of oligopolistic markets, but not because it turns out to be about some- 
thing else. As his subtitle tells us, Shubik’s book is an essay in the applica- 
tion of the concepts and techniques of the theory of games to the problems 
of oligopoly and competition. The heart of the book lies in the two chapters 
(10 and 11) in which a new dynamic theory of oligopoly is set forth. The 
first part of the book (Ch. 1-7) is a discussion of the static theory of oligop- 
olf ig game theory terms. It covers largely familiar ground, but unfortunately 
the level and style of the exposition is such as to make this neither a suitable 
introduction to the material for the novice nor a neat, elegant summary of 
the literature for the experts. Chapters 8 and 9 are preliminary to the dy- 
namic analysis; and, again, those familiar with the theory of games will not 
find them necessary to an appreciation of the main argument as set forth 
in the two following chapters. 

In these chapters Shubik develops a model of a duopoly market in which 
the asset positions and financing plans of the participants, as well as their 
market moves over a number of periods are taken into account. He terms 
this the analysis of “economic ruin games,” and uses it to examine the 
stability of assymetrical market structures; i.e., the circumstances under which 
it would be likely that one duopolist would drive the other out, or those . 
under which a new entrant might challenge the position of a single seller. 
While the model is nct formally generalized from duopoly to oligopoly, some 
aspects of the more general problem are examined, including the stability 
problem. Shubik rightly contends that all this represents a large step toward 
relevance in the application of game theory to market problems. But how 
much more remains to be done is shown by the discussion of the automobile 
and cigarette markets in Chapter 12, and of public policy toward competi- 
tion in Chapter 13, the final chapters of the book. In neither of these is 
anything said that specifically reflects new insights provided by game theory. 

The gap between the simple model of two sellers with constant demand 
and cost functions and different asset structures analyzed at the end of 
Chapter 12 and the kind of model that would be needed for a formal discus- 
sion of the automobile market along similar lines is enormous. It reflects at 
the same time both the complexity of the tools of game theory and their 
weakness. To take into account the whole set of strategic possibilities open 
to the half dozen domestic rivals in the automobile market would require a 
game model of tremendous size, about which almost nothing could be said. 
Yet, at present, the structure of the theory seems to require that all the 
complexities be admitted into the model; no methods of aggregation, so to 
speak, which could drastically reduce the combinations that required con- 
sideration seem to be available. This view of the matter—if it is correct— 
does not imply that Shubik’s model-building is a misguided effort. Quite the 
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contrary; it suggests to the reviewer that what is needed is more such effort, 
precisely with the purpose of uncovering new simplifications which will make 
the use of game-theoretical concepts more fruitful. But this view does indi- 
cate that the author’s attempt to leap from model-building to market analysis 
is premature. The student of actual markets must continue for some time to 
use his present miscellaneous kit ef theoretical tools, inadequate as it is, 
rather than plan to trade it in for a neatly graded set of game-theoretic 
models, guaranteed io fit all problems. 
CARL KAYSEN 
Harvard University 


An Introduction to the Theory of Interest. By Josera W. Conarp. Berkeley 
and Los Angeles: University of California Press, 1959. Pp. xx, 375. $7%0. 


Joseph W. Conard’s Introduction to the Theory of Interest was begun as 
a doctoral dissertation at the University cf California (Berkeley), and still 
bears traces of that fact. An ambitious plan to expand it into a complete 
treatise could not be carried out, ard it remains, by its author’s admission, a 
fragment. During the excessively lorg period between its completion and pub- 
lication, several important contribu-ions have been made to the literature in 
its field. Yet these three strikes against it do not seriously impair its total 
quality and usefulness. It is a worx of genuine scholarship which will take 
a permanent place in the literature on interest theory. 

A brief introductory chapter poses the basic problem for interest theory 
in terms proposed by Schumpeter: How could interest (even) exist in a 
circular flow economy, in which tke value of each good derives on the one 
hand from the value of its current services, and on the other is wholly im- 
putable to the factors that produced it, recognizing that capital goods are 
like other produced goods, whose waole value should be ultimately imputable 
to the “original” factors, land and labor? 

This introduction leads naturally to Part I, which considers the “nonmone- 
tary” interest theories of Böhm-Bawerk, Fisher, Knight, and Ramsey. Con- 
ard’s presentation of these theories impressed me with its thoroughness, sub- 
tlety, sophistication, and its ability to drive to the heart of most issues. The 
only exception I have noted is with respect to his treatment of Fisher’s “op- 
portunity curve,” Keynes’ “MEC,” and Lerner’s “MEI,” where Conard 
recognizes most of the issues, but does not give them what I would consider 
definitive resolution. On the whole, however, I cannot imagine a better place 
to send a graduate student for a clear exposition and exegesis of the classical 
nonmonetary theories of interest. 

Part II turns to the “monetary” theories. It begins with a brilliant chap- 
ter on “Money Rates, Own-Rates, and Real Rates of Interest,” which settles 
a great many issues raised by Keynes, Lerner, and Fisher. This is, however, 
a sidetrack from the main argument. The balance of the second part does 
essentially two things: (a) it reviews the loanable funds vs. liquidity prefer- 
ence argument; and (b) it places the static determination of the rate of in- 
terest in what Conard calls a “general equilibrium” context (which I would 
prefer to call the context of a “closed macroeconomic system”). 
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The loanable funds vs. liquidity preference argument is skillfully done, 
arriving at conclusions essentially identical with those which have been 
reached by others during the long interval between Conard’s writing and pub- 
lication.t Conard’s analysis is subject to some (though not all) of the com- 
plaints which I have elsewhere made about Tsiang’s and will not repeat 
here.? I did find disconcerting the following definitions of stock and flow an- 
alysis (p. 158): “. . . the supplies and demands involved may be con- 
ceived in terms either of stock or flow. That is, one may think of the demand 
and the supply for securities at a moment of time, or may think in terms of 
the quantities that would be bought and offered over a period of time.” 
(Surely this is not the difference. A stock is measured in units that make 
no reference to time—e.g., tons or dollars; while flows are expressed in units 
that necessarily involve time—e.g,. tons per hour or per month, dollars per 
week “or per year. Either one can be defined as of an instant of time or as an 
average over a period of time.) Conard’s later discussion shows that he really 
knows better; but there remains a slight muddiness in the matter that pre- 
vents his reaching what (to me, at least) are completely sharp and cor- 
rect formulations. 

His setting of interest theory in a general macroeconomic context reviews 
familiar ground, but reviews it well. The principal extensions (shared with 
Patinkin and others) involve an expression for the demand for idle balances 
in the form 


M:/p = L: (r,We) 
We=M/p+R/p+A 


where M, is idle balances, p the price level, 7 the interest rate, We the real 
volume of wealth, M the total money stock, R the value of outstanding 
bonds, and A the quantity of real assets. This formulation introduces con- 
siderable complication, although it make little difference for most predictions. 

Part III relates to the term structure of interest rates, including both the 
theory and its empirical testing for the United States, 1951-54. Space does 
not permit consideration of his treatment of this subject; but I cannot omit 
praise for his excellent statement on pages 298-99 of the theoretical relation- 
ship between “the” rate of interest in general interest theory and the term 
structure of rates. 

Conard’s study surely makes important contributions to interest theory. It 
does not provide the last word on this thorny subject; but it covers a number 
of important aspects, and in a way that fully merits the attention that this 
book will receive. 

GARDNER ACKLEY 

University of Michigan 

7 Especially, W. L. Smith, “Monetary Theories of the Rate of Interest: A Dynamic 
Analysis,” Rev. Econ. and Stat., Feb. 1958, 40, 15-21; and (in part) S. C. Tsiang, “Liquid- 


ity Preference and Loanable Funds Theories of Interest,” this Review, Sept. 1956, 46, 539- 
64. 


? “Liquidity Preference and Loanable Funds Theories of Interest: Comment,” this Re- 
view, Sept. 1957, 47, 662-73. 
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Theory of Markets. By Tun Tsun. Harvard Economic Studies CXIV. Cam- 
bridge: Harvard University Press, 1960. Pp. viii, 120. $5.00. 


Prospective readers should heed tae author’s caution (p. v) that he is ad- 
dressing economists “who have already been initiated into the theories of 
markets” and who consequently have mastered such standard works as those 
by Chamberlin and Triffin. The book probably will appeal most to the in- 
itiates who prefer close study to general reading. It is the admirably terse 
style, more than content, which forces a sustained studious effort. Its com- 
pactness results from the employment of frequent textual references to a 
profusion of serially numbered paragraphs, equations and hypotheses. This 
abbreviated presentation necessitates either a tenacious memory or a will- 
ingness continually to turn back and forth in search for indispensable intor- 
mation and verification. 

The Theory of Markets contains an analysis of the essential EN of 
price on profit under varied market arrangements. It surveys the flood of 
studies on perfect and imperfect competition which began in the ’thirties and 
which so quickly became a vital part of microeconomics. In no other sense is 
it a theory of markets. The author’s chief interest, however, is not in historic 
interpretation or even in criticism, tut in a serious endeavour to introduce his 
own principal innovation. 

Probably at the outset Tun Thin also intended, as a secondary contribution, 
to settle the controversy about the classification of markets in terms of elas- 
ticity coefficients which started with Triffin and which has continued so incon- 
clusively up to now. After his introductory discussion of market structures he 
compares Triffin’s and Fellner’s deinitions. Then he replaces them with his 
own selections, which however satisty him only within bounds because “differ- 
ent qualifications have to be made zo make them applicable to different mar- 
kets” (p. 35). His symbolic representation of perfect competition, for in- 
stance, uses two coefficients similar to Fellner’s but further restricts the vari- 
ables with four sets of equalities and inequalities. This added burden evi- 
dently led him to realize that the value of symbols as market definitions 
vanishes when their untidiness increases suiciently. 

Although Tun Thin touches all well-known varieties of perfect and imper- 
fect competition, his predominant concern is with oligopoly. To start his oli- 
gopolistic section he puts the prior results of Cournot, Smithies, Chamberlin, 
Stackelberg, and Fellner into comparable mathematical notation. Then he 
emphasizes, as others have done, how each writer’s characteristic conjectural 
variation provides a side condition necessary to determine the best price. This 
introduces his own oligopoly analysis which fills almost half the book, and 
which he rightly regards as his primary innovation. He describes it as “akin 
to Game Theory.” In it he substitutes for the earlier economists’ fixed rules 
an assortment of strategies from which the oligopolists can pick “according to 
the kind of situation they are faced with” (p. 58). Ever since game theory 
arrived, its successful application to oligopoly has been looked forward to; 
the hitch has been to apply it in a way so that something different from a 
methodical restatement of the oligopoly problem results, particularly in such 
a manner that fresh and significant conclusions follow. 
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Tun Thin’s game-theory attempt begins with a drastically simplified duop- 
oly model which assumes (1) either a direct or an indirect relation between 
the firms’ profits and (2) either increasing or decreasing monotonic profit 
functions, The first assumption yields six cases which he displays as matrices 
of non-zero-sum max-max games. From each matrix he ascertains, by means 
of a graphical solution, only the directions in which the oligopolists ought to 
change their prices, rather than the usual equilibrium prices. This is, the 
author says, the “second best solution,” yet one which still gives answers 
where information is incomplete. Later chapters moderate the initial hy- 
potheses and enlarge the model to include four sellers. In the final ‘pages he 
illustrates both “fixed conjecture” and “multiple conjecture” problems with 
servomechanisms. Whatever defects (e.g., irrelevance) a reader finds, he must 
ndietheless feel obliged to Tun Thin for having made some headway in a 
field with few guideposts. In fact the present volume is the single extended link 
of game theory with oligopoly outside Martin Shubik’s recent Strategy and 
Market Structure. 

R. S. Howey 

The University of Kansas 


Einkommensverteilung und technischer Fortschritt. By Jiro NIEHANS, GOTT- 
FRIED BOMBACH, and ALFRED E. Orr. Berlin: Duncker & Humblot, 1959, 
Pp. 202. DM 24.80. 

The theoretical problems posed by the interrelationship of technical prog- 
ress, economic growth and income distribution have been widely discussed in 
American and British economic literature. The contributions of Nicholas Kal- 
dor, Robert Solow, Sidney Weintraub and others to this discussion are rela- 
tively well known. Among German economists, particularly those who have 
some familiarity with mathematical techniques, there has also been a debate 
on the problems of distribution, production and growth theory. The present 
volume is a collection of essays encompassing the most recent German contribu- 
tion to this discussion, 

The first and longest essay, by Jiirg Niehans, is divided into two main sec- 
tions. The first part develops a Keynesian theoretical model and the second 
shows how the model may be used to resolve various macroeconomic problems. 
Among the applications of the model examined are the effects of changes in 
wages, technical progress, taxes and savings habits upon prices, production 
and income distribution. The magnitudes incorporated by Niehans into his 
closed economy model are: the price level, the wage level, nominal and real 
gross national product, nominal and real wage income, nominal and real capi- 
tal costs, business income, consumption expenditures of wage earners and en- 
trepreneurs and the state of expectations. Conspicuously absent from the 
model is any detailed consideration of the money market. Niehans assumes a 
stable interest-rate policy and a completely elastic money supply. These 
exireme Keynesian assumptions are made to ease the working of the model 
and are justified by the author’s belief that the direction of money-market 
influences, in any case, is self-evident. For me, these assumptions severely 
constrict the usefulness of the model. Theoretical and empirical develop- 
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ments of recent years have tended to show that the left-hand side of the 
equation of exchange is nowhere near as predictable and passive in response 
to the right-hand side as was formerly thought. 

In the second essay, Gottfried Bombach assesses the respective merits and 
weaknesses of various aspects of distribution theory. He discusses, for ex- 
ample, several ways of classifying income distribution, a number of distribu- 
tive-share income models, the relationship between marginal analysis and 
distribution theory, and short-run versus long-run income distribution models. 
In the course of his analysis he points out clearly and correctly that 
analytical systems in which the capital coefficient is important can adequately 
handle only long-run movements. Short-run fluctuations of capital coefficients 
are thus a phenomenon that can ony be explained by a theory of the cycle 
which accounts for fluctuations in the level of productive investment, [fis 
on this basis that Bombach objects to some of the work by W. Krelle and 
M. Kalecki on problems of income distribution. 

The third and final essay, by Alfred E. Ott, is concerned with the difficulties 
of including technical progress in the production function when working with 
growth models. Ott’s central thesis is that the older growth theory of the 
Harrod-Domar type is by no means as limited and unrealistic as the more 
recent work of Champernowne, Kaldor, Power and Solow would seem to im- 
ply. Theories of the Harrod type, he argues, can adequately explain the rela- 
tive constancy of labor’s share of income, the constancy of capital coefficients, 
and the increase of worker productivity and capital intensity. In the course of 
the development of this thesis, Ott carefully examines the relevance of the 
- Cobb-Douglas and Leontief production functions for growth theory. He favors 
the Cobb-Douglas function and observes that this production function is basic 
to Harrod-type models when dealing with the economic realities of laborsaving 
technical advances. 

All three studies are of the highest caliber. The use of literary, graphical 
and mathematical techniques is wel integrated in each study. These essays 
should be well received, particularly by specialists in growth theory. 

Joun J. Kiem 

Fordham University 


Marktform und Verhaliensweise. By Atrrep E. Orr. Stuttgart: Gustav 
Fischer Verlag, 1959. Pp. 153. DM 26.—. 


The first half of this book is given over to description and critical evalua- 
tion of the various systems of marSet classification of recent decades. These 
the author divides into the “morphologic,” and those determined with “the 
aid of the concept of elasticity.” In both categories the major difficulty is the 
definition of oligopoly—the drawing of the line few-many if the criterion is 
market data, or of dependence-ixterdependence if the criterion is cross- 
elasticity. 

With respect to the cross-elastici:y criterion, Ott argues, first, for retention 
of the “group” concept, which—fcllowing Joan Robinson—he would define 
by an “intra-industry elasticity o? substitution distinctly greater than the 
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extra-industrial” (pp. 39, 80); and second, that the values of the various 
kinds of elasticity (own, cross, penetration) are consequences of the primary 
market data. The latter—number of rivals and degree of (product) differentia- 
tion—are therefore the proper criteria of classification. 

Moving to beltavior patterns, Ott describes the “older theories” (Sting, 
Frisch, Erich Schneider)—older, that is, than game theory. Ott’s own rather 
complicated classification is based on the ‘‘measure” to which an entrepreneur 
takes into account the “actions-parameters” of others, and his “idea” of their 
constancy. Despite the subjective nature of these criteria, Ott concludes that 
in all market types except heterogeneous oligopoly, form and behavior pat- 
terns are strictly coordinate. For the rest, the author is concerned with the 
peculiar difficulties of determining strategy in oligopolies with undifferentiated 
pYoducts and in bilateral monopolies. In this connection, he summarizes the 
findings of game theory with respect, first, to the problems of maximization, 
and second, to formation of coalitions. 

It is difficult to find fault with Ott’s classifications and major conclusions— 
with the important exception of his treatment of oligopoly. In the first place 
he distinguishes the two market forms, oligopoly with and without differentia- 
tion (Table 12, p. 119); but only in the latter is the entrepreneur’s situation 
unambiguously “interdependence,” whereas with differentiation, the oligopo- 
list’s situation is “interdependence/independence” and his behavior pattern 
“conjectural or autonomous” strategy (my italics). But if differentation is so 
pronounced that it implies “independence” is not the situation essentially 
monopoly? Thus Ott might better have omitted this market type in the case 
of which form does not strictly determine behavior. ` 

Second, the specifie problem of oligopoly, according to Ott, is that the 
oligopolist can determine his best strategy only if he knows the behavior 
patterns of his rivals (p. 120). Ctt seems to imply that polypolists and mo- 
nopolists do not need to guess what will be the behavior of others. But they 
do. The difference here is of degree, namely, that uncertainty is reduced if 
numbers—whether of rivals, or of market opposites—are large. The char- 
acteristic problem of oligopoly—and of bilateral monopoly—lies elsewhere, 
namely, that in these markets the entrepreneur anticipates reactions of rivals 
or market opposites specifically to his own actions. Their “actions-parameters”’ 
are functions of his decisions, as his of theirs. Incidentally coalitions are not, 
as Ott thinks (p. 121), impossible in bilateral monopoly. There is always 
danger that the “countervailing” powers may get together—management and 
labor, for instance, against the consumer, 

The principal merit of this book is its critical survey of recent and con- 
temporary market theory. The American reader will also be grateful for the 
opportunity to make or renew acquaintance with important continental theo- 
rists, particularly Stackelberg and Schneider. The book contains several 
unimportant errors, and has no index. But an appendix gives the most im- 
portant systems of classification. 

C. W. Erroymson 

Butler University 
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Ocherki planovogo tsenoobrazovania v SSSR. (Essays on Planned Price For- 
mation in the USSR.) By Sa. Ya. Turersku. Moscow: Gospolitizdat, 
1959, Pp. 499. Rbl. 13. 

In this comprehensive treatise, Professor Turetskii of Moscow University 
undertakes to analyze the principal features and problems 6f the Soviet price 
system. Separate chapters are devoted to each of the following topics: the role 
of value and price in the Soviet economy, a survey of the various types of 
prices used in the USSR, prices in heavy industry, prices of agricultural 
products, prices in light industry, freight rates, and retail prices. Turetskii 
considers the functions of prices in the various sectors of the economy and the 
problems encountered in trying to set prices “correctly.” Throughout, he is 
primarily concerned, as the book’s title indicates, with how prices can be used 
as an instrument of control i in the Soviet planned economy. °- 

The principal functions which he cistinguishes for prices in the control and 
direction of the economy are the following: {1) to guide choices by producers 
among alternative inputs and among alternative outputs; (2) to promote the 
efficient operation of Soviet enterprises; (3) to secure the proper relationship 
between the money incomes and expenditures of houscholds, assuring the 
distribution of consumer goods’ output and avoiding repressed inflation; (4) 
to guide choices by households among alternative consumers’ goods; (5) to 
provide adequate incentives to collective farmers, through the appropriate re- 
lationship of agricultural procurement prices, on the one hand, and retail 
prices and the prices of industrial inputs into agriculture, on the other; and 
(6) to guide the use of transportation facilities and the location of economic 
` activity. 

To achieve these ends, Turetskii says, prices cannot be based on “socially 
necessary labor time” alone. Instead, three factors must be considered in 
setting “economically sound” prices: (1) the level of “socially necessary” 
production expenses; (2) the relationship of supply and demand (including 
the possibilities for substitution) ; and (3) the nature of certain commodities 
(such as basic foodstuffs and strategic raw materials) which require special 
treatment in price-setting. Thus Turetskii specifically condemns fixing relative 
prices on the basis of relative costs (or the relationship of costs plus a “nor- 
mal” profit), stressing the need to consider demand and scarcity. However, 
he envisions price ordinarily adjusting the demand for a commodity to a 
given supply of it, neglecting the implications for future output adjustments 
of the resulting diversity in cost-price ratios. This orientation corresponds to 
his view of the price system as a device for executing the desires of those who 
plan and control the economy, rather than as an autonomous force influencing 
them in their decisions. It is unfortunate that, as a consequence, this extensive 
treatise does not deal either with the role which prices play in planning 
decisions (as distinct from their effect on enterprise managers and households) 
or with the respective roles in the allocation of producers’ goods of prices and 
of allocation orders in physical terms. 

Illustrative of the problems in price formation to which Turetskii devotes 
considerable attention is that of the dual role of price as cost to the buyer 
and as revenue to the seller. It is desirable that buyers pay the same price 
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for a given commodity regardless of the identity of the seller (in order that the 
costs and the performance of buying enterprises be comparable). A uniform 
selling price would achieve this, but, inasmuch as the costs of producers vary 
greatly, a uniform selling price would mean a wide variation in their profita- 
bility, ranging from high profits for the lowest-cost producers to losses for 
the highest-cost producers. Although such a variation in profitability is at- 
tributable in many industries to such factors as differences in the location or 
quality of raw materials or in the kind of machinery the enterprise has, rather 
than to differences in managerial performance, Scviet doctrine holds that wide 
variation in profitability among enterprises producing the same product is un- 
desirable. Managerial efficiency is promoted, it is argued, by setting prices 
so that each enterprise will earn a “normal” profit (say 5 or 10 per cent 
aBovg cost, as this is calculated in Soviet industry) if it operates efficiently, 
i.e. meets its plan. Both above-normal profits and below-normal profits (or 
planned losses) encourage laxity and inefficiency on the part of enterprise 
managers, according to Soviet writers (for reasons which are not fully ex- 
plained). Hence the task of the price-setters is to fix a single buying price for 
customers but differentiated selling prices for sellers. One way of achieving 
this, which Turetskii recommends, is to have a central sales organization in 
the industry buy from producing enterprises at different prices and resell to 
buyers at a single price. 

Despite its failure to consider such questions as the role of prices in plan- 
ning decisions and Soviet foreign trade prices, this book is an important addi- 
tion to the scanty literature on the Soviet price system. Within its carefully 
defined scope, it provides the most extensive discussion of price formation in - 
the USSR yet published. Turetskii analyzes critically the questions which he 
takes up, not limiting himself to the definition of Soviet concepts and the 
description of Soviet practices, as do some Soviet writers. In support of his 
analysis, Turetskii presents much statistical material showing actual cost and 
price relationships in the Soviet economy (rather than illustrative, hypotheti- 
cal figures of the kind found in many Soviet books). The many examples he 
cites provide incidental information on various Soviet industries, on turnover 
tax rates, on economic administration, and on other matters of interest to 
students of the Soviet economy. s 

Morris BORNSTEIN 
The University of Michigan 


Zakon stoimosti i yego ispol’zovaniye v narodnom khozyaystve SSSR. (The 
Law of Value and Its Utilization in the Economy of the USSR.) Edited 
by Y. A. Kronrop. USSR Academy of Sciences, Institute of Economics. 
Moscow: Gospolitizdat, 1959. Pp. 516. [Referred to below as Bock I.] 

Zakon stoimosti i yego rol’ pri sotsializme. (The Law of Value and Its Role 
Under Socialism.) Edited by N. A. Tsacotov. Lomonosov Moscow State 
University, Faculty of Economics, Moscow: Gosplanizdat, 1959. Pp. 336. 
[Referred to below as Book II] 

Everyone who has read Marx beyond his Capital knows that for him the 
law of value was the “formula for the modern slavery of the proletariat, in- 
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stead of being, as M. Proudhon would have it, the ‘revolutionary theory’ of 
the proletariat’s emancipation.”+ On the otker hand, socialist economics ap- 
peared to Marx somewhat like the management of modern municipal water 
works (the output of water is so abundant that its value withers away: it 
costs more to charge a price to the consumer than not to'charge it; yet, to 
prevent disproportions in consumption, the distribution of water must be 
centrally planned). Marx never assumed a socialism with basic scarcities, 
with labor productivity lower than under capitalism, with a sweated wage 
system, squeezing capital accumulation, etc. Stalin, having “creatively de- 
veloped” Marx, decreed that socialism existed in the USSR despite that 
country’s underdevelopment and tha: the law of value was not only coherent 
with, but had to be made the correction factor in the rationalization of the 
centralized plans. 

It is pure politics (and moral choice, too) to side in this instance "with 
Stalin against Marx and to pretend that Marx’s foresight of the future was 
wrong, while Stalin’s arbitrariness wes right. Yet, this is explicitly what Soviet 
economists had to do in the books under review in order, in their turn, to 
“creatively develop” Stalin. Their real problem was clearly foreseen by Marx 
in Misére de la philosophie as iollows: “It is important to insist upon this 
point: that which determines value is not the time in which a thing is pro- 
duced, but the minimum time in which it is susceptible of being produced; and 
this minimum is revealed in competition. Suppose for a while that there is no 
competition and, consequently, no means to ascertain the minimum of labor 
necessary for the production of a given commodity; what will happen? Six 
- hours’ labor would have to be put into the production of an article in order 
to have the right to exact in excharge six times as much labor from another 
worker who spent only one hour to produce an identical product.”? Precisely 
this irrationality arose from Sialin’s planning, and it was the factor that 
caused eighty-two leading economis:s to assemble in two conferences—at the 
Academy of Sciences in 1957 (Bock I) and at Moscow University in 1958 
(Book IT)-—-and to publish their papers and comments, which, we are sorry 
to observe, still contain no remedy for the ailments of Stalinism. 

To be true, not all conferees caught up with their problem or were even 
aware that it had been pointed out by their teacher long ago. In Book I two 
problems are discussed: (1) how to explain and exonerate before Marx the 
fact that commodity production, a moneyed exchange economy, and the law 
of value exist at all under socialism; and (2) how the law of value relates, 
or should relate, to the centralized pricing practiced in the USSR. Book II 
introduces an additional problem (3): how the law of value relates, and 
should relate, to capital allocation under centralized planning. Problem (1) 
was disposed of in categorical terms, with a minority deriving the law of value 
from the division of labor and a majority maintaining that it stems from the 
differentiation of property rights. 

Problems (2) and (3), however, split the participants into three interesting 
schools of thought. A sturdy group that included Z. Atlas, M. Kolganov, 


1 Marx-Engels Gesamtausgabe, Frankfurt 1932, Vol. 1 (6), p. 133. 
1 Ibid., p. 146. 
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V. Sobol, D. Kondrashev, A. Pashkov, L. Vaag et al. proposed to make a 
general rule of what it said had always been a common Soviet practice: that 
all prices be made proportional to prime costs and that the equalization of the 
rate of profit in all lines of production be made the criterion of the allocation 
of resources. This is the “price-of-production” formula of Volume III of 
Capital; it came in for criticism on the ground that “it would restore capital- 
ism”: resources wou-d follow the lead of higher profits, rather than flow into 
the unprofitable employments which may be of interest to the society as a 
whole. 

Another school, wnich included such theoretical luminaries as Y. Kronrod, 
M. Bor, A. Bachurir. and P. Mstislavsky and which pledged its allegiance to 
S. Strumilin (who was not present at the conferences), came out with the 

octwine that prices should be made proportional to labor content of com- 
modities and that the criterion for resource allocation should be the equaliza- 
tion of the rate of surplus value. Recipes almost identical with this one were 
proposed in their.time by Rodbertus and Proudhon; and Marx, while spurn- 
ing them, used to pepper his verdict—“utopia”—with some rather unquotable 
epithets. Strumilin proposes to measure value by wages. This would mean, 
however, that prices determine values, rather than values determine prices. 

The third school, led by K. Ostrovitianov and L. Gatovsky, who presum- 
ably represented the Communist Party’s official standpoint, took a reserved 
position, hesitatingly critical of the other two schools. According to this group, 
improvements, rather than radical changes, are needed in the present mixed 
economic system; the law of value must not be allowed to become the sole 
allocator of resources, but rather must be “mastered” and “utilized” by the ` 
state in a monopolistic fashion. The planners must continue to grope around 
for appropriate adjustments of value ratios to create incentives for the fulfill- 
ment of the Communist Party’s plans. 

VsEvoLop HOLUBNYCHY 

Columbia University 


Lectures on Economic Principles. Volumes II and III. By Dennis H. ROBERT- 
son. London: Staples Press Ltd.; New York: John de Graff, distributor, 
1958 and 1959. Fp. 162; 164. $3.50; $3.50. 

Robertson used to give these lectures to undergraduates at Cambridge who 
had already had some economics. Volume I, which was reviewed in the Decem- 
ber 1958 issue of this journal, puts value theory in a nutshell. Volume II does 
the same for the theory of distribution. In the case of Volume III, which deals 
with virtually the whole of macroeconomics, the nutshell is too small; yet, 
Robertson succeeds in touching on almost everything; the only obvious omis- 
sion is appraisal of Keynesian economics as a whole (as distinct from particu- 
lar ideas). The lectures embody all the virtues associated with Robertson’s 
name—clarity, sophistication, wit, wisdom, urbanity. One envies the teacher 
who had students capable of absorbing such compact discussion at one hear- 
ing; one envies even more the students privileged to learn from such a lecturer. 


Renpics FELS 
Vanderbilt University 
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The Rise of American Economic Thought. By Henry W. SpwcEL. Philadel- 
phia: Chilton, 1960. Pp. viii, 202. $5.00. 


Professor Spiegel’s judicious selection of original materials in American 
economic thought starts with our colonial beginnings and ends with the found- 
ing of the American Economic Association in September 1885. In its field, 
this volume is the first collection of its kind. Excerpted authors include such 
of the famous as Benjamin Franklin, Alexander Hamilton, Thomas Jefferson, 
Frederick List, Henry C. Carey, Henry George, Francis Walker, and Simon 
Newcomb, as well as such lesser-known figures, shelved only in the better 
libraries, as Matthew Carey, Daniel Raymond, Alexander H. Everett, Jacob 
Newton Cardozo, Thomas Cooper, Francis Bowen, and Alexander Del Mar. 
If used in conjunction with Joseph Dorfman’s invaluable The Economic M. iyd 
in American Civilization, this small book can serve as the basis for a®well- 
organized course in American economic thought up to 1885. After that date 
economic materials become more copious and more available. In particular the 
works of the institutionalists are in any good library and some of them— 
Commons as well as Veblen—have heen reprinted in paperback versions. 

Spiegel’s introductory comments to each selection are invariably clear and 
informative. Taken together they amount io a brief sketch of the develop- 
ment of economic thinking in this country. With the selections themselves I 
have no quarrel. Occasionally, however, Spiegel’s editorial decisions do raise 
questions. Why, for example, in the instance of John McVickar does a page 
and a half of comment precede a single paragraph of excerpt? Again, Spiegel 
. allots only four pages to John Bates Clark, almost evenly divided between the 
editor’s comments and a selection from Tke Philosophy of Wealth, and a 
substantial seven pages to the much less importent Alexander Del Mar. It 
might be said in general that longer excerpts from the authors would give 
students a better flavor of their characteristic mode of argument, 

As they reveal themselves in this collection, what are the characteristic fea- 
iures of early American economic thought? One is a pragmatic emphasis upon 
economic policy. In the eyes of most of these writers, there is little question 
that the appropriate function of economics is to furnish the proper recipes for 
private and public economic action. Not until Francis Walker did a leading 
economist insist upon his subject’s scientific neutrality. Commercial policy 
was one important field handled by almost everyone. In the late 18th and 19th 
centuries most American economic writers were automatically protectionist, 
although there is an interesting shift from the bounties advocated by Hamilton 
to the outright protective tariffs favored by Henry Carey. Under the protec- 
tion of tariffs and with the stimulus of internal laissez faire, the country could 
rapidly industrialize and cease to dzpend upon foreigners. By 1816, even the 
agrarian Jefferson had come to tke reluctant conclusion that English and 
French violations of international law compelled this country to protect its 
manufacturers as well as its farmers. 

Much more than English writers, American economists or dabblers in the 
subject cherished a close alliance with religion. All the way from Cotton 
Mather to John Bates Clark, Americans took innocent joy in the thought 
that, as Wayland put it, economics could be best understood as “a systematic 
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arrangement of the laws which God has established.” Laissez faire, supply and 
demand, and the unequal distribution of the world’s goods, all earned inclu- 
sion among God’s ordinances. 

Finally, there is the relationship of American economics to economic analy- 
sis. This collection reaffirms the inaccuracy of descriptions of American eco- 
nomic thought as barren of analytical innovation. John Rae anticipated a 
good deal of Austrian capital theory. Simon Newcomb’s societary circulation 
embodied a genuinely novel notion. Alexander Hamilton has a fair claim to 
the infant industry argument. Willard Phillips’ “circles” come fairly close to 
von Thiinen’s location theory. Francis Walker’s critique of the wages fund 
helped overthrow it in its English home. Nevertheless, American economic 
texts in the 19th century were organized and based largely upon McCulloch 
andeSay, themselves little more than popularizers of the English classics. 
Where dissent occurred it was largely on the doctrines of free trade, popula- 
tion, and rent. Seldom indeed did the critics of classical doctrine rise to the 
theoretical level of their opponents. In large part the answers were those of 
practical men whose experience contradicted received theories. Although a 
great deal in Benjamin Franklin anticipates Malthus, most later American 
writers on economic affairs were staunchly anti-Malthusian on the eminently 
solid grounds of American experience with vast fertile lands and relatively 
small numbers of people. As for Ricardian rent theory, its theoretical subtle- 
ties won scant sympathy and little understanding. To many Americans, the 
theory of differenticl rent rested upon the peculiar land tenure arrangements 
of England and the special situation of an overpcpulated island. 

In short, what Americans did not copy from the English classics in their’ 
textbooks they tended to criticize out of the belief that America was different. 
The heavy reliance upon the English classics both positively and negatively 
does imply a warning to teachers of American economic thought. Before stu- 
dents are allowed into courses on this topic, they should take at least a se- 
mester of work in classical English and French economics. The relatively slight 
emphasis upon docirinal history in many places may have the unfortunate 
effect of limiting the best use of this valuable volume. 

ROBERT LEKACHMAN 

Barnard College, Columbia University 


Economic History; Economic Development; National Economies 
Studies in the Industrial Revolution. Essays Presented to T. S. Ashton, Edited 
by L. S. PRESSNELL. New York: Oxford University Press; London: The 
Athlone Press, University of London, 1960. Pp. xii, 350. $6.75. 

A fine and fitting tribute has been paid to Professor Ashton by the contribu- 
tors to this volume. The essays display the same respect for facts that we find 
in his work, and perhaps more important, the same respect for the human 
beings who faced the facts of their time. The time is mainly that of the 18th 
and early 19th centuries and the approach is one common to British economic 
historians who, as Herbert Heaton once put it, feel that “. . . they can be most 
useful by intensively tilling their little island garden or draining its fens.” 
Each essay is a product of original and creative research and each in its way 
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illuminates topics with which Ashtcn was concerned. Together they bear 
witness to his influence and to the high quality of workmanship he inspired in 
others. 

Of the twelve contributions, seven focus more or less sharply on individual 
or group action in a limited sector o? the economy; the remainder are more 
broadly interpretive in their analysis of various aspects of industrial change. 
In the first category, T. C. Barker writes of advances in river improvement 
and canal building before James Brirdley appeared on the scene, and Brind- 
ley’s predecessors are given credit long overdue. The tribulations of Isaac 
Wilkinson, potfounder, are described by W. H. Chaloner in a biographical 
essay which places the achievements of Isaac’s sons, John and William, in 
clearer perspective. H. Heaton’s “A Yorkshire Mechanic Abroad,” a delight- 
fully written account of the achievements of a small entrepreneur without 
capital but of considerable technical and administrative competence, tells us 
much about technological change and market conditions in the mid-19th 
century textile trades of England’s North Country, France and northern 
Italy. The response of labor and management to changes in industrial condi- 
tions is the theme of two essays, J. De L. Mann’s “Clothiers and Weavers in 
Wiltshire during the Eighteenth Certury” and A. J. Taylor’s comparative 
view of the subcontract system in the British coal industry. On banking, 
D. M. Joslin analyzes new evidence on the activities of London bankers in 
wartime (1739-84) and R. S. Savers, in his discussion of the return to gold 
in 1925, links monetary theory and history in his examination of the issues 
surrounding the making of this momentous decision. Failure to take proper 

“account of the risks arising from London’s inability to shift the burdens of 
cyclical adjustment to other countries is laid to neglect to long-term develop- 
ments. “A little more systematic study of monetary history might have been 
useful in 1925, as well as now” (p. 327). 

In the remaining essays, greater emphasis is placed on the relationship 
between industrial progress in England and changes in other sectors and areas 
which helped to shape its course. L. S. Presnell takes up anew the debate on 
the significance of the rate of interest in the 18th century. In his closely 
reasoned analysis, he stresses the distinction between real and monetary rates 
of interest, considers the implications of the switching of resources between 
money and other assets, and examines in some detail the significance of rate 
changes for various forms of investment. He gives at best a qualified support 
of Ashton’s views on the question, alzhough perhaps something more is sug- 
gested by the observation that “A higher rate of interest possibly concealed 
the operation of a substantial pair of scissors, reduced profit expectations 
being one blade, a higher cost of borrowing the other” (p. 209). J. D. Cham- 
bers’ study of population changes in Nottingham in the 18th century draws 
attention to the importance of rising urban centers which take on a momen- 
tum of their own as industrialization sustains rather than initiates a strong 
upward trend of population growth; in this view the city appears as a de- 
terminant of national development rather than as an end-product of industrial 
change. 

In his review of agricultural change in the period 1660-1760, A. H. John 
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provides a wealth of material on farming costs and on agricultural adjustment 
to price-changes in the different regions of the country and in the major di- 
visions of agricultural activity. The failure of agricultural output to respond 
to the upward swing in prices which began in the middle of the 18th century 
is regarded as particularly significant in the shift of resources to industrial 
and commercial rather than to agricultural expansion. “. . . this failure of ag- 
riculture to respond to demands made upon it might well have been a contribu- 
tory factor in launching England upon an industrial revolution” (p. 155). 

Moving farther afield, E. F. Söderlund examines the impact of British in- 
dustrialism on the Swedish iron industry, and J. Potter takes up a similar 
theme with respect to the response of United States to industrialism. The ab- 
sence of revolutionary changes in the Swedish iron industry and its ability to 
maigtain a position as a major export industry without coal deposits provides 
a striking contrast to British experience. Potter discusses in detail the statis- 
tics of trade between Great Britain and the United States in the period 1815- 
60 and makes it clear that no account of the Industrial Revolution in the 
older country can be complete without full consideration of the stimulus pro- 
vided by the commerce of the closely integrated North Atlantic economy of 
this period. 

Written by specialists very much at home with their subject matter, the 
essays leave little room for criticism on points of detail. Nevertheless as a 
group they raise the larger question of the status and direction of research and 
teaching in economic history. The present division of the subject into the two 
sharply delineated categories of conventional economic history and growth 
theory must be a matter of increasing concern. It is doubtful that historical ` 
data however presented are applicable to growth study as presently viewed, 
and it is clear on the other hand that the apparatus of the growth theorist 
has little meaning for the economic historian. The very quality of the essays 
underlines the need for the same skilled craftsmanship in the nebulous area 
between trend analysis and empirical study of the long period. In a volume so 
tich in insights into process one might have expected closer reference to Ash- 
ton’s interest in the relations of theory and history. Presnell and Sayers touch 
on this theme, but in the main the essays leave unexplored the problems aris- 
ing from the divorce between “two ways of thinking” about long-period 
change. 

The volume contains a complete bibliography of Ashton’s academic writ- 
ing along with a number of illustrations. The editing is above reproach. 


W. T. EASTERBROOK 
University of Toronto 


Commercial Crisis and Change in England, 1600-1642. By B. E. SUPPLE. New 
York and Cambridge, Eng.: Cambridge University Press, 1959. Pp. xii, 
296. $7.50. 

Although seventeenth-century England was still primarily an agricultural 
country, its economy had become very vulnerable to disturbance in interna- 
Honal trade, because it depended to a large extent on one article of export 
cloth) and one market (northwestern Europe). Any decline in the foreign 
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demand for English cloth was likely to cause a depression which then spread 
rapidly from the higher to the lower stages, thus creating widespread distress 
and unemployment. As sales abroad shrank in volume, exporters curtailed 
their purchases from the clothiers whose stocks would not move, tying up 
working capital. As a result they were eventually forced to stop buying wool 
and giving work to spinners and weavers. Unlike modern depressions, such a 
slump was, of course, exclusively commercial in character: it was an inven- 
tory crisis, but it had monetary aspects, because it was usually accompanied 
by “scarcity of money” due to an outflow of specie and a slowing down of the 
velocity of circulation. Sometimes bad harvests or the plague came in to aug- 
ment the sufferings of the poor and to bring them to the brink of starvation. 

Professor Supple’s purpose is to examine how the crisis in the woolen indus- 
try under the first two Stuarts, especially the depression of 1620-1624, affgctéd 
government policy and influenced the thought of the mercantilist pamphlet- 
eers, the economic advisers of the period. He argues convincingly that the 
government’s chief concern was simply to maintain public order, to prevent 
bread riots, and to provide relief by strict enforcement of the poor law. Al- 
though the government ill-advisedly supported Cockayne’s project, it was in 
general rather wary of mercantilist prescriptions or grandiose schemes which 
might miscarry and make the situation worse. Even plans to enhance the cur- 
rency, that is, to devaluate the pound sterling, were rejected in the face of 
fierce opposition in certain quarters. Half-hearted attempts to control the 
bullion market and prevent species outflows also failed and their failure 
brought discredit to Malynes and others who had advocated such a policy. 
- In the end, the government resigned itself to letting the depression run its 
course while taking measures to alleviate distress. The battle of pamphlets 
among the early mercantilists ended with the rout of the bullionists and the 
victory of Thomas Mun who was able to show, to the satisfaction of his con- 
temporaries, that an unfavorable balance of trade was at the root of all evils 
and that economic policy should consist in promoting the export trade instead 
of establishing a system of exchange control. 

Supple’s analysis is sound; his conclusions are in general acceptable. How- 
ever, he is not always the first to have made certain points, and he is regret- 
tably stingy in giving due credit tc preceding writers. Usually he refers to 
them only when he disagrees, but he omits to mention them when he gives 
exactly the same interpretation. Thus, Jacob Viner is taken to task thrice in 
critical footnotes, but his contributions are passed over in silence. Eli F. 
Heckscher and this reviewer receive the same treatment. E. A. J. Johnson is 
entirely ignored. Only Astrid Friis fares a bit better and gets at least an 
honorable mention in the preface. More generosity would not have detracted 
from the value of Supple’s work. On the contrary, it would have strengthened 
confidence in the soundness of his analysis and interpretations, 

It is not that the book lacks originality, since it gives more emphasis than 
earlier studies to the influence of stark reality—a disastrous slump—upon 
thought and policy. Besides, Supple has been diligent in digging up new ma- 
terial, such as Mun’s reports as & member of the Commission on Trade 
(1622). These reports already embedy all the ideas which he later put in his 
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book, England’s Treasure by Forraign Trade. Like the depression of the 
1930's, the “decay of trade” in the years 1620-1624 spurred economists to 
search for remedies, 

A few points remain debatable. For instance, it is questionable whether, 
as Supple contends, the mercantilists’ aim was simply to retain rather than to 
acquire and accumulate treasure. Misselden must have realized that enhance- 
ment (devaluation) would have boosted exports, since he knew perfectly well 
that a low exchange rate for the pound sterling was bound to increase the 
price of all foreign wares and to lower the price of English cloth sold abroad in 
local currency. This is a matter of simple arithmetic. Besides, Misselden’s op- 
ponent, Malynes, belabored this point. In agreement with Viner, the reviewer 
maintains that Malynes was hopelessly confused in some of his analysis. 
Furthermore, his doctrines contained a strong flavor of scholasticism. 

On the whole, Sudple’s book has the great merit of studying early mercan- 
tilism from a pristine point of view. It is a valuable contribution to economic 
history as well as to the history of economic thought, but it supplements 
earlier works without replacing them. 

RAYMOND DE ROOVER 

Boston College 


Theory and Policy of Accounting Prices. By A. Qayum. Amsterdam: North- 
Holland Publishing Co., 1960. Pp. xi, 123. $3.50. 

This is the twentieth volume of “Contributions to Economic Analysis,” a 
series which includes Strotz and Tinbergen among its editors, and which has ' 
presented such well-known works as Theil’s Linear Aggregation of Economic 
Relations, Klein and Goldberger’s An Econometric Model of the United 
States, 1929-1952, and Tinbergen’s Design of Development. 

Qayum elaborates in this book ideas first proposed by Tinbergen, who was 
his former teacher and has guided him in its writing. What Tinbergen has 
stated rather generally, Qayum has narrowed and formalized. The book 
abounds in symbols and equations, though the mathematics is in fact not diff- 
cult, being restricted with few exceptions to first-order differentiation and 
simple algebra. However, the reader will find that many steps are omitted in 
deriving formulas. 

Qayum maintains that the fundamental cause of underdevelopment is 
“structural disequilibrium”—a systematic distortion of prices throughout the 
economy, following from an excessive wage rate (one above the full-employ- 
ment marginal productivity of labor), and from an unnaturally low interest 
rate. The results are a high level of continuing unemployment characteristic of 
underdeveloped societies, and the prevalence of socially uneconomic tech- 
niques of production which use too much capital and too little labor. This 
misallocation of resources constricts national output, and therefore also sav- 
ings and growth. 

The author attributes the nonequilibrium wage rate chiefly to government 
reluctance to let wages fall to a natural level near or below subsistence, and 
the artificially low interest rate to a misguided government idea that this will 
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stimulate development, often encouraged by low-interest though limited loans 
from international agencies. 

To correct these conditions, Qayum following Tinbergen proposes indirect 
manipulation of private decision-maxing through carefully measured taxes 
on capital-use and subsidies for labor-use. This would lead to increased social 
output from the reallocation of rescurces more truly in accord with their 
scarcity or abundance, while preserving freedom (in contrast with direct gov- 
ernment planning or price-setting) ard marshalling the pre-eminent forces of 
private initiative. 

“Accounting prices” signify the est:mates of what the marginal productivi- 
ties of uncommitted capital and lator would be if fully employed in the 
technologies best for such resource endowments. The government would leave 
all prices to the market, including thcse of factors, but would establish asub- 
sidy rate per unit of labor equal to ths difference between the market and the 
accounting wage rates, and a tax per unit of capital equal to the difference 
between the. market and the accounting interest rates. Each enterpriser in the 
“accounting sector” would receive from the government (or pay) a net sum 
equal to the difference between his labor force times the subsidy rate and his 
capital-use times the tax rate. The “accounting sector” would consist of all 
production with new investment, excliding activity in agriculture and handi- 
crafts. Qayum’s reason for excluding the latter sectors seems to be the seri- 
ously imperfect economic calculation typical of self-employed units in such 
activities; he suggests that the government attack their problems directly 
through technical advice, etc. A further qualification of the program is that 
* only unskilled labor-use would be subsidized, since labor acquires skills 
through the equivalent of investment, so that skilled labor might well contain 
an amount of capital that would call for an implicit interest tax approximately 
equal to the implicit subsidy for use of its unskilled content. The program as 
a whole would eventually render itself unnecessary: with the full employment 
of labor and the growth and ultimatezy correct use of capital stock, each fac- 
tor’s market and accounting prices would move steadily toward coincidence. 

The largest part of the book is given to deriving formulas for estimating 
‘accounting prices and their effects on national output, on savings, on the gov- 
ernment budget, and on the price level. One may wonder how quantitative 
estimates of these variables can be obtained without empirical data. Qayum 
evolves the estimates by treating the economy as one process turning out a 
single good, having a simple Cobb-Dcuglas production function P = Le K*-2, 
with P as national product, and L and K as the total quantities of homo- 
geneous labor and capital in use. The parameters to be specified are then the 
initial percentage unemployment of tke labor force, the constant growth rates 
of labor and capital, the depreciation rate, the duration of time since the in- 
troduction of the accounting price po-icy, and the value of œ (Qayum posits 
.75). With these values given, we cen derive, say, the total subsidy (as a 
fraction of national product) required to bring the entire labor force into use. 

Some errors and contradictions appear in the book, chiefly of a formal kind. 
In one set of equations (p. 37), national saving is derived as net, though it 
is ‘clearly intended to be gross. Measures of the gains and costs from the 
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introduction of accounting price policy are derived from formulas which as- 
sume that the nonequilibrium market prices of labor and capital equal their 
marginal productivities for enterprisers, though this could not be true, at 
least for capital, which is then in excess demand. The proposed rule that 
already existing plents should be exempt fram a newly introduced tax- 
subsidy program, to protect them from obsolescence and to prevent their 
abandonment, which Qayum says would follaw, indicates a confusion of 
private with social losses; the exemption would avert only the loss of nominal 
and exaggerated capital value, and would sacrifice the presumed benefit of 
shifting to a more labor-intensive use of the old plants (assuming any flexi- 
bility of factor proportions). The assumption throughout that enterprisers 
in underdeveloped economies are rational, foresighted, and progressive, and 
fhatetheir invisible guidance along the course of economic development is 
thwarted only or chiefly by the existence of artificial factor prices, is in effect 
denied by the author when he says of the capital markets in such areas 
(p. 3), “. . . due to lack of initiative and enterprise, the demand is very 
low even for the smali amount of capital which is available.” 

The author implies that his model is operational. But it is not true that the 
economy has a single production function and two homogeneous factors, The 
estimation of specific accounting prices requires working out a picture of 
the economy’s future in considerable detail. It involves a problem in gen- 
eral equilibrium and optimization, taking into account changing demands, 
alternative and changing technologies, external economies, and shifting sup- 
plies of imperfectly substitutible inputs. Qayum recognizes this in Chapter 6, 
which treats accounting prices as a problem in linear programming on the - 
assumption of discrete processes, in contrast to that of a continuous pro- 
duction function. Here he states (p. 69) “. .. there is little possibility of 
the derivation of the accounting prices from discrete processes of production 
in the near future.” Yet he implies in the remainder of the book that such 
estimates can be made more easily when the production function is continu- 
ous. What is true is that it is easier to use calculus to differentiate the general 
form of a production function than it is to solve a linear programming prob- 
lem; but this is only abstract model building. 

Tinbergren, in discussing accounting prices In Design of Development, 
has suggested that rough approximations of their magnitudes could be made 
which would at least nave the virtue of improving on nonequilibrium market 
factor prices. For example, the accounting price of unskilled labor might be 
judged to be 80 per cent of the market wage, in the light of existing unem- 
ployment. A corresponding subsidy policy could bring full or at least fuller 
employment through a shift toward techniques with a higher ratio of labor to 
capital. 

This possible result brings into the open a critical premise of accounting 
price theory and policy: that an underdeveloped economy promotes its most 
rapid growth by assuring continuous use of all its existing resources, through 
adopting techniques which reflect its current high ratio of unskilled labor 
to capital. Along wita this proposition should be considered the question 
whether the profit-oriented judgments and energies of individual enterprisers, 
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as found in such societies today, and -he functioning of free markets corrected 
for imperfections, provide an adequate engine for growth. The theory of 
general equilibrium, as embodied in the policy of accounting prices, is pri- 
marily a theory of comparative statics, and the usual inferences from it may 
conflict with the underlying processes of optimal growth:and development. 
It may be more advantageous for æ society to use (within limits) modern 
processes which transform its productive factors, even at the cost of tempo- 
rary unemployment, than to seek oct those methods which find full use for 
its resources in their existing forms. 
Amor GOSFIELD 
Cornell College (Iowa) 


The Stages of Economic Growth: A Non-Communist Manifesto. By W. W. 
Rostow. Cambridge: Cambridge University Press, 1960, Pp. x, 179. 
$3.75; paper edition, $1.45. 

There is a peculiar, baffling charm to Professor Rostow’s set of lectures, In 
them history is made simple. The world is a set of nations, or societies (the 
words are used interchangeably); each one—though a separate creature— 
goes through a sequence of five stages as ‘ts economy develops. The stages 
have oddly memorable names: trad_tional society, preconditions to take-off, 
take-off, drive to maturity, and the age of high mass-consumption. Each 
stage has a few general characteris:ics, sketched out in five brief chapters. 
History, it is said, fits this pattern, resembling a rather jerky horse race (in 
which a tragic photo finish is just row in danger of developing between the 
* two front runners). 

From economic history, the lecturer’s interest shifts to the great questions 
of international politics. Here’ nations appear as the eternal, indestructible 
unit in human affairs. They existed in the traditional society, they thrive 
under the “reactive nationalism” of the transition, and they form the power 
blocs of the next world. The historical pattern of war and peace reflects in a 
complex way their relative stages of development. Most exciting is said to be 
the view of the future which this Listorical taxonomy can give. Since many 
great nations are moving toward ecoaomic maturity, the game of international 
power politics will grow more comp.ex and competitive. In this situation, the 
West must persuade Russia to abandon her pretensions to world religion 
and, as simply one great power, to accept international inspection of nuclear 
disarmament. A peaceful world of mature nations can then move on to- 
gether to see what lies beyond the age of high mass-consumption. As a con- 
tribution to this great act of persuasion, Lecture 10 proposes the stages-of- 
growth sequence as a liberal alternative to Marxism. 

Simplicity, relevance, and a higa sincerity are important sources of the 
widespread appeal of these lectures. But there are other sources as well. There 
are on every page bold assertions immense claims, sweeping insights, un- 
substantiated by analysis or documentation. When a professor speaks thus 
to students, he excites them to look further into the material, to take more 
advanced courses, even to dip inte that “more conventional treatise” where 
“the views presented here might have been elaborated . . . at greater length, 
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in greater detail, and with greater professional refinement” (p. ix). How 
many times, from high-spirited undergraduate days on, must Rostow, like his 
more inhibited colleagues, have found that such ideas, resembling the other 
pleasures, Burns wrote about, 


`.. . are like poppies spread— 
You seize the flow’r, its bloom is shed; 
Or like the snow falls in the river— 

. A moment white—then melts forever. 


Surely Rostow has scattered snow liberally here upon the surface of what 
appears to be rather shallow water. One cannot be sure of the depth, of 
course, since the current is swift and the author darts like a dragon fly over 
tke dazzling expanse. The applause of economic policy-makers and journalists 
to hib performance ketokens an important pedagogical accomplishment. And 
it is not enough for academic critics, themselves unmindful of the fable of 
the fox and the grapes, to remind Rostow of the fable of the frog and the ox. 

One’s chief regret is that, for all his boldness and bravado, Rostow has 
remained tied to an extremely conventional historical framework. One sees, 
gleaming up through the water a broken image of the school of Schmoller. 
The notion of stages is a primitive aid to thought, itself an obsolete stage in 
the economic historian’s grasp of a complex and continuous process. And 
there is surely an ultimate level on which the world must be seen not as a 
checkerboard of national case studies, but as a single, developing interna- 
tional industrial society if we are ever to understand its past or to come to 
terms with its future. 

Witriam N. Parker 

University of North Carolina 


Southern Tradition and Regional Progress. By Wiitiam H. Nicwo.ts. 
Chapel Hill: University of North Carolina Press, 1960. Pp. xviii, 202. 
$5.00. ` 


The South could do with more leaders—native, trained, experienced, of 
good will—like the author of this sensible book. Native because in the pres- 
ent scene of collective sectional resentment the “outside” critic is suspect. 
He is unable to understand the South’s soul. His inspection is superficial, his 
recommendations are inapplicable. His mechanics do not reckon with that 
undefinable something of which Southerners are supremely aware even if they 
do not cherish it. As of old, the prophet lacks honor in his own country if 
he runs counter to popular mores. He is not called a fool, but a knave. In the 
proportion that his advice is penetrating he is a traitor. His very ac- 
quaintance, coupled with adverse comment, makes him immortal. He holds up 
his own people to derision. 

Happily the cry for Barabbas subsides somewhat and stripes begin to be 
withheld. The Supreme Court is different from Pilate. More and more agree 
that the secret of the South is resolvable into ignorance, poverty, under- 
employment, undeveloped resources, overrepresentation of rural electorates, 
narrow economic opportunity that breeds fierce racial jealousy, and dema- 
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gogues feeding on exploitation of several sarts. Progress commences to con- 
vince the South against itself. Industry, highways, electric power, govern- 
ment installations, TVA planning, army experience that interchanged popu- 
lations, wage and hour legislation substituting competence for self-pity, all 
relax tension with the blessed emollient of income. Original sin begins to be 
dispelled—heaven help us!—by kilowatts and compact cars. 

Professor Nicholls, recently president of the Southern Economic Associa- 
tion, and chairman of his department in Vanderbilt University, discusses 
Southern tradition, prejudice, inertia in five thoroughly informed chapters. 
Given the desire for betterment, what inhibitions lie in agrarian values, 
rigidity of the social structure, undemocratic politics, decline of social re- 
sponsibility, and conformity of thought and behavior? In viewing this parade 
of negatives the author has the advantage not only of hominy in his digt put 
also of an extensive knowledge of agricultural economics; he has had a tour 
of duty with the President’s Counci? of Economic Advisers, has participated 
in development work in other backward regions, and has made field studies 
in the South itself. He has both patriotism and perspective, both compassion 
and candor. If one must confine himself tc a single historical survey of the 
South’s culture, this descriptive and analytical section, with all main elements 
comprehended, must stand high on the list of eligibles. The absence of de- 
mocracy is a sorrow, and the abdication of aristocracy has made the mis- 
fortune worse. 

But this wise guide does not stop with deploring. His regrets are but 
preface to his program for regeneration. If “the South’s poverty problem is 
centered in its nonfarm Negro population and in its farm families, both 
white and Negro,” then “solution . . . requires an acceleration of the rate 
of industrial-urban development throughout the region.” The recommended 
means are state industrial development commissions devoting funds to re- 
search and planning, not to advertising labor docility; a TVA power policy 
that ceases to handicap private industrial expansion in favor of omnivorous 
defense projects; federal labor-market information that embraces rural 
underemployment; more generous public support for educational and health 
facilities (remember our projected zid in this department to the Congo); en- 
couragement of migration from low-income rural areas unlikely to attract 
industries affording a good standard of living; credit and technical services 
to permit those who remain on the land to embark in intensive farm enter- 
prises. Local initiative must refuse to shun outside aid, financial and super- 
visory; what is threatened by these helps is not the independence of the 
people, but the dominance of disingenuous, if indigenous, masters. These 
remedies remind of the advice of Mathew and Henry C. Carey more than a 
century ago—the South must join plough, Icom, and anvil. 

Too many talk of the South—i:s demands and responses—as though all 
of its people were white. But black and brown have this author’s solicitude 
on every page. And only together can Negroes and Whites advance from 
custom to contract. 

Broapus MITCHELL 

Hofstra College 
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Comparisons of the United States and Soviet Economies: Parts I, II, and 
Ill, Papers Submitted by Panelists Appearing before the Subcommittee 
on Economic Statistics, Joint Economic Committee, 86th Congress, 1st 
Session (Washington: Supt. Docs., 1959. Pp. xii, 376; ix, 166; vii, 69. 
$1.00; 45¢; 25¢); Hearings before the Joint Economic Committee, No- 
vember 13-20, 1959, Joint Economic Committee, 86th Congress, 1st 
Session (Washington: Supt. Docs., 1960. Pp. iv, 292. 70¢); Supple- 
mental Statement on Costs and Benefits to the Soviet Union of Its Bloc 
and Pact System: Comparisons with the Western Alliance System, Joint 
Economic Committee, 86th Congress, 2nd Session (Washington: Supt. 
Docs., 1960. Pp. iv, 50. 20¢). 

elhese five volumes represent the third published effort in five years by the 
Joint®°Economic Committee to get at the problems posed by the growing 
economic strength of the Soviet Union. The present study commences with 
twenty-odd prepared papers, essentially technical in character, submitted by 
panelists who are identifiable for the most part as economists and as spe- 
cialists on the Soviet Union. These are followed by seven somewhat polyglot 
papers under the subtitle of “Evaluation of the Russian Economic Threat by 
Private Policymakers,” submitted by representatives of various organiza- 
tions. The prehearings materials conclude with three papers on “Summary and 
Policy Implications.” The hearings proper consist largely of remarks by the 
same panelists but include as well a prepared statement by Allen Dulles. The 
supplementary volume on the Soviet bloc is submitted by the CIA and State 
and Defense Departments in response to a request made by Senator Javits 
in the course of the hearings. 

What is of principel interest here to the professional reader is contained 
in the papers submitted by specialists. These are on the whole exceptionally 
competent and well-conceived expositions of various aspects of the Soviet 
economy. Some, e.g., the papers of Hans Heymann and Robert Campbell 
on the general problems of U.S.-Soviet comparisons, are intelligent restate- 
ments of knowledge that is more or less common among specialists in the 
area. A second group of papers, e.g., Warren Eason on labor force and 
Ernest Williams on transportation, derive from earlier writings by their 
authors but are none the less useful on that account. A third and quite large 
group represent summaries of the findings of extensive and prolonged studies 
of which complete versions have not yet been published. 

Of the last group, two papers are especially noteworthy: one by Herbert 
Levine on Soviet planning and another by D. Gale Johnson and Arcadius 
Kahan on Soviet Agriculture. Levine’s paper, particularly if taken together 
with J. M. Montias’ recent article in this journal, is much the most illumi- 
nating explanation of Soviet planning yet to appear. Levine stresses more 
heavily than does Montias the “forcing” of technical coefficients as a device 
for obtaining consistency in the material balances and discounts the im- 
portance of iterative procedures, but the difference looks to be more exposi- 
tional than substantive. The Johnson-Kahan essey presents new indexes of 
Soviet agricultural output and various measures of inputs and productivity. 
While these findings appear broadly consistent with those of previous studies, 
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they are considerably more detailed and more comprehensive in the time 
periods covered. The reader should note that the statements of these two 
contributors in the hearings include additional material: a comparison of 
their output estimates with a recently released official index and a summary 
of their estimates of real per capita eernings in agriculture. ` 

The subject of agriculture is perhaps the most effectively dealt with in the 
entire proceedings. Johnson and Kahan on outputs and inputs, Nancy Nimitz 
on prices and costs, and Lazar Volin on-.general organizational and policy 
matters, cover Soviet agricultural problems fully and penetratingly, though 
it would have been well if Miss Nimitz had had space enough to argue her 
important hypotheses on the stimulating effects of recent agricultural price 
reforms. Similarly complementary papers are provided by Robert Allen, Frank- 
lyn Holzman, and Henry Aubrey, on Soviet foreign economic activities.eOther 
individual papers too numerous to list are equally competent. 

The technical papers assembled here constitute, then, an exceedingly useful 
collection of readings. Especially in view of the outdating by the post- 
Stalin changes of older text materials, these essays will undoubtedly be 
drawn on heavily for classroom assignments. Other readers will find in them 
a handy (though not tightly organized, eniirely comprehensive, or fully 
documented) survey of our present knowledge of the Soviet economy. 

Viewed as a whole and as an effort to render counsel on a problem of 
national policy, these proceedings are considerably less satisfactory. The cen- 
tral question at issue, clearly if noz altogether explicitly, is the size and sig- 
nificance of the threat to this country created by the relatively high rate of 
Soviet growth. That the Soviet growth rate does currently exceed ours, by 
better than 2 to 1 measured by GNP or industrial production, and that it 
will probably continue to exceed ours, is generally agreed (see, among others, 
papers by Warren Nutter, Morris Bornstein, and Allen Dulles). The greatly 
preponderant view expressed here, however, is that this differential is no cause 
for alarm, or, perhaps more accurately, not so much cause as one might think 
or less cause than other things one might name. 

This effort to minimize the signiicance of growth rates is not in the main 
the responsibility of the panelists who contribute the technical papers (excep- 
tions are cited below.) Either on instructions from the sponsors of the pro- 
ceedings or as the automatic consequence of the narrowness of their topics, 
the specialists for the most part restrict themselves to the providing of facts. 
The drawing of inferences is left to the nonspecialists. 

Among the latter, Howard C. Petersen, here representing the Committee 
for Economic Development, undertakes the single systematic and extended 
appraisal of the significance o? growth rates that appears in these volumes. 
Petersen argues roughly as follows: Economic capacity is not determining 
(“not decisive”) for the volume of power-related expenditures because either 
the United States or the USSR could increase such expenditures if, as a 
matter of policy, it chose to do so. The Russians may not use the power for 
mischief which they possess, and their economic successes may lead to 
favorable internal political changes. The loyalties of uncommitted peoples are 
less likely to be affected by relative growth rates in the United States and 
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USSR than by those of China and India (this presumably is not meant to 
be reassuring). In any case, accelerating our growth rate is likely to be ex- 
pensive: we now spend about $75 billion a year for growth-affecting pur- 
poses (net investment, education, and research); as a first approximation, 
it would appear necessary to at least double such outlays in order to double 
our growth rate. Whether outlays that affect growth are assumed also to 
maximize growth, or whether it is assumed that all such outlays would neces- 
sarily be increased in equal proportion, is not explained. 

In the first of the three summary papers, Willard Thorpe, who does very 
neatly summarize the submitted papers, relies for his policy inferences largely 
upon Petersen, though he does not accept all of Petersen’s arguments. W. W. 
Rostow opens his summary paper with the statement: “I believe I speak for 
Virtuglly all the panelists [about 4 out of almost 30] who addressed them- 
selves to the implications of their analyses for American policy when I say 
this: Our dangers do not lie primarily in the size of the Soviet economy or its 
overall rate of growth.” Rostow’s reasons for deprecating growth rates are 
much like Petersen’s, but, unlike Petersen, he is greatly concerned that we 
improve our present allocation of U.S. output. 

Among the panelists responsible for the technical papers, only Heymann 
deals at any length with the implications of the growth-rate differential, and 
he also plays down its significance. In the hearings (p. 42), Heymann makes 
the further observation that, once this nation faces up to its real challenges, 
“growth will follow automatically, and enthusiastically, without anyone do- 
ing anything directly about it.” Joseph Berliner in his remarks in the hearings 
(p. 142) explicitly endorses Petersen’s position. 

The foregoing resumé is unfair in that virtually all of the contributors cited 
concede some significance to growth rates, and most of them do in fact ac- 
cept the need for accelerating U.S. growth. But this significance is allowed 
expressly as a concession, and the conclusion driven home is that growth is 
not of “primary” or “decisive” consequence. That the committee members so 
understand the point of the discussion is clear from the hearings (see, e.g., 
Representative Curtis’ remarks on page 23, Representative Bolling’s on 
page 41). 

The contrary view is not entirely unrepresented. Bornstein in his pre- 
pared paper gives a brief but ungrudging statement of the significance of 
growth rates. Gerhard Colm, representing the National Planning Associ- 
ation, treats with quite even emphasis the problems of growth and other 
problems that confront us, and asserts both the need for and the feasibility 
of accelerated growth. Harry Schwartz, in the third of the summary papers, 
expresses his alarm vigorously, but he relies for argumentation (as adherents 
of this view may be too prone to do) on the sheer impact on the beholder of 
statistics of projected outputs. Allen Dulles, who has elsewhere shown con- 
cern with growth, makes in his prepared statement only a passing reference 
to the possibility of a “dangerous” narrowing of the gap between the two 
economies; the questioning set off by this word does not do much to estab- 
lish wherein the darger lies. There are a few other expressions of alarm 
scattered through the hearings (see especially the testimony of Evsey Domar). 
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Nowhere, however, is there a brief for this position comparable to Peter- 
sen’s. The dominant voice throughout remains that of participants who are 
effectively unalarmed. 

A possible explanation of at least part of this odd imbalance begins to 
emerge clearly only at the last session of the hearings. The significance of 
growth rates, their role as success symbols aside, presumably relates to the 
long run. Domar in his testimony (pp. 245 ff.) raises considerations which 
are explicitly or necessarily long run: “What will the situation be if and 
when Soviet output matches ours, and then exceeds it, say, by some 50 per 
cent?” “, , . Economic growth and technological and scientific progress are 
longrun processes: The school children of today are the scientists of to- 
morrow, and their research of tomorrow forms the basis of growth in years to 
come.” Schwartz (p. 254) picks up the same thought in criticizing Dulles 
for restricting his projections to 1970: “. . . there is no reason to suppose 
that the world will end in 1970.” “We have children who, we hope, will live 
beyond that date.” The point is evidently acknowledged: Thorpe, reiterating 
his earlier argument that growth is not consequential for foreign economic 
competition, adds here (p. 255) tae phrase, “at least in the short run.” 
Rostow (p. 270) declares that 10 years “is about as far ahead as I can look 
operationally.” 

From this exchange it appears likely that a crucial but unstated point at 
issue throughout these lengthy proceedings was the appropriate time horizon 
for the planning of national policies. Had this been brought out earlier, it 
would at least have made clearer where real disagreement lay. It might have 
* permitted as well an expressed agre2ment on a conclusion to which many of 
the participants on both sides of the argument implicitly assent: we face 
not one danger but two. For the near future, the danger is that we may allo- 
cate too little of our output to the uses that determine our security and our 
influence in the world. In the long run, if our growth rate continues to lag 
as it has in the recent past, we may reach a point where reallocation alone 
will no longer meet our needs. By that time, of course, it will be too late to 
look to our rate of growth. 

Whatever purpose may be served by disputing which of the two is the 
greater danger, it scarcely appears wise to magnify one by minimizing the 
other. 

RAYMOND P. POWELL 

Yale University 


Statistical Methods; Econometrics; Social Accounting 


Economic Arithmetic. By Ropin Marrs. London: Macmillan and Co. Ltd., 
1958. Pp. xvii, 349. $4.50. 

The declared purpose of Mr. Mazris’s book is to provide an explication of 
the broad statistical descriptions of zhe British economy now available, and to 
aid the reader in integrating economic theory with the statistical techniques 
by which that theory is applied. Marris carries out his plan in three parts: 
Part I is a study of official British national income and expenditure statistics, 
Part II is given over mainly to an exposition of the rudiments of time series 
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and regression analysis, while Part III is a long and detailed discussion of 
the formal properties of index numbers and their application to the measure- 
ment of changes in family and national real income. 

Marris opens his explanation of the nature and sources of British national 
income statistics by sketching the main features of the economic process 
that generates the data. This introductory material is followed by a lengthy 
reading of the important income aggregates that are annually published in 
the official government Blue Book entitled National Income and Expenditure. 
Although Marris follows closely the organization of the Blue Book, his ex- 
position does not utilize a single statistic from that source. This is an un- 
fortunate omission, for it has the double effect of making the subject seem 
unnecessarily abstract and his explanation less valuable than it really is. 
His work is helped, however, by an ingenious diagram that schematically 
depicts the relations between the aggregates discussed in the text. Marris’s 
work would have been further helped had he taken the space to write down 
these relations algebraically. As it is, though, American students who possess 
a knowledge of national income accounting will find the first three chapters 
of this book a satisfactory guide to British social accounting practice. 

The remaining five-sevenths of the book is devoted to a number of prob- 
lems concerning the manipulation and interpretation of economic data. Part 
II opens with a very nice chapter on the value of simple inspection of the 
data—which turns out not to be an entirely simple matter. Marris then goes 
on to explain, in the following two chapters, the basic aspects of time series 
analysis and the least-squares technique of fitting regression equations, Al- 


though he develops these subjects in a routine fashion, his warning that little . | 


can be inferred from the computations made unless the investigator has “a 
reasonably correct idea of the nature of the system which is governing data” 
will be of especial help to beginning students. Marris closes this section with 
a mention of the method of simultaneous equations. 

Part III furnishes a good example of how economic and statistical theory 
can be usefully combined. Marris begins this section by verbally developing 
the general nature of index numbers, and follows with a carefully done alge- 
braic exposition of their formal properties. He then combines the theory of 
consumer choice with index number theory and explains the problem of 
measuring changes in family real income. He ends the book with a long and 
excellent chapter on the economic and statistical questions involved in meas- 
uring changes in real national product. Though no final solutions to the 
many problems connected with this difficult question are provided, this chap- 
ter is valuable because it is thoughtfully worked cut and intelligently written. 

PauL WELLS 

University of Illinois 


Economic Systems; Planning and Reform; Cooperation 


Beyond the Welfare State. By GUNNAR Myrar. New Haven: Yale Univer- 
sity Press, 1960. Pp. xii, 287. $4.50. 

“Economic Planning and Its International Implications,” the subtitle of 

this book by the well-known Swedish economist, best describes its contents. 
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The book primarily concerns the past growth and present tendencies of the 
welfare states of the rich Western powers. The incidence of their policies 
upon the poorer countries of the non-soviet world is assessed. 

Myrdal’s main subject is the ccntinuing evolution of Western welfare 
states towards his ultimate ideal of being “the people’s home.” He stresses 
the ways in which, through a series of ad koc government interventions, a 
“created harmony” and “social convergence” have already come into being 
without conscious plan. Hence many once necessary statutes, in labor matters 
for example, are now anachronistic. He looks forward to the day when much 
of this legalistic and detailed intervention by the state can be replaced by a 
new infrastructure of cooperative associations and local boards of citizens. 

Unfortunately, in some countries such as the United States, national 
planning has not yet caught up witk this need for coordination and siplifi- 
cation, but still takes the form of regimentation and tinkering by state or- 
gans. However, in some of the “advanced” welfare states, the habit of 
cooperating and bargaining in the collective organizations below the state 
level is well developed. In these relatively established and homogeneous so- 
cieties the citizenry participate increasingly in an evolving form of economic 
democracy. 

Some of these views may seem tc Americans like a description of Utopia. 
My own feeling is that Myrdal’s description of the rich welfare states applies 
only perhaps to Scandinavia, Benelux, West Germany and Great Britain. 
Surely the United States does not ex2mplify the planned economy—defined as - 
coordinated economic intervention—Myrdal attributes to his welfare states. 
He admits, too, that the United S-ates is something of a special case, not 
because it is big or “young,” but Lecause white and black immigration has 
made it heterogeneous. To this he attributes the lack of citizen participation 
in a coordinating infrastructure anc the prevalence of political bossism and 
labor union gangsterism. 

As for the underdeveloped countries, Myrdal explains why, compared with 
the rich welfare states, they practice so much less economic planning al- 
though officially they are so much more in favor of it. He stresses their need, 
not only for technical and capital assistance, but especially for more assured 
markets at more stable prices in tke rich western countries. He regrets that 
the inevitable nationalism that accompanies the welfare state has made inter- 
national economic integration more difficult than ever. But if the world 
economy is to be restored, it will not be through a return to some automatic 
money standard but through a more sincere use of new and established inter- 
national agencies. In this respect he deplores the comparative failure of 
UNESCO and the IMF, the obsolet2 attitudes of the ILO, and the too modest 
scope of the IBRD. He places the blame for these inadequacies primarily 
upon the government officials of tke rich western nations. Here one senses, 
between the lines, the frustrated international civil servant. 

Some of Myrdal’s best and perhaps most original pages concern the psy- 
chological reactions of people in th= western countries to economic planning, 
foreign aid, and to various institutions that affect their economic lives. Some 
of these insights were a revelation zo this reviewer. They serve as a valuable 
reminder that economics is after all z social science. 
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This book is based upon various lectures and articles to academicians and 
intellectual laymen. So the presentation is in very general terms and is not 
directed primarily at economists. Perhaps for the same reason there is con- 
siderable repetition. Occasionally one would prefer a little less heavenly 
sublimeness and a-few more earthly facts. But many American economists 
will find much that is novel and provocative, especially if they have not read 
other recent publications by the same author, and we can all envy his notable 
command of the English language. 

STEPHEN ENKE 

Santa Barbara, California 


AeHumane Economy—The Social Framework of the Free Market. By WiL- 

erm Répxe. Chicago: Henry Regnery Co., 1960. Pp. 213. $5.00. 
On rare occasions, at just the time when a productive stream of human 
history seems to have reached a dead-end, a book has appeared with the 
power to regenerate tradition and to free men anew for positive, productive 
action. Wilhelm Röpke, internationally acclaimed economist, whose the- 
ories-in-practice have been credited with the revitalization of the West 
German Republic, has written such a book. 


The very title of Professor Répke’s study is enough to give twentieth cen- 
tury man new hope; for during the last fifty years we have been apparently 
caught in the dilemma of having to choose between the arbitrary tyranny 
of the totalitarian system and the free, but coldly impersonal, working of 
old-fashioned laissez faire. 


In A Humane Economy Répke has provided, not a middle-of-the-road 
compromise between two rival ideologies, but a new synthesis which tran- 
scends them---an economics which liberates the whole man both from the 
degradation of slave labor and from the selfishness of unbridled material- 
ism. 


So says the jacket. Can one book do all this? The first chapter is a “‘re- 
appraisal after fifteen years” of trends and events in the world economy. In 
general, it concludes that the “road to serfdom” has flowered into an inter- 
national, interlocking highway system. Unfortunately the economic, social, 
philosophical and other ideas are mixed with personal opinions of the author 
without being too well integrated by analysis. Hence there is some tendency 
toward overgeneralizations. For example, it is said that in the West today 
“the dominating and prevailing opinion is completely atheistic” (p. 9) and 
Marshall Plan aid was “tailored to the needs of socialist countries” (p. 22); 
but, fortunately, “there is no point now of continuing this list of embarrassed 
evasions and absurdities because they have long been answered by the facts” 
(p. 25). However, the conclusion is sound. “The decision on the ultimate 
destiny of the market economy, with its admirable mechanism of supply and 
demand, lies, in other words, beyond supply and demand.” 

The second chapter is a long critique of modern mass society and an acute 
analysis of recent worldwide population growth trends. These are provocative 
and bristle with interesting though often isolated ideas. But even this long 
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chapter seems too short to do justice to its main arguments which include a 
case against the “deplorable” declire of chivalry and rural life (which are 
assumed to be closely interrelated) and the rise oi the new trinity of adver- 
tising, socialism and boredom. This curious equation might well have been 
further explained. : 

Third, there is a long chapter oz the market system, beginning with an 
idealized version of classical economics. Again, an otherwise strong case for 
19th century liberalism is marred by oversimplifications. For example, the 
words totalitarianism, socialism, nazionalism, collectivism, communism, and 
mass society are used more or less irterchangeably. The real struggle between 
the “free world” and communism is seen to be on the spiritual, not eco- 
nomic, level whereas communism’s ain weapon is said to be in production 
and living standards (p. 111). How this curious conclusion can be dgrivéd 
from a reading of Marxian and classical economic philosophy is not entirely 
clear. 

The central issue is stated, “Wkat will happen when these individualist 
motives induce people to do things which are manifestly harmful to others? 
. .. Is it enough to appeal to people’s enlightened self-interest to make them 
realize that they serve their own best advantage by submitting to the disci- 
pline of the market and of competit on? The answer is decidedly in the nega- 
tive... The market economy is not enough” (pp. 122-23). 

Granted the market economy is mot enough. Where is the answer sought? 
It is in “Self-discipline, a sense of justice, honesty, fairness, chivalry, modera- 
tion, public spirit, respect for human dignity, firm ethical norms—all of 
these are things which people must possess before they go to market and 
compete with each other. These are the indispensable supports which preserve 
both market and competition from degeneration. Family, church, genuine 
communities, and tradition are their sources” (p. 125). In describing and 
analyzing these nonmarket factors Föpke is at his best and the arguments are 
eloquent and instructive. But the conclusions are indefinite. There are many 
interesting side-trips into ideas of Dickens, Macaulay, C. W. Eliot, Pascal, 
Montesquieu and others but no atterapt to integrate them. 

The advertisement promises a “nsw synthesis which transcends rival ideol- 
ogies.” Possibly the word synthesis means something else in English than its 
German equivalent because no synthesis in the accepted English sense ever 
appears. Röpke does state clearly some basic, philosophical issues but the 
“synthesis” usually takes the form of eloquent defense of one position and a 
strongly worded attack on the otker. Sometimes, however, the “synthesis” 
takes the form of stating both sides of a controversial question and then agree- 
ing with each side in turn without =xplaining how the debate comes out. For 
example, on page 121 the author sates, “Any attempt to base an economic 
order on a morality considerably higher than the common man’s must end up 
in compulsion,” while on page 13) he says, “Every society should have a 
small but influential group of leacers who feel themselves to be the whole 
community’s guardians of inviolable norms and values. . . .” 

Another long chapter is devoted t the twin dangers of the welfare state and 
chronic inflation. We are exhorted to resist these. As in the section on the 
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market system, the discussion runs somewhat afield with many interesting 
observations on everything from Greek plays to American advertising. Al- 
though Röpke stated earlier that the task of economics is “to make the logic of 
things heard in the midst of the passions and interests of public life to weigh 
everything and assign it its due place” (p: 149-50), he finally concludes that 
neither economic theory nor statistics is of any use and even national budget- 
ing is futile (p. 253). 

In the concluding chapter the issue is restated in terms of two kinds of 
social thought, “centrism” and “decentrism.” The good decentrist “thinks in 
terms of human beings and also knows and respects history” (p. 229). The 
bad centrist, however, “misuses big words such as freedom, justice, rights of 
man, or others to the point of empty phraseology, who poses as a paragon of 
vittue and stoops to use his moralism as a political weapon” (p. 229-30). 

This book is not easy to evaluate because it was written in German and 
translated into English. A reviewer’s criticism should be directed toward the 
substance of a book rather than the appearance and hence should concentrate 
on the underlying thoughts as expressed by the author, not the words in some 
foreign language edition as chosen by a translator. The book is interesting and 
stimulating; but overtones and innuendoes play so much of a part that this 
review must consider them to be intended by the author rather than the 
translator. The book abounds with anecdotes, side comments, brilliant in- 
sights, and over-simplifications to such an extent that the main theme is 
often lost. If any conclusion can be drawn from the morass of opinions it is 
that solutions to all problems can be found in the unfathomable soundness of 
the “right” way as against the wrong or “left” way of doing anything. 

WALTER BUCKINGHAM 

Georgia Institute of Technology 


Zagadnienia ekonomii politycznej socjalizmu. (Problems of Political Economy 
of Socialism.) By Oscar Lance and others. 2nd edition. Warsaw, Poland: 
Książka i Wiedza, 1959. Pp. 622. zl 30. 


This is a joint work of Oscar Lange and twelve other leading Polish econo- 
mists (most of them lecturing at the University of Warsaw). It is the first 
attempt at theorizing on the basis of the experiences of 15 years in the Polish 
socialist economy. The book should be of interest to any Western economist, if 
only for the reason that the socialist economic system is relatively young and, 
in consequence, theoretical syntheses of it are still very few. Marx and Engels 
dealt almost exclusively with the then existing capitalist system and much the 
same could be said about the major part of the works of Lenin. Owing to the 
specific situation of the USSR in the interwar and the immediate postwar 
years there are not, at present, many general theoretical treatments of the 
working of the socialist economy in that country; and it is only during the 
last decade that Stalin’s “Economic Problems of Socialism in the USSR” has 
appeared, and some theory has been included in the well-known economic text- 
book published by the Soviet Academy of Sciences. Some theoretical papers 
have been published lately by Strumilin, Ostrovitianov, Kronrod, Kantorovich 
and a few others. 
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The present Polish work does not attempt to formulate a complete theory of 
political economy of socialism based on Polish practical experience.1 Nor does 
it, as a matter of fact, regard any of its findings as clear-cut or final. Social- 
ism, as a new economic and social system, is undergoing changes. The work of 
the Polish economists furnishes a good example of this. Its first edition con- 
tained two papers by Oscar Lange (“Political Economy of Socialism” and 
“Fundamental Problems of the Period of Building Socialism”) and, further, a 
paper on socialist industrialization (Rutkowski), on the influence of agricul- 
tural development upon the growth of national income (Herer), on certain 
problems of dynamics of a socialist economy (Kalecki), on conditions of a 
general equilibrium between production and consumption in a socialist econ- , 
omy (Laski), on models of a socialist economy (Bobrowski), on certain prob- 
lems of prices in a socialist economy (Brus), on problems of economic choite 
in planning and on the problem of prices (B. Minc), on prices of agricultural 
products (Pohorille), on wages in a socialist economy (Morecka), and finally, 
on costs and optimal production in a socialist economy (Fiszel). 

The first edition printed in 10,000 copies, became out of print after six 
months which would seem a record for a country of some 29 million popula- 
tion. Yet, 10,000 copies of the second edition published in December 1959, 
went out of supply by July 1960. What, however, is more interesting is that, 
because of developments during 1959, not only did the eleven papers of the 
first edition have to be supplemented in the second by the addition of two 
more (on “Calculating the Economic Effectiveness of Investment,” by 
Rakowski and on “Problems of Planning Economic Development,” by Pa- 
jestka), but in addition some of the views expressed by authors in their first- 
edition papers had to be, here and there, modified in the second edition. 

Moreover, the ideas expressed by the authors on several fundamental eco- 
nomic problems are not uniform. A good example is furnished by two fairly 
divergent theories on prices in a socialist economy presented by Brus and 
Minc. Their views differ widely—and so do certain other theories advanced by 
their colleagues. The book as a whole gives the student of economics an op- 
portunity to assess the difficulties of theoretical generalization applied to a 
national economy the socialist development of which has been going on for 
one and a half decades under specific conditions (the location of the country 
close to Central Europe, a certain level of economic development achieved 
before the second world war, the unbelievable destruction caused by war and 
by the German occupation, the diffculties of development during the “cold 
war” period, etc.). The experiences of other socialist countries must necessarily 
have been somewhat different, according to the stage reached in their economic 
development at the time of change in their economic and social systems, ac- 
cording to the domestic and other conditions accompanying their early socialist 
development (e.g., the threat of German aggression looming upon the USSR in 
the ’thirties), etc. No wonder that, despite the uniform Marxist-Leninist ideol- 


* Lange published a few months ago the first volume of his “Political Economy” (Ekono- 
mia polityczna), Warszawa 1959. This is an introduction to a major three-volume sys- 
tematic treatise of Marxist political economy. The French translation was to be published 
at the end of 1960, the English one is somewhat delayed. 
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hd 
ogy, socialist development in practice has had to vary among the different 
countries and that, consequently, every attempt at theorizing about this prac- 
tice must be made, at least in its first formulation, with a great deal of caution 
as well as with a perfectly open mind. 

In his first paper, on the “political economy of socialism,” Lange states 
clearly that, as a result of the past practical experience of the USSR, China, 
Yugoslavia, Poland and other socialist countries “the situation is slowly be- 
coming ripe for a synthetic, theoretical analysis of the principles of political 
economy of socialism.” “Of course,” he goes on, “such a synthesis is bound to 
have a preliminary and temporary character only, There is much discussion 
among Polish economists, but there also are many divergences. of views as far 
as those matters are concerned. This is quite natural if one takes into account 
tle still very raw stage of development of these problems. We are by 
no means going to be surprised if these opinions, as far as certain prob- 
lems are concerned, undergo change as a consequence of further studies or of 
further practical experiences within the socialist economy.” 

These experiences are multiple, and constant theorizing about them is bound 
to lead to more new and new findings of a general character. It is obvious that 
factual differences between the stages of development in the building of the 
new system may reflect these differing experiences and, consequently, that 
divergent theories may be produced aé a given moment. There would be 
nothing new in this, as exactly the same thing happened in the 17th and the 
18th centuries when a variety of experience with capitalism led to different 
and steadily evolving theories concerning the then developing economic and 
social system. Gradually, of course, the differences with regard to certain spe- 
cific points will be smoothed down. 

Thus the two editions of the Polish Zagadnienia ekonomii politycznej 
socjalizmu may be of considerable interest to economists, no matter what their 
personal attitude toward Marxism may be. They provide not only a sketch of 
the theoretical analysis of the economic consequences of socialism in Poland, 
but also they reveal the constant evolution of Marxist thought that is taking 
place in the light of a constantly accumulating wealth of experience derived 
from the steady growth of a specific national economy. 

TADEUSZ LycHowski 

University of Warsaw, Poland (temporarily in Washington, D.C.) 


Wirtschaftsrechnung, Investitionen. und Wachstum in einer Zentralverwal- 
tungswirtschaft. By KLaus Drexmann. Berlin: Duncker & Humblot, for 
Osteuropa-Institut an der freien Universitaet Berlin, 1960. Pp. 144. 

This book consists of three related discussions: (1) a critical review of prior 
literature on the subject, including some comparisons with actual Russian ex- 
perience, (2) an investigation into the problems connected with the applica- 
tion of linear programming and electronic data-processing to central planning 
in a fully controlled economy, and (3) an analysis of the relationship between 
growth and investment under certain assumptions, 

Diekmann begins by discussing Marxian value theory; he presents argu- 
ments on both sides but shows in detail how selection of alternatives for pro- 
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duction processes brings unrealistic results if return on invested capital is 
ignored. Russian planners therefore have had to develop various disguises 
under which the concept of interest .s applied to decisions, without offending 
the ideological requirement of its nonexistence. 

The devices have taken many forms: Kukel-Kraevskij advocated selection 
of the alternative with the smallest total of investment and running costs for 
several years; A. L. Lure suggested epportunity costs as a guideline (he calls 
them relative effectiveness of capital); S. G. Strumilin constructed a system of 
indexes to serve the same purpose; F. S. Mstislavski went even further with a 
detailed scale of preference coefficien:s based primarily upon “underlying” and 
current investment requirements, ard the French economist Ch. Bettelheim 
developed an evaluation of opportunity costs somewhat similar to Lure’s. 
Most of these methods were rejecte] by official Soviet policy in favoreof an 
approach based upon Rueckflussfrist (recouping period, daring which the 
investment is amortized). However, any analysis would have to be based upon 
economic preferences only if there zre no socially more important considera- 
tions favoring any one alternative. 

The next chapter is devoted to a critique of Paul Hensel’s Einfuehrung in 
die Theorie der Zentralverwaltungswirtschaft in which Hensel describes his 
concept of thorough planning: the division of goods into a series of classes 
depending upon their relationship <o a primary list of goods scheduled di- 
rectly by the planning authority. Diekmann’s own model, which follows, shows 
many similarities to Hensel’s, excep: that Diekmann places greater emphasis 
on production processes to be used. He shows that both demand and supply 
conditions can in fact be expressed with series of linear equations as long as 
the assumed conditions of full knowiedge and control by the central authority 
are maintained. By grouping products and with the help of the simplex tech- 
nique he reduces the task to a maznitude within the capabilities of a large 
electronic computer installation. If kis expectations are correct, the job can be 
completed in less than one month, certainly quickly enough to make the in- 
formation usable as the blueprint for a detailed plan. 

In the last section of the book Diekmann discusses the apportionment of 
investments among consumer-goods and capital-goods industries as well as the 
influence of this proportion upon economic growth. He considers this exposi- 
tion necessary for the completion ož his argument since he has not previously 
distinguished between consumer goeds and production goods. Again he builds 
mathematical models upon a series of assumptions similar to the previous ones. 
Unfortunately he decides to ignore the effect of investments necessitated by 
research and by new inventions on the ground that they would be too difficult 
to evaluate. As can be anticipated from this stipulation, the saturation point 
for investments (based on previously known technical achievements) is ulti- 
mately reached and any further investment must parallel population growth 
or be completely futile. 

Diekmann is an excellent matematician; in his earlier chapters, when 
analyzing the models of others, he is quick to point to Inevitable results from 
the basis upon which some of them are built. It is hard to understand there- 
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fore why he himself falls victim to similar errors when building his own 
structure. 

Despite this shortcoming the book is a valuable contribution to the rapidly 
growing body of information about the mechanics of planning for a modern 
economy. It points up the sharp dichotomy between the highly sophisticated 
ability of our society to solve those problems which we can define mathemati- 
cally and the backwardness with which we approach social problems, such as 
a determination of utility and usefulness which, in Diekmann’s discussions as 
well as in the actual Russian case, is left to the whim of a few individuals in 
authoritative positions. 

Erwin RauscH 
r New York, N.Y. 


Money, Credit and Banking; Monetary Policy; Consumer Finance; 
Mortgage Credit 


Money Metropolis. By Sioney M. Rozsins and Nestor E. Terteckyy, with 
the collaboration of Ira O, Scort, Jr. Cambridge: Harvard University 
Press, 1960. Pp. xvi, 294. $5.00. 

The Money Side of “The Street.” By Cart H. Mannen. New York: Federal 
Reserve Bank of New York, 1959. Pp. 104. 70¢ (35¢ if purchased in 
quantity for classroom use). 

The New York money market, the nexus of our financial system, has at- 
tracted little scholarly attention, so these two books will fill a large gap. 
Madden’s contribution is essentially a revision and extension of Money Mar- 
ket Essays written by several members of the Bank’s staff in 1952. The mono- ` 
graph by Robbins, Terleckyj and Scott is the fifth volume in the New York 
Metropolitan Regional Study undertaken by the Harvard Graduate School of 
Public Administration at the request of the Regional Plan Association. The 
over-all study examines the strategic economic and demographic features of 
the region (a 22-county area straddling the boundaries of New York, New 
Jersey and Connecticut) and projects them through 1965, 1975, and 1985. 

In the first two-thirds of his book, Madden describes the market for short- 
term funds and the principal types of instruments traded; in the third section 
he concisely explains the Federal Reserve’s role as guardian of the money 
supply. The main tasks of Robbins and his colleagues are to explain New 
York’s hegemony and to appraise the forces which might weaken it. The key 
variables studied are employment in the various segments of the finance in- 
dustry and changes in its distribution within the region and between the region 
and the rest of the country during the years 1947-56. Employment patterns 
indicate whether financial activities are labor- or market-oriented, and when 
employment is combined with output it provides a rough index of productivity 
trends. Robbins and his colleagues first examine the money market and the 
hinterland of financial institutions surrounding it and then take up the projec- 
tions of financial employment through the ten-year intervals noted above, In 
an appendix on statistical methodology, they discuss the assumptions under- 
lying their computation and extrapolation of labor-output ratios for each major 
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segment of the finance industry. While they use historical data on jobs and 
financial transactions to determine the ratios, the authors are careful to adjust 
the estimates for expécted changes in che relation of manpower to output. 

The heart of the market consists cf a few hundred trading specialists and 
the managerial elite in the major barks and other financial firms—all bound 
together by a network of instantanecus communications. The money market 
core itself accounts for between 5 and 10 thousand of the 120,000 employees 
in financial activities in lower Manhattan (Robbins, p. 25), but it is the key- 
stone of the entire structure. The main force attracting participants is the 
desire to reduce uncertainty and avoid the risk of trading on highly unfavora- 
ble terms (Madden, p. 13; Robbins, p. 34). External economies (legal firms, 
printing establishments, etc.) also pul. functions to the center. Both books deal 
adequately with the money market’s stock-in-trade (United States gqyent- 
ment and other securities, federal funds, commercial paper and bankers’ ac- 
ceptances—since the call money desk at the New York Stock Exchange was 
recently closed). However, Madden. highlights the liquidity inherent in a 
viable money market which enables banks to adjust quickly their reserve 
positions and allows individuals and nonbank intermediaries to shift their 
portfolios without incurring insufferzble capital losses (Madden, pp. 14-17). 
On the other hand, in Robbins’ wider historical perspective one can trace the 
migration of the money market center from Philadelphia to New York during 
the first quarter of the nineteenth century; this was primarily a response to 
New York’s faster rate of economic growth, the willingness of its financial 
institutions to specialize, and constructive legislation. Neither book, however, 
- discusses the continuing weakness in market arrangements which allows specu- 
lators in government securities such favorable opportunities as they enjoyed 
in the spring and summer of 1958. 

The large Wall Street banks link the money market with the rest of the 
financial community. Madden conceatrates on the shift of most of the tradi- 
tionally “wholesale” institutions to “retail” banking. A similar shift in the 
country at large, according to the Robbins team, is one of the main factors 
behind the increase of 16 per cent in commercial banks’ loans and investments 
(in constant 1955 dollars) between 1947 and 1956. If taken alone, this ex- 
pansion would have raised national smployment by 16 per cent. But changes 
in bank portfolios (spedrheaded by the enormous rise in consumer credit) 
stimulated a potential growth of 70 per cent in the demand for labor which 
was only partly offset by improvements in productivity. On the other hand, if 
productivity had improved while the other variables remained unchanged, 
employment would have shrunk by almost one-quarter. Within the New York 
region, no growth occurred in total loans and investments; this is partly at- 
tributable to legislation which until 2arly 1960 generally kept city banks from 
tapping the large reservoir of deposits in the suburbs. Moreover, the city banks 
make about one-half of their loans to borrowers outside the New York region, 
and this too depresses deposit growth (Robbins, p. 85). The enlarged scope 
for branches will undoubtedly enable the New York banks to mobilize addi- 
tional deposits, but they will probably never recover their former commanding 
position. This is not true of the barks’ foreign business, however, because the 
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nation’s expanding commitment in international trade will also enhance New 
York as a world money market. 

Beyond the commercial banks lies the massive range of life and property 
insurance companies, securities firms, mutual savings banks, etc. Madden does 
not venture into -this territory, but the Robbins group explores it in some 
detail. Employment in these industries in the New York region grew only 
moderately between 1947 and 1956, and the largest lag centered in life in- 
surance companies, especially in home office employment. The hesitant per- 
formance of life insurance companies is principally due to the region’s smaller 
increase in personal income compared with other sections of the country. Life 
insurance companies are concentrated in mid-town New York and Newark, 
but increased mechanization of routine home-office operations and the drift of 
gencies to the suburbs may weaken (but not sever) the industry’s labor 
orientation, The necessity of property insurance companies to reinsure their 
highly volatile risks will maintain proximity among them, and their sizable 
holdings of common stocks will also pull them to the money market core. 
Despite the periodic threat of a New York city tax on stock transfers, the 
securities industry is likely to remain rooted around the two securities ex- 
changes in New York which account for 90 per cent of the volume of trading 
on the 17 organized exchanges in the country. The spread of electronic data- 
processing equipment in securities firms will almost certainly reduce their 
demand for clerical employees and may centralize some of the record-keeping 
now done in the branches. The remaining segments of the financial commu- 
nity (primarily savings-type institutions) have always been population-ori- 
ented, and this pull will undoubtedly continue. i 

By 1985, employment in the country’s financial institutions is expected to 
be more than twice the level in 1956, but the New York region’s share will 
probably decline to 14 per cent compared with 19 per cent in the base year. 
Within the region, the older cities are expected to have two-thirds of the 
financial employment in 1985 in contrast to 88 per cent in 1956, but some 
absolute increase will occur—mostly in mid-town New York. Nevertheless, 
the money market core is likely to keep intact the present configuration of 
financial institutions in the Wall Street area. 

ANDREW F. BRIMMER 

Michigan State University 


Studies in the Theory of Money, 1690-1776. By Douctas Vickers. Phila- 
delphia: Chilton Co., 1959. Pp. ix, 313. $6.50. 

This book reviews the contributions made to monetary theory by nine 
writers: Locke, Barbon and North; Law, Berkeley and Vanderlint; Cantillon, 
Hume and Steuart. Vickers has organized them into these three groups of 
three, labeled respectively “Definitions,” “The Inflationists,” and “Process 
Analysis.” A preliminary 40 pages and a concluding dozen complete his study. 
As the jacket states, the book deals with the “important but neglected hundred 
years” preceding the Wealth of Nations, As such, it is a welcome contribution 
towards our understanding of the basis of classical economics, as well as a 
thorough study of the individual work of the selected nine. 
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Vickers would have eased his readers’ task if he had been able to construct 
a Procrustean bed of theoretical topics and to adapt the analysis of each of his 
nine subjects to fit it. This might well have required too surgical a simplifica- 
tion; but as it is, no two of these chapters are organized in the same way. The 
author is also rather prone to use some of our less helpful forms of jargon. In 
addition, a number of important points are made in the footnotes instead of in 
the text. And, doubtless because the chapters on individual writers are ex- 
tended, the chapter summarizing the exposition is highly condensed. It must be 
said that the outcome is a very difficult book to digest. 

This is a pity, because it makes a number of points well worth making. 
That, in the period covered, the existence of unemployment and the dangers 
of hoarding money were continual stimuli to economic thought, is now gen- 
erally appreciated; but Vickers reminds us in detail how fundamental thes@ 
stimuli were to the evolution of moneiary thinking. By picking out a series of 
writers, spread over a century, he has also been able to show the relationship 
between contemporary reactions not only to these social problems, but to the 
very different historical conditions which were successively encountered. And 
his classification of his nine writers elucidates the progressive emergence of 
monetary theory from the comparative statics of Locke and his contempo- 
raries. In Vickers’ terms, this evolution was from an analysis “equational- 
definitional in the static sense” through the “macro-dynamic analysis of eco- 
nomic activity” achieved by the Inflationists, to the “dynamic analysis of the 
money-flow process” of Steuart. 

Such discussions of individual writers encounter, of course, formidable ob- 
- stacles. It is easy to appear to attrikute to the individual under study a dis- 
covery which was in fact common ground amongst his contemporaries. An 
occasional clear-sounding statement of a now-familiar truth may lead the 
enquirer to assume a logical insight which the writer did not in fact possess. 
The recurrence of a similar statement in a later writer may lead to the equally 
incorrect conclusion that there it was derivative. On the other hand, one may 
miss the significance either of a single conclusion or of the connection between 
two writers’ views because of the unfamiliarity, or the sheer looseness, of the 
terminology used. How far Vickers can be held to have avoided all these pit- 
falls depends upon the interpretation placed on many ambiguous passages. 
The present reviewer has noted a few quotations where the context does not 
appear wholly to support the author’s conclusions; and a few others where the 
significance which he attributes to the phrases transcribed is at least open to 
doubt. But Vickers has quoted extensively and aptly, and to a large exient we 
can form our own conclusions on the evidence which he has given us. 

Any more detailed comment on so closely reasoned a book as this can only 
be brief, and therefore unduly dogmatic. To one reader, however, neither the 
praise accorded to Barbon (p. 87), nor the inclusion of Vanderlint as a sig- 
nificant figure, seems to be quite justified. On the other hand, the recon- 
struction of Berkeley’s thought from the welter of Te Querist, the analysis of 
Cantillon’s views (especially on the trade cycle), and the further rekabilita- 
tion of Steuart, are particularly well done. Vickers would put us further in his 
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debt if, looking back on his work with the advantage of a further four years’ 
reflection, he could now develop more fully and systematically the synthesis 
to which his final chapter points the way. 


J. K. HORSEFÆLD 
Washington, D:C. 


Die Möglichkeiten der Schweizerischen Nationalbank zur Beeinflussung des 
Geld- und Kapitalmarktes. By Dr. Hernz Lutz. Winterthur: P. G. Kel- 
ler, 1958. Pp. 196. 

Die Schweizer Banken im Dienst der staatlichen Konjunkturpolitik, By Dr. 
Fritz Markus Ruporr. Winterthur: P. G. Keller, 1958. Pp. 172. 


The present monographs represent welcome and useful additions to the 
growing literature on central banking and monetary policy abroad. In com- 
bination with Amberg’s Die Politik der Schweizerischen Nationalbank (Win- 
terthur, 1954), discussed in the March 1956 issue of this Review, they provide 
a complete guided tour of the Swiss credit mechanism in general and the rela- 
tions between the Swiss National Bank and the country’s banks in particular. 
In a sense, the two works complement each other, since Lutz looks at Swiss 
monetary policy from the point of view of the National Bank and its role in 
the money and capital markets, while Rudolf analyzes the same policy as the 
banks have carried it out as agents of official economic policy. Along the way, 
the reader is given authoritative and detailed descriptions of the Swiss money 
and capital markets (Lutz, pp. 87-103), the history and evolution of the Swiss 
banking system (Rudolf, pp. 49-68), Swiss commercial banking legislation 
(id., pp. 123-39), and Swiss mortgage financing (id., pp. 140-45). i 

The broad picture that emerges from the two works is one that has been 
painted before, but to this reviewer’s knowledge never with such clarity and 
precision. It is the picture of a highly developed and highly specialized bank- 
ing system (comprising, at the end of 1958, 428 banks with a total of 3,833 
offices) that, in the view of both authors, has been able to meet the credit 
needs of the domestic economy, while serving at the same time as an impor- 
tant source of capital to foreign countries. In these activities, the system has 
been guided by the Swiss National Bank in what both authors (as well as 
other observers) feel has been a highly successful and satisfactory manner, 
given the extremely limited statutory powers at the bank’s disposal. These 
powers are discount operations, intervention in the gold and foreign-exchange 
markets, control over certain interest rates, and control over the credit institu- 
tions’ foreign lending. Open-market operations, while available to the National 
Bank in a meaningful sense since 1954, have been given only limited scope 
and, moreover, could not be undertaken during the current phase of high-level 
economic activity because of the bank’s slender portfolio of open-market 
paper. The existing commercial-bank liquidity requirements are designed ex- 
clusively for the protection of depositors. ` 

The Swiss National Bank has made extensive use of moral suasion (which 
could be dubbed “monitory policy”), particularly through numerous gentle- 
men’s agreements concluded with the banks as a whole or with specific groups 
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of credit institutions, and at times also with certain important financial inter- 
mediaries. Over the past thirty years, such agreements have covered at one 
time or another virtually every sector of the Swiss money and capital markets, 
their objects having included ceilings on mortgage loans, special cash reserve 
requirements, nonpayment of interest on foreign-owned deposits, and limita- 
tions on commercial-bank foreign exchange purchases. The crucial role of 
these agreements—which a leading Swiss banker early this year described as 
“a typically Swiss solution”—is recognized by both authors, who describe the 
background, characteristics, functioning, and results of each agreement in 
great detail (Lutz, pp. 164-76, and Fudolf, pp. 74-120). While stressing the 
advantages of these accords—such as the relative speed in concluding them 
and the possibility of applying them selectively—the authors recognize their 
disadvantages, in particular the lack of legal enforceability and the virtua? 
impossibility of using such agreements to effect major shifts in monetary pol- 
icy. The authors therefore conclude that gentlemen’s agreements (and moral 
suasion in general) cannot and should not be used as full-fledged substitutes 
for the more orthodox instruments, a view shared by the Swiss National Bank. 
Both authors consequently advocate at least a broadening of the National 
Bank’s open-market powers and the introduction of statutory variable reserve 
requirements, Rudolf, writing from the point of view of the banks, argues in 
addition for the introduction of deposit insurance and for the central regis- 
tration of commercial bank loans. 

Despite the clarity of exposition and wealth of detail of both monographs, 
however, the sophisticated reader will miss a unifying theme. Although Lutz 
` introduces his study by reviewing the theory of central banking and Rudolf 
by expounding the role of the commercial banks in economic fluctuations, 
neither author stops to investigate the actual goals of the Swiss National 
Bank’s over-all policy. Such a discussion would have added immeasurably to 
both works by relating the instruments and policy measures described to the 
broader aims pursued by the National Bank within the framework of the 
Swiss economy. 

Joun Hern 

Federal Reserve Bank of New York 


Public Finance; Fiscal Policy 


Ricardo on Taxation. By Cart S. SHour. New York: Columbia University 
Press, 1960. Pp. 285. $6.00. 

This is a thorough examination of Ricardo’s writings on taxation, primarily 
of the taxation chapters in the Principles of Political Economy and Taxation, 
but with full use of the pamphlets, speeches and correspondence. After two 
introductory chapters, the first dealing with the reception of his work on 
taxation by his contemporaries and later critics, the second giving an all too 
brief discussion of Ricardo’s “macroeconomic system,” Professor Shoup pro- 
ceeds to a chapter-by-chapter analysis of Ricardo’s Principles. Each chapter 
of Shoup deals with a chapter of Ricardo, and with extensions of the reason- 
ing of that chapter in his other writings. Thus Chapter 3, “Taxes Paid out of 
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Capital: Taxes Paid out of Income,” examines Ricardo’s Chapter 8 “On 
Taxes” in which this issue is discussed. Chapter 4, “Specific Tax per Unit of 
Agricultural Produce,” examines Ricardo’s Chapter 9, “Taxes on Raw Pro- 
duce.” And so it goes through taxes on land rent, on agricultural output 
(tithes), on land,’on gold and houses (two chapters of Ricardo here to one in 
Shoup), on profits and on wages. Ricardo’s Chapter 17, “Taxes on Other 
Commodities” is dealt with in Shoup’s Chapter 11 as a discussion of “War 
Finance.” Shoup’s Chapter 12, “Taxes and Bounties on Foreign Trade,” 
- brings together material from several of Ricardo’s chapters beginning with 22. 
His chapter on “Taxable Capacity” is chiefly concerned with Ricardo’s Chap- 
ter 26 on “Gross and Net Revenue.” There fellows a chapter dealing with 
« miscellaneous” and unimportant tax issues. 

Ag interesting chapter on “Ricardo and the British Tax System of His 
Day” emphasizes the feeling developed in the earlier chapters that Ricardo 
was very remote from reality. Shoup said at the beginning of his book: “In 
Adam Smith’s long chapter on taxation the reader is treated to a rich slice of 
real life, against a background of somewhat undependable economic reason- 
ing; with Ricardo: we move on a high level of economic abstraction, supported 
by generally dependable reasoning, based however on dubious postulates of a 
most sweeping nature” (p. 14). A final chapter, “An Appraisal of Ricardian 
Analysis” recurs to this theme: “Given the economic world that he had cre- 
ated in his mind, Ricardo succeeds brilliantly in demonstrating the effects of 
taxation on the distribution of income among the three claimants” (p. 249). 
The trouble is that Shoup seems too fascinated by the intellectual problems of 
the analysis. “Puzzling out some of the Ricardian passages becomes almost ` 
the game of solving cryptograms” (p. 253). He is too little concerned with 
what Schumpeter called the “Ricardian Vice.” His attitude is illustrated by 
his reference to Malthus: “Ricardo has a system-building mind; he is an in- 
tellectual architect of the first order. Malthus may have had more insight 
than Ricardo on particular economic problems, a more fruitful intuition, and 
a broader grasp of the social environment in which economic forces operate, 
but Malthus never took the trouble, or never was able, to link his observations 
into a closely articulated whole” (p. 252). But then of Ricardo he had said: 
“Tt must be confessed that for the most part the conclusions on taxation and 
capital are again inherent in Ricardo’s system, and are correspondingly 
simplified.” 

As a student of the classical literature whose interest in it is not anti- 
quarian but is in the contribution that the study of this literature can make 
to the better understanding of the world of today, I have found this analysis 
of Ricardo disappointing. Lest it were my lack of sympathy with Ricardo that 
led to this disappointment I reread the taxation chapters of the Principles. I 
found that they could have been examined for their value in suggesting prob- 
lems and solutions rather than as providing a game of cryptograms, And I 
then wondered whether we do not now need to confess our inability to answer 
for the real world the questions that Ricardo answered for his simple model. 
The simple problems of particular equilibrium analysis we can handle fairly 
well; when it comes to the economy as a whole we are still pretty helpless. 
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Should not Shoup have considered more seriously the implication of his com- 
ment on the Ricardo-Smith-Buchanan controversy? “Thus Ricardo is able to 
agree completely with Smith and Buchanan when they lower their sights from 
grand generalizations about some widespread tax like one on raw produce to a 
common-sense analysis of a tax on a small item like malt” {p. 166). 
V. W. BLADEN 
University of Toronto 


Federal Receipts and Expenditures during Business Cycles, 1879-1958. By 
Jonn M. Fresrone. Princeton: Princeton University Press, 1960. Pp. 
xvi, 176. $4.00, 

This book, which is one of the Studies in Business Cycles of the National 
Bureau of Economic Research, contains 75 pages of text and an appendix of 
97 pages of description of the series and of tables. For the first time, a 
monthly record of federal revenue receipts and expenditures has been ana- 
lyzed with respect to cyclical behavior 1879-1958. Cyclical patterns are 
traced: (1) 1879-1914, a period of peace; (2) the years of war and of transi- 
tion from war—1914-21, 1938-54; (3) the interwar years, 1921-38; and (4) 
the years 1954-58. In (1), (3), and (4), “the cyclical behavior of the series 
was substantially similar,” using as the test the method of analysis developed 
by Wesley C. Mitchell and Arthur F. Burns. 

The beginning year, 1879, was selected because monthly figures were avail- 
able only thereafter. As the appendix makes clear, the author has gone to 
. great pains to make his figures homogeneous by taking account of changes in 
Treasury classification and accounting, Even so, the figures have limitations, 
most notably because they exclude receipts and expenditures in which the 
government acts as a trustee. 

For peacetime cycles the author finds a remarkably persistent and counter- 
cyclical pattern of behavior of surpluses in prosperity and deficits in depres- 
sion, with the influence of revenues the dominant factor. Expenditures typi- 
cally rose during depression and reccvery alike. In the period 1879-1914, the 
behavior was “wholly apart from any concept of modern fiscal policy”; it was 
automatic, growing out of changes in the size of the revenue base, rather than 
out of changes in tax rates. Changes in rates, however, did occur and no at- 
tempt is made to measure how much influence they had on receipts, because 
such a measurement would be very kypothetical. The author does indicate, in 
chronological sequence, the important changes in revenue laws. 

Although the countercyclical behavior of federal surpluses and deficits 
1879-1914 is marked, the variations were too small to have much effect, being 
only 2 per cent of the average change in GNP during expansions and 8 per 
cent during contractions. In the 1954-58 cycle the patterns were accentuated 
because of built-in expenditures, the dominance of income-tax receipts geared 
to earnings, and the willingness of government to accept deficits. 

In war and transition periods (1914-21, 1938-54), the peacetime patterns 
are somewhat overlaid. In war, expenditure changes are overriding; in transi- 
tion, the peacetime patterns re-emerge, but this is attributable chiefly to the 
decline in expenditures. 
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While the careful analysis by Firestone provides few surprises, it does re- 
fute exaggerations which have crept into economic literature, and it quanti- 
fies, to some extent, the cyclical effects of the federal budget. Budgetary 
balance has consistently been upset by the business cycle, and the upsets have 
been countercyclical in their effects. Now that federal receipts and expendi- 
tures have become a much more important component of GNP, that the ampli- 
tude of swings in receipts has grown, and that both Congress and the Executive 
appreciate the fiscal techniques of economic stabilization, the likelihood of se- 
vere depressions has diminished. 

James A. MAXWELL 
Clark University 


“Postwar Market for State and Local Government Securities. By Rovanp I. 
Rosrnson. Princeton: Princeton University Press, for the National Bu- 
reau of Economic Research, 1960. Pp, xxiv, 227. $5.00. 

Treasury-Federal Reserve Siudy of the Government Securities Market. Part I, 
July 27, 1959, pp. vii, 108. Part II, February 1, 1960, pp. vii, 159. Part 
III, February 1, 1960, pp. vii, 112. Washington, D.C.: Secretary of the 
Treasury and the Board of Governors of Federal Reserve System. 

Although billed as a dispassionate description and analysis of the operation 
of one sector of the capital market, Robinson’s book is essentially a pitch for 
the removal of the tax-exemption privilege from the interest income of state 
and local government securities. His thesis is that taxation of interest income 
by the federal government will yield so much revenue that states and local , 
governments could be offered a subsidy greater than that obtainable from tax- ` 
exemption of their securities and still net the U.S. Treasury an increase in 
revenue. 

This is the latest definitive study of tax-exempt securities by an economist. 
Its thorough treatment of the subject places it in the same category with 
works by Charles O. Hardy for Brookings (1926), Harley L. Lutz (1939), 
Lucile Derrick (1946), Lyle C. Fitch (1950), and George E. Lent (1955). 

An analysis of the demand for funds by state and local governments is 
followed by a description of who buys their bonds, how much, and why. The 
analysis of the supply of funds by investors is the more difficult task, and the 
author does not here acquit himself as well. Observations such as “State and 
local government obligations are the second choice of many investors, the first 
choice of very few” (p. 99) are entraneous. Robinson’s descriptions of the 
marketing of new issues of state and local securities and their secondary mar- 
ket are succinct, colorful, and penetrating. It is here that his interviews with 
people close to the market have paid off: statistics alone could not have pro- 
duced such clear exposition. 

The work reaches its culmination when the author seeks to divide (mathe- 
matically) the “tax-exemption subsidy” between reduced borrowing costs and . 
investors’ surplus, First he determines what the income tax liability would 
have been if, instead of tax-exempts, banks and casualty insurance companies 
had purchased corporation bonds and individuals had purchased either corpo- 
rate bonds, common stocks, or half of each. Second, the true differential be- 
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tween taxable and tax-exempt bonds is assumed to be the difference between 
Moody’s Corporate Bond Vield Index, based on 30 bonds, and Moody’s 
Municipal Bond Yield Index, based on 5 bonds, for each of the 4 top ratings, 
Aaa, Aa, A, and Baa. For lower-rated and unrated issues the author devises 
his own differential. In view of his explanations of the legal pitfalls surround- 
ing municipal securities (p. 50), his insistence that the true differential can 
be no greater than the difference between the two indexes is incongruous, 
Third, his differentials are multiplied by the amounts of bonds sold each year 
in each category to determine the interest-cost reduction. 

The interest-cost reduction each year is divided by the federal tax loss, i.e., 
the income tax liability if taxable ratker than tax-exempt securities had been 
purchased, to determine the percentage of such loss retained by state and. 
local governments. Table 29 shows the percentage dropping from 67 per gen? 
in 1947 to 20 per cent in 1953 and increasing thereafter. Although figures for 
1945 and 1946 are given in the apperdix, the computation of the division of 
the “tax-exemption subsidy” was not carried back beyond 1947 when a net 
disinvestment in tax-exempts by individuals and casualty insurance companies 
resulted in an investors’ deficit rather than surplus. Basically, the percentage 
of federal tax loss retained by state and local governments as reduced borrow- 
ing costs is a function of the differential. : 

In the foreword, Raymond W. Goldsmith says, “since [1956] the devalua- 
tion of the tax-exemption privilege Fas proceeded further.” Since state and 
local governments retained only 20 per cent of the value of tax-exemption in 
1953, according to Robinson, it would follow that they retain a much smaller 
* percentage today; perhaps the tax-exemption privilege has lost its value to the 
issuing authorities. Robinson’s prose overstated the case that his arithmetic 
merely illustrated. 

For a book about the securities industry, where interest rates are often 
figured to a half-dozen decimals, tae arithmetic calculations are not ex- 
emplary. There are too many tables where the numbers do not add up. 
References are handled carelessly: a consistent pattern of citing by exact 
titles, authors, and publishers is lacking; some works are cited without au- 
thors or publishers, making tracing to the original source impossible. The 
book is well written and informative, but its approach is not scholarly. 

From its title the second book apparently complements the first. While 
Robinson’s study is broad and covets a ten-year period, the government re- 
port is focused entirely on federal financing during 1958. One of the most 
elusive facts about the study is its authorship. The reports keep referring to 
the “committee” that listened to the remarks of the consultants and synthe- 
sized their discussions into a cohesive report. The “committee” seemingly 
consisted of economists and statisticians. If there was a political scientist or a 
sociologist among them, his influenze never seeped through to the printed 
word. 5 

Part I of the study is concerned solely with opinions of 119 consultants 
from the financial world on the functioning of the market for government se- 
curities, the causes of the extreme cyclical variation in prices of government 
securities in 1958, and the question oi whether an “exchange” in government se- 
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cur‘ties should be organized. Suggestions for stimulating an active market in 
governments included the re-introduction of the tax-exemption feature (pp. 
46, 80, 93), which now applies to securities of states and local governments. 

Fart II of the study is a statistical exposition of the situation in the govern- 
ment securities market, but basically it is a defense of the money managers 
for the slovenly market of June 1958. The Treasury-Federal Reserve group 
scrutinized the effect of countercyclical fiscal and monetary policies on gov- 
ernment interest rates and cautioned against the possibilities for speculation 
during the recovery phase of the business cycle when governmental inflation- 
ary policies have not been completely halted. 

Part ITI consists of working documents for Treasury and Federal Reserve 
officials. Citations to sources are nonexistent or given in an offhand manner. 
Fow related subjects are explored: the adequacy of market statistics, margin 
requirements, the repurchase agreement, and the need for an association of 
dealers in government securities. 

The two books are timely and have value for those interested in doing 
intensive research in public securities. 

Henry J. FRANK 

Princeton University 


Public Finance in Theory and Practice. By A. R. Prest. Chicago: Quad- 
rangle Books; London: Weidenfeld & Nicholson, Ltd., 1960. Pp. 408. 
$7.50. 

Taxation and civilization are correlative. At this stage of civilization books 
concerning taxation and public finance abound. Since there is no dearth of" - 
literature in the field all new works must be evaluated to determine their 
specific contribution. From Christ’s College, Cambridge, England, A. R. Prest 
presents this analysis of theoretical public finance and a most welcome ex- 
planation of the taxing process of the United Kingdom. The book is written 
in a comprehensible style and is indeed a contribution to the further under- 
standing of this increasingly complex subject. 

Any American reader will find the comparative analysis of U.K. and U.S. 
taxing systems most enlightening. It includes tabulations showing the rela- 
tive tax positions of families under the income tax laws of the respective 
countries. Noteworthy is the discussion of capital gains taxation which in- 
cludes theoretical consideration of the issue and provides as well some analo- 
gies between U.K. and U.S. treatment of the problem. Prest states (p. 289): 
“Indeed, it could be argued that in some respects capital gains are treated 
more harshly in this country than in the U.S., where there is an explicit tax on 
them.” This comment may come as a surprise to many who believe ‘that 
capital gains escape taxation in the United Kingdom. With reference to capital 

~ gains taxation in the United States Prest says (p. 300): “.. . there seems no 
doubt whatever that the taxation of capital gains is the subject of more 
acrimony and more time-consumption on the part of officials and taxpayers 
than any other aspect of the U.S. Federal income tax.” 

Other discussions of particular interest to readers in this country include 
those of national debt, the national insurance funds, expense allowances, dis- 
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tinctions between earned and unearned income, and taxation of overseas in- 
comes. After a brief general introduct.on, the book is subdivided into three 
sections covering analysis, description and policy. A short, selective bibliogra- 
phy is presented at the end of each of the three subdivisions. The bibli- 
ographies are adequate but they are not comprehensive. 

This reviewer would take exception to the statement found on page 16: 
‘We have discussed the historical origins and growth of the main present-day 
constituents of the subject-matter of public finance.” The background dis- 
cussion began on page 13 with reference to Adam Smith, Ricardo, and Mill. 
This can hardly be called a full discussion of historical origins. Similarly, at 
page 24, reference is made to the long history of direct and indirect taxation. 
The only historical reference is again J. S. Mill, with no comment about the, 
Physiocrats. e 

On the positive side one must pra.se the author for a relatively concise 
treatment of subject; 408 pages including bibliography and index for a com- 
prehensive and informative volume :s an achievement. This volume is a 
creditable addition to the extensive list of articles and publications of A. R. 
Prest. At this particular time in histery a more universal view of ideas and 
procedures is essential. The U.S. reader has much to gain by delving into 
this work on public finance. For text use, for supplementary reading, or for 
reference material, the book under review can be used with profit. 

JANET K. MESSING 

Hunter College 


- ` Gosudarstvennyi biudzhet SSSR. {The State Budget of the USSR.) By K. N. 
Protnixov. Moscow: Gosfinizda-, 1959, Pp. 422. Rbl. 9.20, 


This is a supplementary text for use in institutes and university depart- 
ments training students for careers in financial administration. Its 32 chapters, 
in 6 parts, cover: (I) the Soviet stat budget’s function in the economy, its 
internal structure, and its relation to tae constituent budgets of Republics and 
regions; (II) taxes and other revenues; (III) income and outlay relations 
between the state budget and industry, agriculture, trade, and municipal 
services, on both current and capital account; (IV) outlays for social security, 
education, and national defense; (V) budget planning and review; and (VI) 
financial supervision, inspection, and control procedures. 

The author, Professor Kirill Nikcnorovich Plotnikov, has been a major 
writer in the field for over twenty years. His career was crowned recently by 
his appointment as director of the USSR Academy of Sciences Institute of 
Economics. In the fall of 1959 he was one of a delegation of outstanding 
Soviet economists which visited the United States under the US-USSR cultural 
exchange agreement. 

Unlike the author’s 1948 and 1955 treatises, Bidzhet sotsialisticheskogo 
gosudarstva (The Budget of the Socielist State) and Ocherki istori biudzheta 
sovetskogo gosudarstva (Essays on tie History of the Soviet State Budget), 
this book contains few figures. Its emphasis is on the procedures employed in 
making up and carrying out annual state budgets under post-1957 institutional 
arrangements. Plotnikov notes in his preface that the history and evolution of 
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Soviet budgets are not treated, “in order that students’ attention should not 
be deflected from the main questions of budget work,” and that the data used 
in examples and calculations are hypothetical. Taken by itself, therefore, this 
descriptive survey is mainly valuable for its discussion of questions concerning 
proper functioning of the present day budget system. Taken together with the 
autħor’s earlier work, plus the figures for recent years available from statistical 
handbooks and technical journals, this volume supplies an informed and judi- 
cious commentary that rounds out a comprehensive analysis of the budget’s 
role in Soviet economic life. 
HOLLAND HUNTER 
Faverford College 


° International Economics 


Europes Coal and Steel Community: An Experiment in Economic Union. By 
Lours Lister, New York: Twentieth Century Fund, 1960. Pp. 495. 
$8.00, 


An unusual experiment in the social control of business has been under way 
since 1952 in Western Europe. At that time a group of contiguous countries 
agreed to place the heart of their industrial life under the direct regulation of 
a common supranational organization. 

Many individual countries have undertaken to regulate domestic industry, 
and occasionally a group of nations have entered into treaty arrangements to 
cooperate in the regulation of industries operating in more than one country 
or an the high seas. But such treaties have generally relied upon national’. 
governments to give effect to the agreed regulatory principles, and at most the 
industries in question have been of peripheral concern to the participating 
countries. Coal and steel, however, are the foundation of Western Europe’s 
industrial life, and under the European Coal and Steel Community these in- 
dustries of the six member countries are subject to direct regulation by the 
administrative structure created by the treaty setting up the Community. 

There is another respect, too, in which the ECSC is unique. Countries 
before have formed customs unions, but it is unusual for a group of countries 
to merge just a part of their national economies, The supranational character 
and partial approach to integration of the ECSC experiment hold a fascination 
for students of international economic affairs and government-business rela- 
tions. = 

Americans, particularly, can compare the arrangement and experience of 
the Community with efforts of the thirteen original American states to co- 
operate from 1781-1789 under the Articles of Confederation and the subse- 
quent strengthening of powers of the central authority under the federal 
Constitution. The Coal and Steel Community has gone beyond the articles of 
Confederation in making the supranational agency financially independent of 
the member governments (permitting it to tax the industry directly), in pro- 
viding for direct relations between the supranational agency and enterprises 
in the industries concerned (permitting the agency to levy fines and providing 
the enterprises recourse to supranational judicial review), in denying to mem- 
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ber governments powers to regulate trade in coal and steel between the states, 
in requiring concerted policies toward trade with outside nations, and also in 
relaxing the rule of unanimity. However, it has fallen well short of creating a 
federal power. Thus the ECSC stands midway between the Articles of Con- 
federation and the federal Constitutior; it was designed to secure some of the 
benefits of economic union without ircurring the full subordination of eco- 
nomic life of member states which has been the result of the U.S. federal union. 

How has the more limited union worked out? Are gains from it discernible? 
Have the objectives of union been frustrated by conflicting national interests 
left outside the common undertaking? To what extent will such conflicts be 
eliminated by the creation of the brcader European Common Market? On 
these questions Lister’s analysis throws considerable light. His own assess-g 
ment is that “the need is for more, nat less, integration.” Py 

The prime economic objective of the Community, of course, was to secure 
the advantages of specialization and trade in coal and steel. Greater pro- 
ductivity, lower costs, lower prices, greater output, higher wages—in short, 
economic efficiency and progress—were the major economic goals, subject 
however to a parallel concern that higk employment should be maintained and 
that disturbances in economies of member countries should be minimized. 

In a common market with competitive conditions equalized, competition 
was to provide the driving force for realizing the main objectives. But this 
move in the direction of economic liberalism was taken by six countries each 
with a long history of accepting privete restrictions as the natural and inevi- 
table end of the exercise of competitive freedom, each with strong private 
. ‘organizations of business associations in those parts of the coal and steel in- 
dustries which were not nationalized several with a high degree of public 
ownership and management of parts cf the industries, and most with govern- 
ments actively influencing the private ronduct of business in these fields. How 
far has the move to “let a little of the air of competition” into Western 
Europe’s economy succeeded? Are r2sources coming to be used more effi- 
ciently? What are the evidences for economic progress? The author marshals 
the evidence one needs to answer these questions. 

After an initial chapter on backgroind and objectives, he takes us on tour 
of the Community explaining where production of coal and steel takes place, 
where the markets are within the Community, and where the industries draw 
upon outside sources and supply outs de markets. 

After these two informative introductory chapters, Lister considers costs of 
production and investments. He exhibits great industry and considerable inge- 
nuity in developing evidence on the average real and money costs of finished 
steel in the main steel-producing countries of the Community as compared with 
the United Kingdom and the United States. His interpretation of the available 
data, which brings in locational factors, consideration of the significance of 
jointly supplied products, governmental influence on prices of raw materials 
in different countries, differential procuctivity, hourly payroll costs, and labor 
costs per ton, is both cautionary and instructive. Of considerable interest are 
his findings that average labor and material costs vary little among European 
producers (Italy excepted) and that lower U.S. costs of raw materials offset 
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higher U.S. labor costs so that taken together they are not greatly different 
from, for example, German costs. However, from the higher domestic U.S. 
price for merchant bars and higher costs per ton for new plant in the U.S. 
which the author gives, it would appear that American capital costs per ton 
are higher. The author does not give us a complete resolution of final sales 
value of steel into all its cost components including overheads nor is he able 
to trace all cost components over time, but the information he has assembled 
is employed skillfully in exposing important differences between national 
industries. 

To the discussion of costs Lister links an analysis of the record of expansion 
and the role of the High Authority in contributing to the development of the 
industries along lines of comparative efficiency. By pointing up the relation- 

eship between national governmental price fixing, the availability of internal 
busħess savings, and the extent of self-financing of new investment, he con- 
trasis the limited powers of the supranational authority and the importance 
of powers retained by the individual states over their national industries. 

This theme is reinforced by his conclusions on costs and investments of the 
coal industry, in which national price policies and investment programs are 
found to be of greater significance than the common market arrangements in 
shaping the direction and pace of investment. Loans by the High Authority 
have been a minor source of financing; and its special subsidies, financed 
by a levy on low-cost producers in the Ruhr and Netherlands, have served 
mainly to keep alive the high-cost mines of south Belgium rather than to aid 
consolidations or shutdowns required to increase the competitive position of 
that region. (However, more recent events—notably the new readaptation pro- , 
gram approved by the Council of Ministers in December 1959-—hold out the ~ 
prospect that this function of the agency may yet prove to be more effective.) 

The continued prominence of national governmental policy is further 
stressed in the author’s exposition of the industries’ organization in chapters 
on concentration, concerted practices, prices, and competition. These chapters, 
and the related appendixes on the concentration movement in the French 
steel industry and the reconcentration movement in German coal and steel 
since the second world war, will be read with interest by those who have been 
looking for evidence on the metamorphosis of European market structures 
under the postwar European “new look” at the problem of private monopolies 
and cartels. In seeking to describe the ownership and control relationships in 
the two industries, Lister finds it meaningful to work with “groups” of firms 
spanning both coal and steel industries and having common interests through 
interlocking directorates or officers, equity participations, or long-term con- 
tracts. Beyond spotting and delimiting such groups, he finds numerous links 
between them, so that one should think of an industrial structure which hangs 
together. Groupings are interrelated rather than independent. 

Lister marks an increase in concentration of control, particularly in the 
steel industry (coal having been nationalized outside the Ruhr), with the 
advent of the new Community and attributes it to the increased uncertainty 
resulting from the wider market area and the desire of firms to strengthen 
their position. He gives evidence on the extent of concentration of the Ger- 
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many steel industry in 1959 compared with the situation in the 1930's and 
the late 1920’s and finds the structure, while not so heavily dominated by a 
single firm, still oligopolistic. The advent of the Community has not resulted 
in any great new interpenetration of cazital across national frontiers. The sub- 
stantial German, French, and Belgian holdings across national lines developed 
before the second world war. The Community contrasts with the U.S. market in 
that no firm or group controls plants in nearly every part of the union as U.S. 
Steel does here. Thus, while the natioral steel industries are oligopolistic and 
organized in national associations, they do not enjoy the unifying principle of a 
dominant firm for the whole market, næ is there yet any indication that such a 
dominant firm is emerging. 

Competition in coal is importantly conditioned by nationalization of coal 
mining and importing, notably in France, and by governmentally sanctionede 
private sales syndicates, notably in Belgium and the Ruhr. The private Sales 
syndicates controlling supply to souttern Germany, Lister is able to report, 
have been reconstructed to enlarge the range of alternatives to wholesalers 
and larger buyers. 

Lister finds little prospect for local competition among coal producers; 
more for interregional competition where regions may draw upon different 
sources; but mostly he looks to competition from U.S. coal and from oil as 
providing the main pressure on coal prices in the Community. The measures 
governments in the Community have followed to protect their domestic coal 
mining industries against the disruptive swings in the landed cost of U.S. coal 
(fluctuating with freights rates) and pressure of increasing supplies of cheap 

. petroleum come in for discussion in a chapter on the energy market. 

* Costs of transportation affect competition in coal and petroleum marketing, 
and the chapter on transport rate problems of the Community illuminates 
many of the problems of competition discussed earlier. The author evidently 
reserved the discussion of transportation until late in the book because of the 
fine illustration it provides for his ceatral theme that the Community is too 
limited in scope and reserves too muca power to member nations. This theme 
is also reinforced by the consideration in later chapters given to external 
commercial policy and trade and to sccial policies. 

Lister has given us a workmanlike book that reflects a deep understanding 
of the industries in question and the forces pulling in different directions on 
this infant Community. The volume greatly illumines the realities of Euro- 
pean integration and will be appreciated by all who seek to understand 
Europe’s experience to date with its mew institutions. 

= HERBERT B, WOOLLEY 
National Bureau of Economic Research 


Preispolitik im teilintegrierten Markt. By GoTTFRIED Erp and PETER ROGGE. 
Veréffentlichungen der List Gesellschaft No. 9. Tübingen: J. C. B. Mohr 
(Paul Siebeck), 1958. Pp. xii; 228. DM 17; paper, DM 13.50. 

In its most recent annual report—for 1959—the High Authority of the 

European Coal and Steel Community complains that the arrangement “for 
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coordinating the work of the High Authority with the general economic poli- 
cies of the Governments has proved inadequate to resolve some of the practical 
difficulties ecountered, more particularly in the field of price policy.” The 
complaint is not new; the High Authority has been worried about this problem 
for a number of years. What has been happening, specifically, is that the gov- 
ernments of the countries in the Community, especially France and Germany, 
have been exercising substantial and often decisive influence on coal and steel 
prices even though they gave up the right to fix those prices when they signed 
the Schuman Plan treaty. 

Tue source of the difficulty is partial integration which makes a conflict of 
this sort almost inevitable. The coal and steel industries of the six countries 
form part of an integrated market under the treaty but they are also parts of 
national economies that are not as closely linked with one another as the coal 
and $teel industries are supposed to be. The High Authority looks at the 
matter from one point of view, the governments from another. Without reneg- 
ing on their treaty commitments, the governments not only have to take 
account of more immediate pressures than the High Authority but want to fit 
coal and steel prices into their broader economic policies. As a result the Com- 
munity’s price structure is not what one would expect it to be if only the High 
Authority’s policies were effective. The discrepancies are also made possible 
by the limited degree of interpenetration of national markets that exists in 
spite of the removal of trade barriers and by a whole range of factors that 
limit flexibility in coal and steel prices. High demand sharpens the discrepan- 
cies; slack markets make for higher interpenetration and a certain leveling of 
prices. : 

Partial integration has been much discussed in the light of recent European 
experience but the subject lacks a good analytical literature. The main virtue 
of this highly competent book by Erb and Rogge—two members of the List 
Gesellschaft’s staffí—is that it thoroughly and carefully surveys and docu- 
ments one part of the problem. The book is principally an account of the price 
policizs of the High Authority and of the national governments during the 
transitional period that ended in February 1958. The actual movement of 
prices is also examined and the book contains 40 pages of useful tables and 
charts. The authors miss nothing of importance; their systematic exposition 
clarifies many of the issues. There are good and interesting analyses of a 
number of points. Erb and Rogge are realistic about the limited applicability 
of simple models to the price experience of the industries they are examining. 
They call attention to the factors outside their prescribed subject which influ- 
ence the price patterns. 

Within the limits they have set themselves Erb and Rogge have done a good 
job and drawn modest conclusions, The subject warrants going beyond these 
limits. The problems of partial integration involve more than the differences 
in national and international policies. What we need now is some close study of 
the direct effects on an industry of being imbedded in a national economy 
while becoming in some degree integrated with the industries of other coun- 
tries; and also of the economic consequences of this kind of partial integration 
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as contrasted with what we think we know about complete integration on the 
one hand and traditional trade liberalization on the other. Is there, indeed, a 
separate subject? 
WILLIAM DIEBOLD, Jr. . 
Council on Foreign Relations 


L Europe unie, route de la prospérité. By Maurice Attats, Paris: Callmann- 
Lévy, 1960. Pp. 373. 22 NF. 


This entry into the torrent of books on European integration by the dis- 
‘tinguished French theorist and econometrician starts out as an analytical 
study but fairly quickly shifts to pamphleteering. Before he is done Professor 
Allais has made proposals for ending the war in Algiers, for German unifica; 
tion, for nuclear disarmament, for challenging the Soviet Union to quinguen- 
nial comparisons of real national product per capital à la Gilbert and Kravis 
(an “Open Cupboards” proposal?), along with a take-it-or-leave-it scheme for 
integrating Commonwealth preferenc2 into the European Economic Commu- 
nity. Winner of the “Grand Prize of the Atlantic Community,” the book pre- 
sents a powerful, even passionate, plea for the Common Market and ultimately 
an Atlantic Economic Community, kased on liberal principles of free enter- 
prise and free markets. It is addressed, however, to a broad public and not to 
the economist. 

Allais’ enthusiasm is not contagicus in this quarter. One can agree with 
many of his conclusions, whether for freer trade, or against agricultural re- 
striction, against integration through planning, or the uneconomic behavior of 
* the European Coal and Steel Community. One can be thoroughly for the Six 
and for allocation through the market process. But he writes as a true believer, 
rather than as a scientist, even a partisan scientist. Much of his case rests on 
the general argument for free trade, rather than for a discriminatory reduc- 
tion of tariffs. The defense of the Six seems to rest on the need for harmoniza- 
tion in the political sphere, but this receives only two pages (pp. 133-34). And 
his treatment of trade diversion (pp. 210-212) consists largely of dismissing it 
out of hand. 

Much the most interesting portion of the book for economists will be the 
opening chapters which seek to explain the difference in real income per head 
between France and the United States. This is calculated at 2.34 times in 
1957 (Gilbert and associates, whose work Allais cites elsewhere but not in 
this connection, give 2.4 for 1955 at United States weights but 1.8 at European 
weights). It is correctly asserted that this diiference may be due to differences 
in natural resources, capital, labor, scale (yielding either decreasing costs or 
more intense competition), or to noneconomic factors, such as social mobility 
and love of output (what the Germans call “Produktionswut”). But I believe 
that the conclusion ascribing major significance to the competitive effect rests 
on shaky foundations. 

Resources and capital are eliminated by a priori reasoning. Resource in- 
dustries contribute only 25 per cent of French income. If resource products 
were available free of charge, French national income could be increased only 
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33 per cent (25/75). Therefore the importance of resources is limited. But 
this is reasoning by means of the labor theory of value. Allais uses a labor- 
theory-of-value explanation of the gains from trade and excuses it in a foot- 
note (p. 102). But it is inexcusable here. If France were to receive its resource 
products free, there is no way of knowing, without more information, how 
much income could be increased. It might be zero per cent, if the resources 
engaged in the industry were entirely specific. It might be 500 per cent if the 
resources engaged in the industry were working at sharply diminishing returns 
and could be put to work at constant or increasing returns outside. It is 
significant that the resource industries of France (p. 25) produce only 20 
per cent of income and employ 29 per cent of the active working force (these 
figures were averaged to reach 25 per cent above). Further, Charbonnages de 
Frang and Electricité de France have been prodigal in their use of capital. 

For capital, the Allais argument runs that the capital/output ratio is the 
same for the two countries. (This requires overlooking some French estimates, 
but this does not upset me: I am prepared to agree that the capital/output 
ratio is the same all over the world.) Therefore capital does not count. But of 
course it is the capital/labor ratios which should have been compared, With 
linear homogeneous production functions and constant capital/output ratios, 
differences in output per capita are to be explained entirely by differences in 
capital/labor ratios. Sauvy has somewhere estimated the French capital/labor 
ratio at 1,000,000 old francs ($2,000) per man. I don’t know what the United 
States figure may be, but it is closer to $10,000. Here is room for some con- 
siderable portion of the difference, but Allais ascribes to it none. 

Nor in his estimation does quality of labor count. He recognizes that work- 
ers and staff in the United States have on the average more education than 
their counterparts in France, but a man is a man, and that is that. (Compare 
Leontief who claims that one U.S. worker is equal to 3 foreign.) 

Finally on scale, Allais asserts that the Verdoorn effect of increasing effi- 
ciency with scale is really a result of competition. American plants are bigger 
because competition made them more efficient, rather than more efficient be- 
cause bigger. Here is the familiar identification problem. 

Allzis may be right: the competition of the European Economic Community 
may Couble French real income per head, as he thinks. I doubt that it will do 
so without raising capital per unit of labor or increasing scale. And if it 
does, as I too hope, it would seem to reflect more honor on economic intuition 
than cn econometric calculation. 

C. P. KinDLEBERGER 

Massachusetts Institute of Technology 


The Tendency Towards Regionalization in International Trade, 1928-1956. 
By Errx THorBECKE. The Hague: Martinus Nijhoff, 1960. Pp. xiii, 223. 
f 25.00. 

Professor Thorbecke’s study appears at a time when economic regionalism 
is much in the news, While it appears that economic blocs are here to stay, 
their composition and the nature of the regional arrangements are changing. 
The nan-Soviet world finds itself in a period of bloc formation and regrouping 
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whose eventual outcome cannot yet be foreseen. The division of the trading 
world into the three regions considered by Thorbecke, the continental OEEC, 
the sterling area, and the dollar area, owes its existence mainly to inter- 
national payments problems, although intrasterling trade relations had also 
been fortified by the empire preference system. In the abSence of new forces 
of regional cohesion one should have expected the return to convertibility and 
the gradual reduction of discrimination for balance-of-payments reasons to 
lead to a decline in the regionalization of trade. However, new bloc configura- 
tions have emerged, or are in the process of formation, based on considerations 
of market size and resource allocatior:, and perhaps also on political elements. 
Continental Europe is split between the Six and the Seven, a new Central 
American common market and a South American free trade area promise a 
similar division of Latin America, while discussions of an Asian blec, an 
African free trade area, and some kind of North-Atlantic arrangement, leave 
the future of the sterling area in doubt. Thorbecke’s study of the effects on 
trade flows of the regional arrangements of the 1930’s and the first decade 
following the second world war can thus not be taken as the description of a 
process which is still continuing, though it is, of course, of historical, theoreti- 
cal, and methodological interest. 

In Part I, the author describes the changes in the system of multilateral 
trade which have occurred between the interwar period (1928 and 1938) and 
the decade of the 1950’s (1953 and 1956). He divides the non-Soviet world 
into 10 regions, of which 8 can be fitted, in the manner of Folke Hilgerdt’s 
League of Nations study, into a pat-ern of offsetting regional trade balances. 
Thorbecke tries to arrange a circular configuration in which each region has 
merchandise surpluses with those regions which are closer to it in the clock- 
wise direction and deficits with those which are closer to it in the counter- 
clockwise direction. Such a representation is instructive, but the author makes 
too much of it when he implies (p. 91) that a iunctioning world trade system 
depends on the establishment of such a neatly symmetrical pattern of trade 
balances. In the first place, trade can be optimally multilateral without a 
“great circle” arrangement of the trade balances. Secondly, service balances 
and regular long-term capital flows are an integral part of the system. As 
Condliffe points out in his foreword to the book, what may be described as 
multilateral or bilateral is really the payments system rather than trade as 
such. 

In Part II, Thorbecke shows that in the three regions mentioned earlier the 
ratio of intraregional trade to total trade has increased between the 1930's 
and the 1950’s (selected years 1928-1956). For all three regions taken to- 
gether this ratio rose from one-thirc in 1928 to about 45 per cent in 1954. In 
1955 this indicator of the degree of regionalization declined sharply for the 
sterling area, and in 1956 also for the dollar bloc and the continental OEEC. 
Since the computations do not go beyond 1956 it is impossible to say whether 
the return of convertibility has brought a reversal in the trend as far as these 
three regions are concerned or whether 1956 was merely an atypical year. 

After a discussion of the changes in the intraregional trade balances, the 
author analyzes for each of the three regions the determinants of the apparent 
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tendency toward regionalization under the headings of geographical, political, 
economic, and monetary causes. The first category is rather curious, since the 
geography has, of course, not changed. Monetary causes predominate, but are 
supplemented by “economic” ones, i.e., by changes in comparative advantage. 

A wealth of quahtitative information is supplied in 61 tables as well as in 
the text, where fewer facts and figures and a shorter exposition might have 
made for easier reading. The book is, nevertheless, a valuable empirical con- 
tribution towards the development of the economics of blocs, which appears to 
be a field of rising importance. 

RupoLrF R. RHOMBERG* 
International Monetary Fund 


®*+ The opinions expressed in this review are not necessarily those of the International 
Monet&ry Fund, t 


Foreign Aid Theory and Practice in Southern Asia. By CuarLes Wotr, Jr. 
Princeton: Princeton University Press, 1960. Pp. xix, 442. $7.50. 

This is a very informative and interesting book. It is divided into four 
parts. The first two deal with U.S. aid in Southern Asia and are mostly factual. 
Parts III and IV are concerned with the analysis and allocation of foreign aid. 
The central analytical question which the study raises is how to improve the 
allocation of foreign aid in a region, once the total amount to be allocated 
has been determined. 

The book starts by discussing the first years of U.S. economic aid to China, 
Korea and the Philippines. Next the effects of the emerging cold war on for- 
eign aid are considered. The Truman doctrine, proclaimed in 1947, confirmed 
the use of military and economic aid as key instruments of U.S. policy in the 
context of the cold war. Economic development was not conceived as a goal 
for any of the early Asian programs. The author then discusses the gradual 
development of U.S. aid in Southern Asia for the years 1951/57 and deals 
in detail with the aid allocation to various countries, explaining the principles 
of policy and describing the various agencies which were responsible for U.S. 
aid. 

The aid was divided in subsequent years into military aid and defense sup- 
port, and economic aid. It was only in later years that the requirements of eco- 
nomic development began to assume greater importance as can be seen from 
the figures of U.S. aid to Southern Asia during 1951/57. Total economic and 
technical aid obligations were $1,376 million as compared with $1,740 million 
of funds obligated for U.S. military (defense) support in the area. Further- 
more, appropriations for U.S. military end-item assistance to Asia and the 
Pacific amounted to $4,405 million. With the start of the Korean war, build- 
ing up military forces became a highly valued objective of U.S. foreign policy 
in Asia as well as in Europe. 

Reviewing the yearly allocations of the foreign aid, the author refers to a 
possibility of lowering “the rate of exchange” as between economic and mili- 
tary assistance in 1955 when no major local war existed. About the same time, 
growing emphasis was given to Asia and the objective of political stability 
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ranked high. Congress continued, however, to assign the lesser value to the 
U.S. aid of stimulating developmert in “neutralist” (India) as contrasted 
with friendly nations. 

While the reader obtains a mass of information on year-to-year decisions, 
not much is said on the effect of U.S. aid on the economy of recipient coun- 
tries or on the achievements of the aid objectives. It is not practicable to 
deal here in detail with the very interesting discussion of the objectives of the 
U.S. aid. It should not be difficult to state the objectives of military aid. One 
interesting point is made by the author. Although strengthening of internal 
security forces is one of the most important objectives of military aid, it can- 
not be evaluated in military terms. 

Dealing with the objectives of the economic aid, the author rightly discounts 
the importance of the two frequently mentioned objectives, namely extgnding 
the gains from trade and increasing supplies of strategic materials available to 
the United States. The important objectives of economic aid are to increase 
political stability, to reduce political vulnerability by making possible a higher 
rate of economic growth (development) in the recipient countries. The hy- 
pothesis of political vulnerability suggests a relationship between economic 
variables and political behavior, but as the author warns, both concepts are 
extremely vague. It would be helpful to know whether and how political 
stability is related to measurable indicators which can be affected by economic 
aid. 

The author has worked out a model for measuring the danger of penetra- 
tion (vulnerability). Under the heading “Economic Change and Political Be- 
havior” Wolf presents a model relating the notion of political vulnerability 
to the three socio-economic variables: economic aspirations, standard of liv- 
ing, and economic expectations. Each of the components is defined in terms of 
measurable indicators. A rudimentary test of the model’s predictive power was 
made using Indian data based on the 1951-52 elections. The author con- 
cludes that vulnerability indices derived from the model are of value in ex- 
plaining the regional distribution of communist voting and that the test results 
tended to support the basic hypothesis. 

It is very surprising to find that the index of political vulnerability of East 
India which includes West Bengal (Calcutta) was much lower than that 
of Central Indian and not very different from the all-India index. It would be 
interesting to compare this index w:th one based on the 1956 Indian elections 
at a time when more dependable data weré available. 

With regard to the economic aid allocation, optimal allocation in a region 
requires, according to the author, country allocations proportional to the 
product of the vulnerability parameter based on the model and the produc- 
tivity parameter. The objectives of the aid would call for maximizing the 
political gains which can be obtained from it. A higher policy “value” would 
be accorded to a “large” than to a “small” country and also to a country with 
a “high” than a “low” initial vulnerability level in the case of countries of 
equal population. 

One could go on examining what other criteria should be used for allocating 
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U.S. aid in accordance with U.S. foreign policy. The author is well aware 
and points out that the allocation “results” yielded by the models would have 
to be adjusted in accordance with judgment for which models are no substi- 
tute. This is more true of the military aid allocation. The author makes an 
interesting point concerning substitutability of military aid; it may be some- 
times advantageous to substitute a seemingly higher-cost mobile U.S. tactical 
capability for apparently cheaper labor internal forces (local capability). 

Wolf is on shaky ground dealing with the allocation of aid between eco- 
nomic and military programs, which involves the comparison of incommensur- 
ables. One can agree with him that judgment should be focused on the desir- 
able balance between economic and military aid. Any such judgment would 
hardly be based on technical grounds, on an imputed “rate of exchange” be- 
fween the returns from these two forms of aid. This reviewer believes that 
only case studies could supply a good basis for providing an answer as to 
whether in some countries concentration on economic aid would not have 
strengthened political stability more than large military aid. 

The question might be asked whether the author has successfully carried 
out his assignment to work out an analytical approach for the improved allo- 
cation of the U.S. foreign aid. Wolf’s model which might be used to support 
judgment or decisions on foreign aid is rather original and interesting. It 
would have been helpful if the author had prepared real case studies using 
his analytical approach to the allocation of U.S. aid in Southern Asia. 

Throughout the book U.S. aid is regarded as an instrument of U.S. foreign 
policy. The scene is now changing and the main emphasis is being placed on 
promoting economic growth, on improving the level of living. The growing 
volume of the Soviet bloc economic assistance must also be taken into account. 
The author mentions on the last pages of the book that instruments available 
to U.S, foreign policy for meeting the “peaceful” dimension of the coexistence 
challenge are limited. 

Several factors must be considered. Other developed nations of the Free 
World are requested to provide economic aid. Such aid is being extended for 
example to India to help in financing the second five-year plan. The recipient 
countries might have a penetration or vulnerability index different from that 
suggested in this book, and they will not yield their right to decide where 
and how to develop their economy. The author, aware of the new develop- 
ments, points out that the question of what is the appropriate commitment 
of U.S. national resources to foreign aid is the one which will become more 
important than the problems discussed in the book. 

This development should not take away any merit from Wolf’s inspiring 
study. Quoting the author, “It will be a better answer—if intuition is informed 
by careful consideration of peaceful coexistence” and the book should be a 
good source for supplying information and guidance. However, so long as 
foreign aid remains basically an instrument of foreign policy, the role of 
economic theory and analysis in deciding aid allocation must remain limited. 

Antonin Basci 

Washington, D.C. 
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The End of Empire. By Jonn Stracuey. New York: Random House, 1959. 
Pp. 351. $5.00. 


The first line of this book declaims that its primary purpose is to consider 
Britain’s relationship to the world now that her empire is being dissolved. 
Fortunately this concern for Britain does not interfere With a more general 
treatment for those of us not fortunate enough to be Britishers. Much re- 
strained since his Coming Struggle Jor Power, Strachey examines the general 
problem of modern imperialism with bold vivid strokes in a book which is 
worthwhile reading for anyone interested in the problem of imperialism. 

First there is a section on how an empire is built, taking British India as a 
case study. While he never lets the reader forget he is a British apologist for 
the work of his national and personal ancestors, the story is told objectively 
and always with an eye on the modern world. Blending daring, corruptign and 
violence, a lowly company of merchant “Ambassadors of Complaint” wrested 
control of Bengal almost by accident from an incompetent satrap of the decay- 
ing Moguls and gradually developed an ideal colonial administration with the 
wits to get out gracefully when the time came. What were the consequences 
for India and for Britain? For India, initially famine, plunder and devasta- 
tion; later, Vera Anstey’s “arrested development.” Marx (quoted from New 
York Tribune articles) pinpointed the British role as both destructive and re- 
generative; but according to Strachey, the reai criticism was that the British 
did not “effectively break up the stagnation of Asiatic society.” Law, order, 
railways and health measures without rapid industrialization resulted in actu- 
ally worsening economic conditions. For England, the “drain of unrequited 
value” extorted from India helped the former to industrialize at the critical 
time. Now it is India’s turn to get some of that unrequited value back. For 
Britain and the West, assisting India’s take-off is repaying a debt. 

After describing the new Imperia:ism of the 1870’s, Strachey sets forth the 
Hobson-Lenin explanation of imperialism which holds that investment of sur- 
plus capital abroad is a necessity for a major capitalist country and becomes 
even more so as concentration of industry proceeds. The trouble with this 
theory, says Strachey, is that the countervailing power of labor and “farmer 
cartels” was underestimated by these early analysts. With this kind of bar- 
gaining power, the masses got more of the share of the product than was an- 
ticipated. He quotes (p. 110) a passage from Lenin, which indeed acknowl- 
edges that with a rising standard of living in the developed countries, the drive 
of imperialism would peter out. 

At this point, Strachey notes that non-Marxist economists do not recognize 
this domestic impetus to imperialism, and he seeks to demonstrate, with con- 
siderable help from Gunnar Myrdal, what he calls the theoretical crux of his 
thought, namely that uncorrected market forces are not harmonious and equal- 
izing, as orthodox thought holds, but result in basic inequalities. Hence Lenin’s 
theory of imperialism is essentially correct, but he didn’t allow for political 
forces building up behind Keynesian economic prescriptions. Here Strachey’s 
thought is clearly related to his Contemporary Capitalism which, taken with 
the book under review, is in a series “intended to illustrate the democratic 
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socialist approach to the world’s problems.” The thesis of both books is that 
modern capitalism is basically a different animal from that of the 19th cen- 
tury variety because the political and social conditions of modern democratic 
states have modified the terms cf exchange between labor and employers. The 
polarization of society between subsistence-bound proletarians and savings- 
accumulating monopolists has not occurred. With mass markets, outlets for 
investment at home appeared, and the pressure to expand overseas was 
relieved. Taken together the two books form an interesting appraisal of the 
modern world from the standpoint of this modified Marxism. Much of its 
analysis will be unacceptable to many orthodox economists who believe the 
explanation of imperialism to be more complex than this unilinear sequence 
(though Strachey does pay lip service to other motives for imperialists). 
Thg second and third parts of the book contain a potpourri of things, often 
full of good insights, the most interesting of which concern whether empires 
pay. They have not paid, says Strachey, except for the unrequited value which 
helped in the original take-off. This value was an important contribution; and 
hence today, in shaping a post-colonial policy in place of imperialism, Britain 
and other rich countries have the moral responsibility of helping, in their 
turn, the take-off in the former colonial areas. Given the widening gap in the 
levels between the developed and underdevelopd world, Strachey following 
Myrdal holds redistribution is vital, and he comes up with a program of 
“assisted takeoff” in which the rich countries provide a small per cent of their 
growing GNP to developing countries to overcome initial inertia. Rich coun- 
tries must assume this moral mission, because it is right and necessary to do 
so. In Strachey’s words “If we offer the stone of indifference in place of the 
sword of empire we shall ourselves perish.” Again the orthodox will not agree. 
However this may be, one may raise the question of why, instead of an 
hortatory appeal, Strachey didn’t explore more of the character of this pro- 
posal. The really important question is not whether there should be such a 
postimperial program, but how it should be carried through. As this reviewer 
has maintained in his own book on mixed enterprise in India, Western business 
must accept more social responsibility for international investment and experi- 
ment with all kinds of new channels, public and private, for growth and profit. 
Wooing foreign investment is not the sole responsibility of the recipient coun- 
tries, but socially responsible private enterprise in the West must be prepared 
to adjust its demands radically in the modern postimperial world. Moreover, 
a social sense of long-term strategies must replace the simpliste, short-run, 
quick-gain and high-return notions, and public investment closely associated 
with foreign interest must supplant much of the current military-oriented 
foreign aid. The case rests not only on Strachey’s moral grounds; the West’s 
own economic welfare is bound up in the developing countries in the face of 
alien alternatives. The problem is for Western, especially American, business 
to change its ancient stiff-necked ethic and accept more long-run social re- 
sponsibility for its own market system if it really wants its own survival. 
DANIEL L, SPENCER 
Howard University 


1098 THE AMERICAN ECONOMIC REVIEW 


The Latin American Common Market. By the Secretariat of the Economic 
Commission for Latin America, United Nations, Department of Eco- 
nomic and Social Affairs. New York: Columbia Univ. Press, 1959. 
Pp. 146. $1.25. 

During the first ten years following the second world war, Latin American 
average per capita product increased at the relatively high rate of 2.7 per cent 
per year. This rate of growth appears to have resulted from exceptional fac- 
tors which brought to Latin American international commerce unusually favor- 
able terms of trade. Since then the fall in prices of primary commodities has 
resulted in a sharp decrease in the value of Latin American exports, a major 
consequence of which has been the decline in the growth rate in the region. 
Nor is this lower growth rate a temporary phenomenon under present arrangg 
ments, according to projections by the Economic Commission for eLatin 
America, 

The problem that ECLA addresses, then, is how to achieve a similar growth 
rate to that of the postwar years so that while the total Latin American popu- 
lation grows from about 180 million in 1955 to a projected 300 million in 
1975, average per capita income will have increased by about 70 per cent 
during the same twenty-year period. 

What seems to stand in the way of achieving this worthy goal? The neces- 
sary very large rise in agricultural and industrial output doesn’t appear feasi- 
ble under the present institutional framework even with a large increase in 
foreign investment. Unless foreign investment increases at an increasing rate, 
depending on the rate of interest, servicing this investment would all too soon 
require repayments abroad equal to the incoming investment. 

The requisite growth rate is predicated upon the increased availability of 
machinery and equipment; but here the problem becomes manifest. The recent 
decline in terms of Latin America’s traditional trade results in a diminution of 
imports of machinery, equipment and intermediate goods vital to the growth 
of the area. Furthermore, owing to the low income-elasticity of demand for 
traditional Latin American exports, no sufficient rise in the volume of exports, 
is envisaged to offset the decline in value of exports, so that the imports of 
capital goods that can be financed will not suffice to maintain the requisite 
growth rate. Too, the effect of import substitution has been carried to such a 
point, in many of the more developed states in Latin America, that any further 
decline in exports would affect the importation of vital equipment and inter- 
mediate goods and thus the level cf output in those states, since they now 
manufacture much of the consumer goods demanded presently within their 
own borders. 

No one Latin American state has at present a sufficiently wide internal mar- 
ket to exploit the advantages of scale economies which obtain in the manu- 
facture of much machinery, equipment, intermediate goods and vehicles, so 
that in the present international trade framework, import substitution in these 
vital lines would only be accomplished at great expense to consumption and, 
in fact, would lead to an actual decline in the real growth rate. Nor could any 
Latin American state, in the early stages of development of a capital goods in- 


BOOK REVIEWS 1099 


e 
dustry hope effectively to compete in the world market with the great indus- 
trial centers of the world in the present international trade framework. 

Thus ECLA concludes that a regional payments union which would substi- 
tute multilateral payments for the present bilateral arrangements, and some 
degree of preferential regional market system, to be accomplished gradually 
and flexibly over time, would provide an internal market large enough to ex- 
ploit economies of scale in those industries deemed vital to the further growth 
of the region. Inclusion of reciprocity principles would tend to diminish the 
advantages of the more developed segments within the region over the less 
developed, and would, by reducing fears and suspicions, encourage further 
multilateral trade development in the region. 

Although the report by the secretariat of ECLA did not go into the inter- 
flational welfare implications, it is interesting to note that total imports from 
nonparticipants will not be decreased in their projections, but rather will in- 
crease. Indeed, to extend the economic logic of J. Meade, the removal of un- 
deremployed labor, with particular regard to underdeveloped regions, from 
employments where their marginal productivity is virtually zero to employ- 
ments offering superior productivity, without trade diversion affecting employ- 
ment elsewhere in the opposite direction to the same extent, can only increase 
the total of international economic welfare. 

DANIEL GARNICK 

University of Buffalo 


Giant Among Nations: Problems in United States Foreign Economic Policy. 
By Peter B. Kenen. New York: Harcourt, Brace and Co., 1960. Pp. xv, 
232. $5.00. 

It has become increasingly apparent that neither the success of European 
reconstruction nor the easing of the global dollar shortage—two of the severest 
postwar challenges to the stability of the world economy—have perceptibly 
diminished the degree of involvement of the United States with international 
economic developments. Today, relatively new problems posed by, for ex- 
ample, Western European economic integration, the capital and other growth 
requirements of underdeveloped countries, and still unresolved older issues, 
such as the means of effectively stabilizing prices of internationally traded pri- 
mary products, seem to warrant as much attention in the formulation of our 
foreign policy in the economic sphere as reconstruction and the dollar gap 
did previously. That we must face these and other matters of importance with 
greater resourcefulness, imagination and intelligent planning than we have 
shown in the past conduct of our foreign economic affairs is the principal and 
recurring theme of Professor Kenen’s timely book. 

Written primarily for the nonspecialists but not lacking in scholarship, this 
compact volume explores the major aspects of current U.S. economic diplom- 
acy in the fields of foreign trade, investment and aid. The commercial policies, 
negotiations, and administrative operations carried out under our Reciprocal 
Trade Agreement Acts, the functions of and our relations with the leading in- 
ternational agencies conducting, promoting and regulating global trade, pay- 
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ments and lending (eg., GATT, the IMF, the World Bank), our official 
policies and attitudes toward our private investment and our numerous foreign- 
aid programs, are all fairly thoroughly reviewed and in the main trenchantly 
criticized. Throughout, the prose is free of equivocation or jargon. The poten- 
tially widespread appeal of this book is substantially enhanced by its extensive 
use of data for analytical as well as illustrative purposes. In this respect it is 
markedly superior to the other (m=ager) nontechnical current literature in 
this field, including the widely publicized report of the Rockefeller Brothers 
Fund (Foreign Economic Policy for the Twentieth Century, New York 1958). 

While avoiding invective, Kenen’s strongest criticism is directed at defici- 
encies which others have claimed to be characteristic of our foreign relations in 
general—the growth of bureaucracy in administration, inconsistencies in pro- 
fessed goals and between objectives and actions, and narrowness in viewpoiift 
when broad-mindedness is so urgenily needed. And a case can be made for 
such views of our foreign policy in th= purely economic area. Agencies responsi- 
ble for the administration of our postwar foreign-aid programs have tended 
to multiply, increasing the difficulties of coordination and slowing the pace of 
policy implementation. We openly preach liberalism in matters of trade policy, 
but insist on reciprocity and, after much hard-headed bargaining, grant incon- 
sequential tariff concessions which are rendered even more meaningless by the 
maze of “escape clauses” and “peri point provisions” imbedded in our com- 
mercial treaties. We pride ourselves on principles of noninterference and claim 
openhanded generosity toward peoples of underdeveloped countries, yet seldom 
remove our grants from the contest of cold-war diplomacy or divorce our 
public lending from the oftentimes dverly confining criteria of “bankability” 
and “debt-servicing capacity.” 

This reviewer has no quarrel with what Kenen considers to be the defects 
of our foreign economic policy. However, the remedial proposals advanced 
have been voiced before and have as yet failed to gain acceptance with policy- 
makers, whether because existing institutions lack sufficient flexibility for the 
proposals to be implemented, or because they do not satisfy other desiderata, - 
or because they are simply unsuited to the temper of the times. If progress is 
be made, new insight and imagination must be combined with a sense of what 
is achievable today—admittedly no easy task. 

The author is unduly pessimistic over the prospects of future significant 
tariff reductions under our Trade Agreements Acts, apparently not seeing 
that the emerging new trading blocs may help simplify and widen the scope 
of effective bilateral bargaining. And his negative attitude toward use of selec- 
tive fiscal incentives to promote our private foreign investment underscores a 
lack of complete realism when viewed against the background of the im- 
mediately pressing capital needs of the underdeveloped countries, the present 
preponderance of our private over cur public lending, and the ever-uncertain 
level of the latter. But such shortcomings as these do not seriously detract 
from an otherwise enlightening litte book. 

SEYMOUR S. GOODMAN 

Tulane University 
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Soviet Economic Warfare. By Ropert L. ALLEN. Washington, D.C.: Public 
Affairs Press, 1960. Pp. x, 293. $5.00. 


A considerable stream of articles and pamphlets has emerged from the re- 
search work of the Soviet Bloc Foreign Economic Relations Project of the 
University of Virginia. Now Professor Allen, the Project director, has written 
a book-length summary of the findings. The book is intended for a popular 
audience; it contains no documentation or source references and the index is 
meagre, but the bibliography is excellent. Because of the absence of docu- 
mentation, the usefulness of the book for scholarly purposes is severely 
limited. The professional user of the Project’s research will find it more satis- 
factory to consult the scholarly articles and pamphlets, many of which contain 
the documentation on which the book is based. 

° As jhe well-chosen title indicates, the book is about warfare, and the author 
approaches the subject of Soviet foreign economic policy primarily from 
that point of view. As one of the outstanding conclusions, the author presents 
` the proposition that the Soviet Union uses its foreign economic policies “con- 
sistently and exclusively to promote the interests of the Soviet state,” with 
the corollary that the purpose of Soviet economic warfare is “undermining 
the efforts of the underdeveloped countries to establish equitable economic, 
political and social systems” (p. 3). The conclusion is based on an examina- 
tion of Soviet foreign trade policies and practices, credits for capital goods 
and arms, participation in UN technical assistance, Soviet economic and 
political goals, and economic capabilities. Following these topical chapters is 
a series of area studies dealing with Soviet policy in various groups of under- 
developed countries. The book contains a rich compendium of detail about 
- the subject, but again the absence of documentation makes evaluation diffi- 
cult. One reads that “there is some evidence that Eastern Europe and par- 
ticularly mainland China have become jealous of Soviet agreements to extend 
assistance to some neutral countries” (p. 15), but since no evidence is pre- 
sented one does not know quite how to deal with this tantalizing statement. 
The book gives indications of having been hastily written, and on a num- 
ber of issues the author had not quite made up his mind. State trading, for 
example, is defined in one place as “the device of a faithless country whose 
announced goal is the conversion and subversion of the world” (p. 25), and 
in another place it is stated that “a nation which has adopted state trading 
and which did not use it in the total interests of the state would be seriously 
remiss in its responsibility” (p. 36). Whole paragraphs are repeated ver- 
batim, such as one referring to Soviet sales of wheat during the ’30’s “largely 
at the expense of literally starving Ukrainians” (p. 110 and p. 114). One is 
referred to Appendix A. for data supporting a generalization about Soviet 
Bloc trade since 1938 and 1948, only to find that Appendix A contains no 
systematic data for those years (p. 118). More careful editing would have 
spared the reader these irritations. 
The author has had to thread his way gingerly through what is undoubt- 
edly difficult and contradictory material. He shows, for example, that there 
is no consistent pattern in Soviet foreign trade pricing policy. One does have 
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the feeling, however, that the Soviets are “damned if they do and. damned 
if they don’t.” When they overprice their exports they are charged with being 
“predatory” (p. 169) and when they underprice them (as in the case of 
aluminum and tin) they are engaged in “questionable practices” (p. 171). 
There is an apparent paradox between the author’s findings that “much of 
Soviet performance so far has not been good” and that “there can be no 
doubt that so far Soviet foreign economic activities have been successful” 
(pp. 246-47). But he faces the issu2 squarely and argues that the success is 
based on reasons other than actual performance, such as the novelty of 
Soviet aid, Soviet support cf underdeveloped countries’ aspirations for in- 
dustrialization, their desire to ba neutral in the cold war, and other political 
factors. 

Soviet Economic Warfare contains an impressive quantity of material on% 
subject of great political and economic interest. Despite its technical *weak- 
nesses, it should be of interest to a pcpular audience. 

JOSEPH S. BERLINER 

Syracuse University 
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Antitrust Policy, an Economic and Legal Analysis. By Cart Kaysen and 
Donato F. Turner. Cambridge: Harvard University Press, 1959. Pp. 
xxiii, 345. $7.50. 

The central purpose of this impressive and provocative book is to propose 
that antitrust policy be revised so that its principal focus becomes the preven- 
tion of undue market power. The argument runs as follows: The chief aim of 
antitrust policy should be the maintenance of competitive processes, subject 
however to the condition that this is not incompatible with the desirable eco- 
nomic objectives of efficiency and progressiveness. The pervasive presence of 
oliogopoly is the principal source of jeopardy to competition; and the non- 
competitive parallel action af oligoDolies cannot be adequately curbed under 
the present law, even if the provisions against restrictive agreements are 
broadly applied and full use is made of the provisions concerning monopoliza- 
tion. Moreover, the existing antitrust law, though increasingly concerned with 
market power, is deflected by its continuing emphasis upon undesirable con- 
duct, which makes it unreliable when it is applied to impairments of competi- 
tion by decorous means. The proper goal should be “the reduction of undue 
market power, whether individually or jointly possessed.” To this end there is 
need for a broad program of dissolution, divorcement, and divestiture de- 
signed to eliminate market power where possible unless those possessing the 
power can show that they derive it from economies of scale, valid patents, or 
the introduction of new processes, products, or marketing methods. 

The heart of the book consists of a statistical summary of the extent of 
oligopoly, a statement of the argument for the proposed revision of policy, 
discussion of the relevant economic and legal concepts, analysis of the opera- 
tional problems that are likely to arise, and suggestions as to appropriate 
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changes in law and administration. These appear in Chapters 1 to 4 and the 
last part of Chapter 8. 

The book has a second purpose, less fully worked out: to appraise antitrust 
policy generally and to make suggestions for improvement. Apparently the 
discussion of market power was supplemented (a) because the parts of the 
law that prescribe rules of conduct should be altered in some respects if they 
are to reflect a central purpose to condemn what contributes to undue market 
power; and (b) because if undue market power could be prevented the 
problems to which some other parts of the law are addressed would be simpler 
and the law could be correspondingly changed. Considerations such as these 
underlie the discussion of mergers, of price discrimination, and of some as- 
pects of the patent system. 

* However, once the field of analysis has been broadened, it is not limited to 
matters thus related to the central theme. The book includes: general treat- 
ments of the scope of “per se” rules and antittust aspects of patent and price 
discrimination law; a discussion of exceptions to competitive policy, with 
special attention to surface and air transportation, crude oil production, and 
organized labor, and with a brief condemnation of the exemption applied to ar- 
rangements for resale price maintenance; a chapter concerned with the com- 
petitive impact of tax policies, government procurement, direct aids to small 
business, and commercial policy; and half a chapter concerned with general 
problems of administration and enforcement. What is said about nearly all of 
these topics is fresh, stimulating, and wise; but some of the discussions are so 
brief that they amount to little more than casual remarks. Labor is treated, 
for example, in four pages, transportation by rail, truck and air in five, tax 
policies in six. 

Moreover, the predominance of the book’s first purpose has distorted the 
volume in its balance and emphasis as a general analysis of antitrust policy. 
The clearest instance is the summary treatment given to collusive agreements. 
These receive sustained attention only as one topic in a general consideration 
of per se rules. Yet proceedings against restrictive agreements have long been 
and are now the most numerous, and probably are the most important, activi- 
ties under the antitrust laws. When they are given only casual attention, their 
role is easily misconceived. 

Thus the statement is made (p. 101) that in a market with many firms, 
none of which is dominant, it is difficult for a cartel to operate successfully 
without aid in controlling entry, either from the government or from a labor 
union. Yet in U.S. proceedings against restrictive agreements and in the prac- 
tices of cartels in those parts of Europe where the government neither curbs 
nor fosters cartels, there are many instances of other effective ways to cartelize 
small business—for example, by mutually exclusive arrangements for coopera- 
tion between a producers’ cartel and a distributors’ cartel. The antitrust laws 
have been effective in destroying the opportunity for such mutual support 
among cartels in this country. For this reason, the problem area in American 
antitrust policy is not cartelization but the power of large enterprises. A book 
concerned with this problem area cannot easily become, by supplementation, 
an adequate analysis of antitrust policy as a whole. Conceived as a general 
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treatment of the antitrust laws, this book, though thought provoking and 
valuable, lacks the authority and balance that it possesses as an analysis of the 
relation between competition and business power. 

In developing the latter theme, Kaysen and Turner have made a distin- 
guished contribution to thought about the most important and difficult of 
American antitrust problems. Their argument that power is the proper focus 
for attention is the most persuasive statement of the view that has come to 
this reviewer’s attention. Their discession of the relation between power and 
performance and of the limits to an attack upon power that might be set by a 
concern for efficiency is likely to become a classic statement. In blending eco- 
nomic and legal analysis of the conceptual and operational problems that are 
raised by their proposal, they have enriched the contributions of economics 
and law alike. They have had the courage to face practical problems, eyen to 
the point of outlining the provisions of their suggested laws; yet they have 
clearly distinguished the fundamental principles of their proposal from the 
variant methods by which it could ke given effect. Their book should become 
one of the landmarks in the development of antitrust policy. 

Nevertheless, there are two important gaps in the exposition. The first has 
to do with the concepts of oligopolistic concentration that are used in analyz- 
ing the extent of oligopoly (Ch. 2) and in suggesting a rule of thumb that 
might be employed to simplify the attack upon market power (p. 98). An 
attempt is made to estimate statistically the extent of oligopoly in manufac- 
turing and in mineral extraction. This undertaking necessarily involves two 
tasks—determining the degree of ccncentration to be regarded as significant 
and marshalling the evidence as to the prevalence of the relevant concentra- 
tion. 

The second task has been undertaken ambitiously on the basis of census 
data supplemented from other sources. In an effort to make census industries 
more nearly expressive of competitive markets, industrial classifications have 
been consolidated; and the standards and procedures used have been set forth 
in a methodological appendix. But he first task, which governed all the sta- 
tistical work done for the second, has been performed summarily, without 
explanation of the choices available and of the reasons for the decisions 
reached. Concentration is analyzed with reference to two types of oligopoly— 
one type in which the first 8 firms have at least 50 per cent of the market and 
the first 20 firms have at least 80 per cent, and another type in which the first 
8 firms have a market share of at lezst 33 per cent, with the rest of the market 
relatively unconcentrated. We are zold that, though these types are defined 
arbitrarily, there is suppcrt for the definitions in empirical studies because 
such degrees of concentration appear to be significant for behavior in “the 
majority of markets with which w2 are familiar” (p. 27). This reviewer is 
tempted to say that most markets with which he is familiar suggest to him 
that anticompetitive oligopoly behavior is likely to arise only at levels of 
concentration decidedly higher. But such dicta, pro or con, are not useful. 
There is need for a reasoned discussion of the considerations that support the 
definitions chosen and of the nature and extent of the empirical evidence that 
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appears to reinforce the choice. This comment is made in the hope that it will 
evoke, by way of reply, an article supplying conceptual and factual support 
for these concepts of significant concentration. 

Similarly, a rule of thumb is suggested (p. 98) to simplify the application 
of a law against market power: that market power might be conclusively pre- 
sumed where, for 5 years or more, one company has accounted for 50 per cent 
or more of annual sales or 4 or fewer companies have accounted for 80 per 
cent. The arbitrary nature of such a rule is recognized, and presumably the 
exact percentages are not considered important. But since the proposed pre- 
sumptions are intended to be conclusive, one must suppose that the percent- 
ages selected are believed to be high enough to preclude reasonable doubt, even 
when entry into the market is relatively easy. In the light of the complexity 
3f the structural components of market power, described by the authors in 
previous pages, there is need for a discussion of the reasonableness of any 
conclusive presumption based upon market shares alone. 

The importance of the failure to support the chosen concept of oligopoly 
lies in the fact that this concept necessarily conditions what is said about the 
prevalence of the problem of oligopoly power, the probable relation of this 
problem to economies of scale, and the feasibility of legal action. Nevertheless, 
the weakness is not critical. One might think oligopoly much less prevalent 
without denying that the problems it raises are of major importance and with- 
out rejecting the proposed policy for coping with it. 

The second gap is more serious than the first. It is the gap between the 
concept of market power, upon which the analysis is based, and the facts of 
power and activity extending across numerous markets, which will often need 
to be considered in appraising the power of our larger enterprises and in de- 
vising programs of dissolution, divorcement, and divestiture. The concept of 
market power that is used is that familiar to economic theory, though devel- 
oped with unusual subtlety. It involves determining the relevant market by 
grouping products in the light of cross-elasticities of demand and supply and 
of the geographic limits within which buyers and sellers have contact. It then 
involves estimating power in the relevant market on the basis of market 
shares, ease of entry, and the like. 

Though the discussion recognizes that absolute size, as well as market 
share, may affect power, this point remains unanalyzed because “most abso- 
lutely big firms are also big in relation to at least some of the markets in 
which they operate” (p. 101). The exposition takes for granted that “small 
firms may have large market power because they are large relative to their 
rivals in the market” (pp. 100-1). There is no consideration of the question 
whether an absolutely large enterprise may have significant power even in 
the markets in which its share is relatively small; nor of the question whether 
a small concern with a larger market share than its rivals may lack power 
when the rivals, in their total activities in all markets, dispose of much greater 
resources in absolute amount. Such questions are often important; for large 
enterprises like General Electric or Du Pont are large primarily because of di- 
versification that outruns the widest possible definition of a relevant market; 
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and in some of their markets their rivals are smaller and more specialized 
concerns that possess larger shares of the particular markets in which these 
concerns operate. 

The problems that arise as to power based on diversification are numerous, 
and most of them have received little serious discussion., For example: (a) 
How far are small specialized firms with large market shares intimidated by 
the possibility that competitors (which may or may not have smaller shares in 
the specialized market but possess greater resources through greater diversi- 
fication) might discipline or destroy them by price reductions or other forms 
of aggressive selling focused upon the specialized market? (b) When large 
diversified producers share several markets, each of them having a dominant 
position in one market and subordinate positions in the others, how far is 
their rivalry blunted, not merely by oligopolistic thinking about the single 
markets, but also by fear that retalia-ion might spread from market to nfarket 
until the dominance of each enterprise was jeopardized in the market most 
important to that enterprise? (c) How far is oligopolistic forbearance weak- 
ened within any one oligopoly market if the oligopolists are diversified in other 
markets to different degrees and in different directions, so that they do not 
elsewhere encounter one another as rivals, and so that they have different ideas 
about the place of the particular oligopoly market in their strategy as whole 
enterprises? (d) Does a large concern that is a part of a dozen different oligop- 
olies have power greater or less in each oligopoly than it would have if it 
was a part of that oligopoly only? 

The first question arises about such relationships as that between General 
Motors and specialized producers of electric refrigerators or between General 
Electric and specialized producers af wiring devices. The second question is 
pertinent to the relations among chemical companies that are diversified but 
emphasize different classes of chemical producis. The third question is perti- 
nent to such oligopolies as that for automobile tires sold to the replacement 
market. The fourth question recently played an important part in considera- 
tion, by the European Coal and Steel Community, of a proposed merger 
among steel companies. 

Consideration of such questions has been slight in the application of the 
antitrust laws, because the few prcceedings striking directly at power have 
pertained to matters for which the cuestions were least pertinent. In a general 
program like that proposed in this book, similar questions could not be 
avoided. Indeed, a simple single-market analysis of power might produce 
bizarre results in such a program. For concentration ratios tend to be highest 
in medium and small industries; and since the principal activities of our 
largest enterprises lie in our largest industries, one might find that the broad 
attack upon market power tended to by-pass many of the largest concerns for 
proceedings against smaller ones whose power was more readily detected by 
an oversimplified analysis. 

This second gap is as important in the discussion of remedies as in the 
diagnosis of power. The proposal is to reduce excessive power by dissolution 
and divestiture, dividing big enterprises into small replicas and, where nec- 
essary, eliminating or reducing vertical integration. Such surgery is discussed 
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on the unstated assumption that it can be applied neatly to the activities of 
the relevant market without affecting the structure of other markets. This is 
true for enterprises that operate only in the relevant market or limit them- 
selves, outside that market, to vertically related antecedent and subsequent 
operations. It is also true, more widely, for diversified enterprises whose opera- 
tions in the relevant market and in the related vertical line are neatly segre- 
gated (if not in separate corporate subsidiaries, at least in separate plants). 

There remain, however, two classes of situations in which the structure of 
enterprise cannot be so simply altered. One is that in which plants are diversi- 
fied and in which, therefore, it is impossible to modify the scale of a company’s 
operation in the relevant market without affecting the scale of its operation 
clsewhere. The importance of this class of cases could be roughly estimated by 
comparing, in census industries, the output of products primary to the industry 
with the output of the industry (which includes the total output of all estab- 
lishments primarily engaged therein).1 The difference between the two figures 
would consist of products of other industries made in the industry’s establish- 
ments. Where the difference is large, a dissolution program would be likely to 
have substantial effects unrelated to the industry’s primary products. 

In the other class of situations, vertically integrated concerns are not neatly 
restricted to a single succession of activities. A single raw material is fabri- 
cated by different processes into a variety of products. A single fabricated 
product is made from a diversity of antecedent materials, some of which are 
used to make other products as well. At successive stages of the sequence of 
operations, different percentages of the concern’s total output are consumed 
internally and different percentages sold on the market. A coordinated program ' 
of research leads to the production of various commodities, each of which, 
though technologically related to the others, is produced by specialized equip- 
ment and sold in a special market. 

Dissolution of a complex vertically integrated enterprise based upon analy- 
sis of the power problems of a single one of its interconnected activities would 
inevitably affect both its power and its efficiency in other activities. One could 
not dissolve a vertically integrated steel company because of its power in the 
market for sheet steel without making decisions about its capacity for pig iron 
and basic steel and thus about its other fabricated products as well. Neither 
could one dissolve a steel company because of its power as a producer of basic 
steel without affecting the degree of vertical integration and the market posi- 
tion of each of the company’s fabricated products. To dissolve an electronics 
company because of its place in radio or television would not only raise the 
question whether any of the newly created firms should be connected with the 
central research establishment but also raise the question whether research 
pertinent to other types of electronic equipment would be affected. In such 
cases, the practicable forms of dissolution are likely to reach beyond the rele- 
vant market and to force consideration of the broader aspects of power and 
efficiency. 

One could, of course, reduce the apparent size of the discrepancy by defin- 


1 Even such an estimate would be an understatement, since in some industries the census 
definition of an establishment is such that one plant may contain several establishments. 
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ing the relevant market broadly—by giving great weight to cross-elasticities of 
supply where they do not correspond to cross-elasticities of demand and by 
lumping together goods that can scarcely be considered substitutes. One could 
place all steel products in the relevant market, ignoring the differences between 
rails, merchant bars, sheet, strip, drawn wire, and structural shapes, because 
all these products are made from similar materials and often by the same 
great companies. The concept of the relevant market would thus be more 
vague, but the market as defined would be nearer to the facts of the power 
structure. To proceed in this way world be to attempt to remedy insufficiency 
of analysis by looseness of definition; and it is not at all certain that the 
errors would compensate one another. 

Though economic analysis has proceeded market by market, and economists, 
are naturally reluctant to depart from their tradition and thus depreciategtheir 
intellectual capital, the stubborn fac: is that large enterprises are no longer 
merely market entities. Their efficiency or inefficiency has many iniermarket 
and some nonmarket aspects. Their power is not merely power in a market nor 
merely the arithmetic total of their separate strengths in their various mar- 
kets. If their power is to be effectively reduced by practicable modifications of 
their structure, they must first be seen as complete organizations and analyzed 
as such, 

Corwin D. EDWARDS 

University of Chicago 


. A & P: A Study in Price-Cost Behavior and Public Policy. By M. A. ADEL- 
MAN. Cambridge: Harvard University Press, 1959. Pp. xiv, 537. $10.00. 


With the appearance of this book economists have much less reason to com- 
plain about the paucity of analytical literature on the economics of the dis- 
tributive trades. Most studies of price determination for consumer goods pass 
over the distribution phase lightly and proceed as if manufacturers sold to 
final users, Increasingly that assumption is questioned; and one is reminded of 
the agriculturists’ traditional contention that “what happens in the dark” 
between producer and consumer has much to do with economic welfare. Refer- 
ence is not only to the efficiency with which and the price at which the distribu- 
tive function is performed but also to the effect of these trades on the supply- 
ing industries. Recently, but based largely on casual observation, views as to 
how well mass distributors play one or both of these roles have ranged from 
the contention that they countervail oligopoly in supplying markets to identi- 
fication of them as one side of a series of bilateral oligopolies; or to the claim 
that the consequences of that structural situation are tempered by the supe- 
rior position of the mass distributors as potential entrants into the supplying 
industries and by the competitive milieu in which they resell. One author 
asserts “The formula for competition is quite simple; add one part of Sears 
Roebuck to twenty parts of cligopoly [in manufacturing]”* Change the name 
to A & P and one has the major conclusion of the book under review. But it 

*Clair Wilcox, “On the Alleged Ubiquity of Oligopoly,” this Review, Proc., May 1950, 
40, 71. 
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emerges from an intensive, theory-oriented study of one company that serves 
as a stereotype of the mass distributors of food. 

In contrast to Catalogs and Counters? where all facets of Sears Roebuck 
and Company’s history are covered, this study of A & P deals only with the 
issues of major concern in industrial organization and price analysis and with 
the related policy problems. Only with respect to adaptation of retailing facili- 
ties to changing conditions do the controlling Hartfords appear as bumbling. 
In contrast they understood fully the import of a consistent policy of a very 
low store-wide gross margin (or “price of retailing services,” an identification 
made by the author in other writings) that would attract so much volume that 
operating costs would fall sufficiently to make this the long-run profit-maxi- 

emizing policy. Divisional managements, with their eyes on the shorter run, 
had ¢o be persuaded and at times disciplined. Equally well visualized by top 
management were the procurement methods that would cut to the lowest possi- 
ble level cost of goods laid down at the retail outlets. 

While reasons for savings from integrating wholesaling with retailing are 
not brought out by the author, the other sources of low landed-cost of goods to 
resell are specified: skill in buying, savings from quantity purchases in de- 
pressed markets, discriminatory prices obtained, and the gains from the 
company becoming its own supplier. The last course was followed where the 
supplying industry was deemed inefficient or had discriminated against A & P 
(a frequent observation in the book) because, in earlier years, of the out- 
moded practice of not giving A & P the equivalent of the wholesaler discount 
and, in later years, under the requirements of the Robinson Patman Act. Self- 
supplying proved to be very profitable, measured by transferring goods to retail ` 
divisions at market prices, because of manufacturing and transfer economies 
made possible by vertical integration and because of escape from manufac- 
turers’ prices for well-known brands. Acceptance then had to be earned for A & 
P’s private brands. Here one misses an exploration of the extent to which that 
move was facilitated by dynamic influences weakening the hold that high- 
priced brands had on consumer preferences once the packaged commodities 
became of generally accepted quality. The equally successful integration back 
to shipping point or terminal market office purchase of fresh produce stemmed 
from the superiority of information and of direction of flow of perishables in 
an integrated organization and from by-passing the notoriously inefficient 
physical handling of perishables in large-city terminal markets. For the store- 
wide business, the combination of low landed-cost and a lower gross margin 
for retailing than even chain store rivals could match—advantages that less- 
ened as A & P was imitated—all worked to the benefit of the consumer. 

But the federal government and some economists have not viewed all of this 
as good. Indeed, most of the primary material used by the author came from 
the display of the company’s affairs (through 1941) in a series of antitrust 
proceedings. Drawing on data in that source, the author concludes that dis- 
criminatory buying prices in favor of A & P at most accounted for 15 per cent 
of its retail price differential below independent stores, in contrast to the Fed- 


* Boris Emmet and J. E. Jeuck, Catalogs and Counters, Chicago 1950. 
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eral Trade Commission’s conclusion in its 1934 Final Report on tke Chain 
Store Investigation that “the growth of the chains was ‘based largely on spe- 
cial price concessions from manufacturers’. . .” (p. 241). Rather than merely 
thwarting such concessions, the legislation stimulated by that Report, the 
Robinson Patman Act, is characterized as having “a single unifying principle; 
to enforce discrimination against the lower-cost buyer or lower-cost method of 
distribution” (p. 160). In contrast, the author argues strongly that price dif- 
ferences in favor of the large buyer (often even when discriminatory) aid 
competition in imperfect markets; ard so do price reductions in resale that 
enable economies of scale and rapid turnover to be obtained. The government’s 
brief in the 1946 Sherman Act case acknowledges the latter point, but still 
accuses the company of intending to create a partial monopoly by “selling, 
below [current] cost” in some localities (rather than selling on a systegatic 
cost-plus basis) to squeeze out rivals, a practice made possible by “recoup- 
ment” from profits from other operations; but no substantial evidence was 
offered that competition was injured thereby. Compared with an interpretation 
oriented to price theory, this is naive economics; and yet it was adopted in 
large part by the court in its decision, because, as a consequence of the inept- 
ness of the defense, the contentions were not offset during the adversary proc- 
ess in the court proceedings. The latter deficiency has now been remedied by 
the author; but not all will be convincad. 

Journal articles containing previews of the author’s criticisms of this case 
have elicited strong reactions that will not be quieted entirely by the book’s 
full presentation of the evidence used and by the analysis of it that proceeds 
* along orthodox lines. Profit maximizing may lead to price reductions to reduce 
costs, as A & P has done in retailing, or cost reductions in acquisition of goods, 
as it has done so that resale prices can be reduced, all to gain a competitive 
advantage that will pay off. The conclusion is that competitors who do not 
match these moves fall but competiticn is enhanced. Against claims that A & P 
was tending to create monopoly (the fewness oi outlets in a shopping area is 
considered to be inherent in retailing) the final appeal is to the ease of entry 
into retailing—this is assumed—and to the test of the market, which in 
this case is the effective imitation of A & P’s methods by other chains and by 
independents with cost-saving relations with wholesalers. All of this will not 
convince some, but to disagree with the author they will have to use other 
evidence than he has—a difficult task—or question the adequacy of his use of 
the orthodox framework in his elabarately developed analysis, or argue from 
another framework. Some will not be satisfied with the ease-of-entry assump- 
tion in light of evidence that A & P fought loss of volume by price cutting, or 
will be concerned about competitive behavior of shopping-area oligopolies 
made up largely of outlets of the same small group of companies that meet 
each other as sellers, and to a lesser degree as buyers, in hundreds of such 
localities. 

These and other major topics in the book would be seen in better perspective 
had the author placed A & P more pointedly in the setting of the revolution in 
food distribution. Then A & P’s behavior (the period covered ends with 1941) 
would have been seen as part cf a massive transition with inevitable severe 
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consequences for some and with the leader in low-cost distribution both bring- 
ing about, and being able to take advantage of, the eroding position of those 
that were out of step. The emerging and more stable structure could then have 
been identified and appraised, although doing so definitely would have called 
for examining the food trades in the 1950s. 

Even without these additions this book is by all odds the premier study of a 
distributive industry, not merely of a company. The mass of evidence ex- 
amined is impressive and the guide lines for its analysis clear. The investiga- 
tion of the relevant policy problems is unusually extensive and challenging 
and to a large degree is convincing. And not least, the style is lucid and often 
spritely; the book is pleasant reading. 

R. B. HEFLEBOWER 
> Northwestern University 


The Theory of the Growth of the Firm. By Eniru TILTON PENROSE. New 
York: John Wiley & Sons, 1959. Pp. viii, 272. $6.00. 


Mrs. Penrose seeks to develop a theory of the growth of the firm, as distinct 
from the traditional theory of “ts equilibrium size, factor combination, output 
and pricing. The latter approach, she holds, is ill-suited to the modern business 
enterprise and to modern problems of real importance. She applies her theory 
of growth to the explanation of business diversification, integration and 
merger, and to the social probiems of small-business survival, industrial con- 
centration, and over-all economic growth. 

In a number of respects Mrs. Penrose builds on quite orthodox foundations, ' 
Competition, though imperfect, is vigorous, except where special “artificial” 
barriers exist. Informed, though far from perfect, knowledge and expectations 
are assumed. The classical postulate that the firm (i.e., its managers) seeks 
vigorously to expand its profits is retained, and she rightly sees that in the 
actual world profit and growth are mutually compatible and requisite rather 
than antagonistic goals, 

Departures from orthodoxy are nevertheless considerable. The firm’s mana- 
gers are interested in increasing the absolute level of profits rather than maxi- 
mizing its rate. Most important, the notion that management is a “fixed” 
factor limiting size or growth ‘s rejected. On the contrary, she contends, the 
„successful firm continuously generates underused management resources, and 
this “receding managerial limit” is the key factor explaining business expan- 
sion. Because of it “there is no ‘optimum,’ or even most profitable, size of 
firm,” and a firm’s size is “but a by-product of the process of growth.” Firms 
are limited only in their vate of growth through time. 

Mrs. Penrose distinguishes between the economies of size and of operation 
on the one hand and “economies of expansion” on the other. The latter refer 
only to the cost of effecting expansion, not the average costs of producing 
once expansion has occurred. They are not uniquely related to the size of the 
firm, and can be measured meaningfully only by comparing the costs of ex- 
pansion by one firm with those of another. “Economies of growth” may be 
economies of size or merely economies of expansion, or both. 


s 
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While most firms have some impetus to expand, some will enjoy advantages 
over others, and the economies of expansion of different firms may lie in dif- 
ferent directions. While all successful firms tend to grow, the direction and 
rate of growth of any firm depends or the particular prier of its underused 
resources and opportunities. 

Mrs. Penrose introduces one other key concept, the iniérsticbs of the econ- 
omy. These are new opportunities for expansion that develop out of macro- 
economic growth, change and innovatijn. The interstices are especially impor- 
tant to small and new firms, since they permit them to expand despite the 
disadvantages of small size. Larger firns either cannot currently exploit them 
or, on the principles of comparative edvantage, choose not to do so. 

Armed with these concepts, Mrs. Fenrose attacks her problems. Diversifi- 
cation reflects the fact that underused management is normally more profitably” 
employed in related than in old lines, and that interstices appear largely in 
new lines. Merger is analyzed at length, largely in terms of the differential 
economies of expansion and diversification and the relative costs and profits of 
expanding internally and by acquisition. Mergers permit more rapid growth 
but do not necessarily lead to increased concentration. New and small busi- 
nesses persist largely because the changing interstices of the economy throw 
up more opportunities than large firms zan seize. 

Regarding the outlook for concextration, Mrs. Penrose is measuredly 
optimistic. Despite the continuous generation of economies of expansion, 
there are special brakes upon the speed of growth of giant firms. On the one 
side “oligopolistic competition” leaves less management free for expansion. On 
- the other, the amount of management required per dollar of expansion rises as 
firms and expansion programs increase in size. Hence the rate of expansion of 
very large firms tends to decline. If economic growth and innovation develop 
ample interstices, the over-all growth of smaller and medium-sized firms will 
exceed that of the very large. She concludes: “. . . in a steadily growing econ- 
omy, or in an economy where expansicn is more prevalent than stagnation, the 
process of concentration will come tc an end and eventually reverse itself” 
(p. 258). 

But, she warns, this requires steady economic growth and the absence of 
serious “artificial” barriers to expansion by new, small and medium-sized 
firms. Conversely, the stifling of new and smaller firms will reduce economic 
growth, and strengthen the hold of dominant concerns. Given a fair field for 
competition, economic growth will continue and concentration will not 
increase. 

Mrs. Penrose has made a significan: contribution to our thinking about the 
growth of business firms and the outlodk for capitalist industrial structure. She 
has, in my judgment, properly stress2d the key importance of management, 
innovation, and economic growth in these problems. One could wish she had 
sharpened her concepts somewhat, and in places, that the discussion were less 
discursive. But as a pioneer effort or the theoretical-applied level in a very 
important field, her book deserves wide attention. 

James S. EARLEY 

University of Wisconsin and National Bureau of Economic Research 
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Die Investitionspolitik in nationalisierten Industrieunternchmungen Frank- 
reichs seit ikrer Nationalisierung. By WALTER StocK. Köln: Westdeut- 
scher Verlag, 1960, Pp. 220. DM 22.00. 


In this country, much has been done to reduce the discrepancy between the 
hypothetical models of the investment process and actual investment decisions. 
In Germany, the gap has been less recognized, either because less factual in- 
formation on actual decisions has been available or because a closer rapport 
exists between specialists in theory and management. Especially the books of 
Erich Schneider on Wirischaftlichkeitsrechnung and of Erich Gutenberg on 
Betriebswirtschafislehre have developed the criteria and methods of calcula- 
tion which firms ought to employ if they seek to arrive at fully rational invest- 

ament decisions. The author of the present book has not only relied upon these 
guides for the making of rational decisions but in part (pp. 33-63) has used 
theoretical formulae as if they were factual evidence on investment planning 
whenever the French nationalized industries enjoying financial autonomy did 
not furnish the necessary information. 

A somewhat different method was employed for analyzing public invest- 
ments financed through the budget. A global growth model for an open econ- 
omy was utilized as the standard for evaluating French investment plans. As 
one would expect, the result of the comparison was negative: the French plan- 
ning agency was not guided by the functional criteria suggested by an equi- 
librium model of growth. In the first phase, the agency concentrated upon 
sectoral growth so as to overcome the losses of capacity during the second 
world war and to promote production in the less developed regions. However _ 
the public investments were financed, the author did not seem to employ a 
method of analysis that gave full recognition to the actual goals underlying 
French investment planning. 

It so happens that the Monnet Plan (1947-52) and the Hirsch Plan (1954- 
57) differed in their goals and scope as well as in their techniques of invest- 
ment planning. The Monnet Plan was limited to coal, electricity, steel, cement, 
transportation, and agricultural machinery. The Hirsch Plan concentrated on 
investment for housing, consumer-goods industries, as well as agriculture and 
overseas areas. In their methods, the first plan arrived at the desired invest- 
ment estimates by projecting the expected demand in the various industries. 
The second plan was placed within the national income account of 1951-52 
and utilized more modern procedures of estimating desired investment. Yet ai 
no place in the book is there a clear statistical comparison of the two plans. 
Since the book was organized in terms of a global growth model, there seemed 
to be no reason for contrasting the two plans. Nor is there a critical examina- 
tion of the different procedures of estimating desired investment, partly because 
the particular version of the input-output tables used had not been published 
(p. 108). The interesting question as to whether in France modern techniques 
have resulted in superior planning estimates remains unanswered. 

In. examining the effects of investment planning, the author largely limits 
himself to the Monnet Plan. There was a significant increase in capacity, pro- 
duction and productivity of the six industries promoted. Most successful was 
the case of hydroelectric power, in which capacity rose by 73 and output by 66 
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per cent from 1947 to 1954. Invesiment plans were fulfilled by 95 per cent for 
coal and electricity. In comparison with other European countries, French coal 
production per work-day underground in 1954 was 23 per cent above the level 
of 1938, whereas Great Britain had only gained 11 per cent and West Germany 
was still one-third below its output of 1938. For some of the basic industries, 
the coupling of nationalization with detailed investment planning seems to 
have been a success. 

The Monnet Plan collided in two respects with the over-all development of 
the French economy. Although the volume of gross saving came close to the 
25 per cent of national income stipulated in the plan, there was no ready trans- 
fer of these savings to the basic industries. A compulsory loan provided the 
investable funds for the earlier years. Anticipating a sufficient supply of for- 
eign currency in the plan, the French economy accumulated a considerable 
deficit in its balance of payments. Payments under the Marshall Plan elimi- 
nated this deficit. The Marshall Plan thus removed the two major hurdles that 
hindered the realization of the Mcnnet Plan. The price stability from Septem- 
ber 1949 to June 1950 indicated that <he two plans together had also removed 
the inflationary pressure. In the absence of the Korean war, a coordinated 
internal and external increase in supply would have shown that inflation can 
be overcome by effective planning. 

ARTHUR SCHWEITZER 

Indiana University 


. Capital in Tranportation, Communications, and Public Utilities; Its Forma- 
tion and Financing. By MELVILLE J. Utwer. National Bureau of Eco- 
nomic Research Study No. 4. Princeton: Princeton University Press, 
1960. Pp. xxxviii, 548. $12.00. 

Professor Ulmer’s book is the fourth in a series of National Bureau mono- 
graphs on the principal capital-using sectors of the economy, It provides ma- 
terial for a wide range of studies of the regulated sector of our economy, and 
is a substantial contribution. The previous National Bureau monographs on 
capital formation dealt with residential real estate, agriculture, and financial 
intermediaries. Additional studies embodied in occasional papers have treated 
manufacturing and mining. 

The individual studies have borne the imprint of the talents and interests of 
the various authors as well as the peculiarities of the sectors examined. Ulmer’s 
work is no exception. While he follows the path trod by Creamer, Borenstein, 
and Tostlebe, in preparing estimates cf the capital-output ratio, he also strikes 
out on his own in a number of important directions. Principally these are an 
examination of long-cycles in investment and a study of methods of financing 
capital formation. 

The regulated industries examined in detail are the steam railways, electric 
light and power, telephones, street and electric railways, and local bus lines. 
The period examined generaly runs between 1870 and 1950. As a conse- 
quence, there could be little analysis of the air transportation sector. 

Over one-half of the book is taken up with appendixes concerning sources 
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of data, methods of deriving various statistical constructs from the data, and 
notes on the accuracy of the estimates. These sections will provide a mine of 
information for future investigators of these industries. 

The raw materials of the study consist of various government and industrial 
reports on individual parts of the regulated sector. From these reports the 
author has distilled estimates of time series of output and capital formation. 
It appears that greater attention was paid to the problems of measuring capi- 
‘tal formation and capital consumption because of the availability of earlier 
estimates of output in the works of Harold Barger and J. M. Gould. 

The raw material is organized into chapters in which the following issues 
are examined: secular patterns of output and capital formation; trends in 
capital coefficients; factors underlying long-term trends; long cycles; the 
* evolution of financial structures. 

e author examines in great detail secular changes in output and in the 
stock of capital. He uses the capital-output ratio to summarize these trends. 
The coefficient is used both in the average sense as the ratio of the stock of 
capital to the output flow at a point in time, and in the marginal sense as the 
ratio of the change in the stock of capital to the change in the output flow 
during an interval of time. 

Ulmer finds marked declines in the average and marginal capital-output 
coefficient of steam railroads, electric light and power, telephones, and street 
and electric railway. The smallest declines appear in telephones. In local bus 
lines, there appears to be no secular decline in the coefficient, and the author 
is quick to take advantage of this information in a later chapter interpreting 
these results. He recognizes correctly that these secular movements must be., 
interpreted in terms of three major sets of economic forces: (1) Construction 
of facilities in anticipation of demand will yield a high ratio of capital to 
output in the early years of any industry, and a subsequent decline. (2) The 
indivisibility of capital units is an important feature of any regulated industry 
which owns its own right of way or power transmission system. The existence 
of increasing returns in these industries when they are first built will yield a 
. gradual decline in the capital-output coefficient. (3) Improvements in tech- 
nology have been capital-saving. 

The author is not successful in isolating any changes i in the capital coeffici- 
ent which might be due to changes in the relative prices of labor and capital. 
He uses an index of wage rates in constant dollars, and an index of long-term 
interest rates to carry out this analysis. This is not an appropriate procedure. 
The cost of using a capital good is also dependent upon its initial purchase 
price and expected life. This is an area where much more work will have to 
be done before satisfactory conclusions are unearthed. The data which Ulmer 
has made available should encourage this effort. 

Ulmer devotes a chapter to the long cycles evidenced by his capital-forma- 
tion data. He shows that these data conform fairly well in cyclical dating to 
the long cycles found by other investigators. The main interest of this chapter 
lies in the author’s attempts to explain the conformity of the series as well 
as in his ideas concerning the economic significance of the long cycle. 

The final chapter of content concerns itself with the evolution of financial 
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structures, Here Ulmer breaks new ground. Through the construction of tables 
showing the sources and uses of funds, he examines methods of financing gross 
investment used by these sectors. His conclusion bears quoting because of the 
implications for public regulation. 


There was a... pronounced and progressive shift over time toward inter- 
nal financing. In the railroads this trend is in evidence in its most extreme 
form. In the 1880’s, railroads secured 98 per cent of capital needs from 
outside. As in the case of all regulated industries, very little use then or at 
any other time—with one brief exception—was made of short-term credit. 
Ninety per cent of all capital requirements were met through the issue and 
sale of stocks and bonds. Gradually, in the subsequent periods the relation- 
ship between internal and external sources shifted. By the decade just pre- 
ceding the entrance of the United Stazes into World War I, internal sources 
had already mounted to the level of nore than 40 per cent of all financial 
requirements. About two-thirds of this came from retained profits, the rest 
from depreciation charges. ... 


The next three decades witnessed the climax of this trend. Between 1921 
and 1940, 95 per cent of the industry’s funds were generated internally, 
either through retained profits or depreciation charges. . . . In the final dec- 
ade of the 1940’s, all capital needs were satisfied from internal sources. 
... And it should be borne in mind that this was a decade of very substan- 
tial investment... . 


The same trend, but in modified form appears in the other components. In 
electric light and power, . . . between 1938 and 1950, more than 50 per 
cent of all capital requirements were obtained internally. ... 


In telephones, however, ... the trend toward internal financing, while evi- 
dent over the 1877-1950 span, was less distinct than in the other regulated 
industries (pp. 155-56). 


These findings with regard to the financing of capital formation raise a 
complex issue for the regulatory authorities. To a large extent the above pat- 
terns may be ascribed to the declining profitability of the rail sector relative 
to the other two sectors. This in turn is partly due to declining demand for 
rail service and partly to regulatory restrictions on the adjustment of rail 
resources and services. Sooner or later an adjustment of rail facilities to re- 
duced demand will be carried out; anc it is safe to predict that what we still 
call the steam railroads will not expand their stock of capital at a rate com- 
parable to the past. 

In view of the possibility that future capital requirements for rail service 
can be met out of retained earnings and depreciation, the rate of return on rail 
capital required for continued service may not be as high as that set by the 
market on new capital issues. It will be recalled that one of the chief argu- 
ments against the use of marginal cost pricing for rail service was the failure 
to cover total costs including the cos: of capital. An industry so regulated 
would not be able to attract additional capital. But it now seems reasonable to 
explore the possibility that the railways might charge according to marginal 
cost, might meet their interest charges, and expand as necessary through re- 
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tained earnings and depreciation charges. This would require the long-term 
debt to be permanent. The appropriate earnings on equity capital would then 
be a residual. In truth the equity holder would pay the tax necessary to 
satisfy the Lerner-Hotelling condition. As long as fixed bond interest charges 
are met, this does not require any elaborate bankruptcy procedure, for the 
equity market will evaluate the possibility of future rail dividends. In view of 
the dim prospects for rail earnings at present and the treatment of rail 
equities in the securities markets, this proposal may leave the equity holder no 
worse off than he is now. This last suggestion was stimulated by a reading of 
the Ulmer volume, but it in no sense reflects Ulmer’s thinking or work. 
GEORGE H. Borts 
Brown University 


e 
The Electric Interurban Railways in America. By G. W. Hitron and J. F. 
Dug. Stanford: Stanford University Press, 1960. Pp. 463. $9.50. 


George W. Hilton and John F. Due have collected a storehouse of informa- 
tion concerning a little-known but important sector of American transporta- 
tion history—the rise and later disbandment of the electric interurban railway. 

The authors divide the book into two parts. The second part deals with the 
individual histories of interurban lines throughout the country and contains 
some of the best writing in the book. It is not for casual perusal, even though 
the thumbnail sketches of each line would be interesting for any reader. 
Although the order in which these histories are listed is not particularly help- 
ful, the voluminous research on a diverse set of local enterprises has been ad- 
mirably compressed into short pertinent paragraphs. . 

In the first part of the book, where the history is more general, the authors ' 
give their definition of an electric interurban railway and then examine se- 
lected aspects of the industry. They describe in detail the location, construc- 
tion and financing of small disconnected lines between communities where pro- 
moters found favorable conditions, and the struggle to form economically 
profitable systems from bits and pieces. 

In the chapter on the technology of the industry, detailed listing of the 
interurbans that utilized some particular type of equipment somewhat ob- 
scures the fact that during the short life cycle of the electric interurban rail- 
way, there was no final decision on an optimum type of equipment. Each pro- 
moter preferred his own combination of choices. 

This reviewer wishes that the activities and problems of the industry in the 
basic areas of labor, accidents, advertising, land development, franchise pro- 
visions, and community relations had been as adequately subjected to research 
as were the areas included. There is need also to explore the reasons why 
major sources of capital were willing to invest so heavily in the electric inter- 
urban industry (for instance, an examination of the joint-cost allocations of 
the early electric companies might shed some interesting light on the contribu- 
tion of the electric interurban to the solvency of a major modern industry). 
It would be worth while to have information concerning the losses to the over- 
all economy from the drainage of capital into a venture that turned out to 
be such an unfortunate one. Lastly, the activities of the New York Central 
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and the Pennsylvania Railroad executives and the others who joined fhem in 
supporting the Section 19 rule might have been examined. 

In the chapters dealing with the suspension of operations in a declining 
industry, the authors undertook some very worth-while research. The early 
demise of the electric interurban is partly due to operating, primarily to haul 
passengers. This least-profitable type of rural local service necessitated too 
great an expense of time and manpower for too little return. The decision to 
raise rates decreased total revenue as the demand for service shifted away 
more than proportionately. Hence, an organized effort to encourage freight 
haulage was made. But freight traffic did not prove adequate to provide 
satisfactory profits and the need for additional revenue continued. The failure 
to make any adequate analysis of demand plagued the industry throughout its 
short life. The interurban companies could and did raise the funds necessary ® 
to finance the construction and operation of an extensive network; but they 
neglected to probe customer identity and needs, so that the authors found 
information as to these matters scanty. The book also lacks a detailed dis- 
cussion of the positive contributions of the industry to the economy. 

Research on a declining industry is rare and highly valuable. More detailed 
analysis of the data might have given it deeper import. Nonetheless, the per- 
ceptive reader can draw significant conclusions from the factual reporting of 
the short life history of one specific form of transportation, since modern 
railroads are themselves presently confronted with some of the same problems 
that the electric interurban railway faced and failed so dismally to solve 
during its brief existence in the early years of the twentieth century. 

CLINTON WARNE 

Ohio State University 


Electric Power Regulation in Letin America. By Davin F. Cavers and JAMES 
R. Netson. Baltimore: The Johns Hopkins Press, 1959. Pp. xx, 279. 
$6.00. 

The economic and regulatory problems of the electric power industry in 
Latin America are the subject matter of this study. It is based primarily on 
materials gathered and analyzed by Marvin S. Fink and his associates in a 
first-hand study conducted for the Harvard Law School and financed by the 
International Bank for Reconstruction and Development. Although the re- 
search is confined to the five countries of Brazil, Chile, Colombia, Costa Rica, 
and Mexico, the report reaches conclusions and recommendations for correc- 
tive action which are believed to be pertinent to conditions in other Latin- 
American countries as well as all less-developed countries in the world. 

Electric power is indeed a problem industry in the countries studied. While 
handicapped by a variety of political, social, and economic policies, the focal 
point on which all the economic problems of the industry converge is that of 
rates. The rates charged are the final result of regulatory policy and are the 
prime cause of the ability or inability to finance expansion from internally 
available funds or from voluntary savings. Rates also influence the levels of 
electrical consumption. The actual impact of regulation has been to impose 
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“startlingly low” rates upon most of the suppliers of electric power in com- 
parison with the rates prevailing in the United States. Comparative data in 
real terms show that in 1929 rates in the Latin American countries studied 
were higher than in the United States; in 1939 they were about the same, and 
by 1954 they had declined to a level approximately 60 per cent of rates in the 
United States. Cost differences might account for this disparity in rates, but 
a careful analysis of such factors as relative cost of capital, efficiency in gen- 
eration, and installation and distribution costs yields the conclusion that the 
United States enjoys a net cost advantage. No technological or economic justifi- 
cation is found for the precipitous downward trend in “real” electrical rates. 

The results of maintaining “cheap” electricity are similar in every country. 
Inadequate earnings by suppliers, both private and public, have produced in- 
sufficient investment and an electric service which has been short in supply, 
irregular, and inconvenient, hence actually damaging to industrial operations 
and development. Industrial users have been forced to install their own costly 
and less efficient diesel plants. Suppliers have been forced in some instances 
to introduce antipromotional rates to discourage consumption by residential 
customers. Moreover, government ownership has grown rapidly since 1945 
owing in part to a preference for public over private ownership but in large 
measure owing to the power shortages occasioned by the poor climate for 
private investment. In the case of public suppliers the effective economic cost 
of chronic underpricing is also being paid in the form of an accentuation of 
inflationary pressures owing to the creation of new purchasing power by cen- 
tral banks to finance operating deficits and electrical expansion. Moreover, 
funds and credit devoted to subsidizing electric supply could be better utilized. , 
in promoting needed public services like education and sanitation having 
little or no earnings potential. 

Electric utility regulation in the countries studied, patterned on the con- 
cepts and procedures prevailing in the United States, is designed chiefly to 
control the level of rates in accordance with general standards specified by 
central governments and administered by regulatory commissions, Unlike the 
situation in most of the United States, government-owned utilities are sub- 
jected to the same rate control as private companies. Other differences are 
that regulatory agencies are usually politically controlled by the executive 
branch of the government; they have less discretion in the administration 
of statutory rate formulas; and their decisions are subject to little judicial 
review. These institutional differences explain in part the failure of regulation 
to render economic justice to electrical suppliers. 

But the basic difficulty, in the opinion of the authors, is the attempt to 
apply conventional regulatory theory and practice in an economic environ- 
ment characterized by persistent and rapid rises in operating costs owing to 
inflation, rising capital costs, depreciation in the foreign exchange value of 
national currencies, and the inability to achieve compensating economies 
through improved load factors and new, low-cost plant installations, In these 
acutely inflationary circumstances, the time-consuming regulatory process can 
rarely keep pace in adjusting rates to cover rising operating costs, including 
depreciation, and the capital costs measured by the traditional mode of rate- 
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base times rate-of-return. Since a considerable share of the capital invested in 
the electrical utility industry has been acquired from foreign sources (the 
World Bank and the Export-Import Bank of Washington alone had loaned by 
the end of 1959, $536 million and $242 million, respectively, for private and 
public electric power development in Latin America), deterioration of foreign 
exchange rates further complicates the problem of assuring adequate returns 
to investors. Regulatory “lag” and “attrition” of returns have also been prob- 
lems in the United States, but they have not been overly serious owing to 
the lower rate of inflation, continued technological improvement, and the 
abundance of capital secking investment. 

Much attention is given to suggestions, some of which have been debated 
and others actually adopted in a few instances in the United States, for re- 
modeling the regulation and financing of the electric industry. The prime ob- ° 
jective here is to make the industry self-sustaining and thus able to attract 
domestic capital. As the authors put it, “What a developing nation needs more 
than cheap electricity is plentiful electricity. And the best way to get it is to 
pay what the service costs” (p. 257). 

Three major lines of attack are proposed. First, in order to eliminate the 
adverse effects of regulatory lag upon rates and earnings, automatic com- 
pensatory adjustments in rates should be authorized for changes in fuel prices, 
wage rates, taxes, and foreign exchange rates. Patterned on the fuel clauses 
commonly found in rate schedules in the United States and also in Brazil and 
Colombia, the amount and timing of rate changes would be governed by for- 
mulas approved in advance. Second, in order to equalize opportunities with 
_- unregulated business in attracting capizal, periodic adjustments in the capital 
accounts of private and public eleciric enterprises should be allowed to reflect 
significant changes in domestic price levels and foreign exchange rates. This 
novel proposal would mean the adandonment of the traditional property rate- 
base, measured either in terms of the inflexible historical cost or the unreal- 
istic reproduction cost. For it would ke substituted the capital accounts, re- 
valued each year on the basis of a cost-of-living index. The rate of return ap- 
plied to the “investment base” would ke differentiated in accordance with the 
debt and equity components of the capital structure and would be sufficiently 
high to cover adequate dividends and earnings retained for investment. It 
would not reach the astronomical level required with an original cost rate-base. 
Adequate depreciation charges, reflecting replacement cost of plant, would be 
introduced and the reserves created eppropriately handled for rate-making 
purposes. Third, in recognition of the fact that regulatory reforms will not 
alone suffice to attract capital, it is recommended that new forms of securi- 
ties be issued containing protections against inflation, that institutional inves- 
tors be encouraged to acquire electric securities, and that industrial and even 
residential users be compelled to invest în the industry. 

The sorry plight of a basic industry, competently reviewed and analyzed 
in this volume, calls unquestionabl y for drastic modifications in public policy. 
Perceptive of the economic and accounting considerations involved, the 
authors have designed reforms which should ameliorate the serious situation. 
confronting the Latin American econcmies as well as foreign investors. As- 
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suming. a willingness to adopt them their workability will depend on the 
availability of reliable data to guide regulatory authorities, adequate adminis- 
trative machinery, and the exercise of informed and expert judgment. Should 
economic conditions in the United States ever require the adoption of such 
controversial measures, their administration would certainly tax the ingenuity, 
patience, and capabilities of regulatory agencies and courts. 
MARTIN L. LINDAHL 
Dartmouth College 


The American Petroleum Industry: The Age of Illumination, 1859-1899. 
By Harotp F. Witiiamson and Arnotp R. Daum. Evanston: North- 
western University Press, 1959. Pp. xvi, 864. $7.50. 


For a generation historians of business have been working on the assump- 
tion that the best procedure for writing meaningful histories of industries was 
first to produce the building blocks and then to use them for erecting the edi- 
fice. This method involved writing biographies of key men and firms, along 
with important special studies. The first volume of The American Petroleum 
Industry, soon to be followed by a second bringing the story up to 1959, 
proves that the idea was a good one, whether or not other paths to the same 
goal might have been effective. Williamson and Daum, with the aid of several 
assistants, have combined the results of previous research on men, companies, 
topics with new findings in newspapers, trade periodicals, engineering and 
mining journals, and early encyclopedias into a comprehensive history of the 
industry prior to the twentieth century. The product is a noteworthy addition 
to the history of economic and business activity in the United States. 

No reader can cavil at the comprehensiveness of the coverage in The Age of 
Illumination, In eight parts, embracing from one chapter each for the prologue 
and epilogue to eight for Book IV dealing with the formative years 1862-1873, 
the authors range over the early history of petroleum and illuminants as well 
as every function of the industry. Problems of transportation and relations 
with governmental agencies receive their share of attention, While thus casting 
their nets widely, Williamson and Daum maintain unity in the book as a 
whole. f 

Prior to 1900 the major producing areas in the United States were the Ap- 
palachian and Lima-Indiana fields. Shortly after that date the output of 
those two regions was dwarfed by crude oil production in numerous, widely 
scattered parts of the country. As a consequence, the pattern of competition 
was to change rapidly in the twentieth century, even before the dismember- 
ment of the Standard Oil Company (New Jersey) in 1911. The struggle for 
world markets, begun before 1900, was to assume new forms and take on a 
new significance in the next generation. 

The book coniains significant new information and interpretations on the 
development of illuminants prior to 1859 and on the history of technological 
change in the petroleum industry up to 1899, On both topics the authors have 
expended considerable effort and have woven their findings meaningfully into 
the book. Unfortunately, much of the new data on technology, having been ex- 
tracted from sources not indicating the time and place of first commercial 
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application, could not be incorporated as effectively into the pattern of com- 
petitive practices which form the core 2f the book as, say, the organization of 
the Standard Oil Trust and innovations in marketing. 

One of the most impressive attributes of this history is its objective and 
impartial tone. There are no attacks on or defense of either unhampered 
monopoly or unrestrained competition. In fact, some readers, particularly 
those interested in the “romance” of the industry, may well be disappointed 
in the coolness and calmness of the prose. Views of the authors stand in sharp 
contrast to the extreme statements made by contemporaries in the heat of hec- 
tic competition or in condemnation ef the Standard Oil combination. The 
evaluations of Williamson and Daum are based on a wide range of data and 
are judicious. Even though I disagree with their emphasis on some points, 
such as the heavy weight they give to transportation in the growth of Stand- 
ard Oil in contrast to the importance attached to efficient administration in 
Pioneering in Big Business, their posiżion is so well and so calmly supported 
that I am willing to leave the resolution of the issue to later students of the 
industry. l 

In fact, from the point of view of zhe economic historian the book leaves 
little to be desired. In lucid prose the authors have effectively synthesized new 
with old research and writing. They have made efficient use of a large volume 
of statistics, presenting them in the text as well as in appendixes, Line draw- 
ings and pictures are placed strategically near the ideas in the text they are 
intended to illustrate. The only parts of the book that could have been im- 
proved, as far as this reader hes perceived to date, is the proofreading of the 
* index and occasional heavy use of passive verbs. The American Petroleum 
Institute, the.sponsor of the study, hes every right to be proud of the book. 

In closing, it should be pointed out that this history of an industry is the 
only one of its kind now available. There is no other study of an industry 
which compares with it either in comprehensiveness or in portrayal of the 
dynamic process of development. To have no other like it is a reflection on the 
fraternity of historians and economists interested in economic history and 
economic growth. Needless to say, the time has long since passed when writers 
should have produced enough compary histories and topical studies on such 
a basic industry as iron and steel to permit an accurate, all embracing history 
to be published. It is hoped that othe? scholars, noting the high value of this 
synthesis of the history of the petroleum industry, will respond to the 
challenge. 

Rarra W. Hipy 

Harvard University 
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Energie und Verkehr. By HELLMUTH S. SeEmenrUs. Veröffentlichungen der 
List Gesellschaft 18. Tübingen: J. C. B. Mohr (Paul Siebeck); Basel: 
Kyklos-Verlag, 1960. Pp. xv, 225. DM 19.80; paper, DM 16.50. 
The contribution to energy economics made in Seidenfus’s book is especially 
valuable in a period of both dramatic changes in the world’s supply of energy 
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and rémarkable economic developments in the Common Market area. The 
author discusses the outlook for energy consumption in the six Common Mar- 
ket countries plus Switzerland and Austria. This area which he calls the 
Untersuchungsraum comprises the core of Central Europe outside the Iron 
Curtain. i 

The focal point of Seidenfus’s study is the analysis of the impact of changes 
in energy supply and demand for special forms of energy (Hdelenergie) 
on the transportation system. The important discoveries of oil and natural 
gas in Africa and in new fields of the Near East in combination with rising 
per-capita incomes in Western Europe—which induce an increased demand 
for special forms of energy, e.g., electricity, fuel oil and gasoline—necessitate 
radical innovations in the existing transportation system of Western Europe. 

The estimates of future energy requirements of the eight countries suffer 
fro the weakness of all long-term projections; they are based on the supply 
situation, consumer preferences and the political ideas of past decades, data 
subject to radical change during the next fifteen years. Therefore, actual 
developments between 1959 and 1975 are bound to deviate greatly from pro- 
jections. Important parts of the author’s conclusions, however, seem con- 
vincing: his expectation of a decline in shipments of coal and crude oil by 
railroads and ships, especially along the Rhine; his assumption that price 
policies protecting the coal industries may only delay but not prevent the 
rapid growth of pipe-line systems in the area under investigation. Seidenfus 
seems equally justified in expecting a rapid expansion of refinery construction 
and in anticipating intensified highway construction around refinery centers to 
facilitate the transportation of petroleum products. ‘ 

The author’s conclusions with respect to individual countries are less con- 
vincing. In the present state of world tension it should not be assumed that 
Austria’s crude oil supply will be supplemented by shipments from Rumania 
or the USSR. The alternative lies not only in shipments from refineries around 
Adriatic ports, but also in shipments of crude oil from Western European 
ports down the Danube and by pipe lines. The location of the new Austrian 
refinery in Schwechat, near Vienna, is suitable for both domestic crude oil 
and crude oils imported from East or West. 

The last chapter contains a thorough discussion of policy questions. In 
his analysis of the goals of economic policy Seidenfus accepts the German 
neoliberal belief in the responsibility of government to promote workable com- 
petition. A good application of these principles for the field of energy eco- 
nomics can be found in Wessels’ paper “Die Stellung der Energiewirtschaft in 
der Wettbewerbswirtschaft.” Seidenfus is aware of possible conflicts between 
the goals of national security and maximization of economic efficiency. He 
also discusses legal problems which have to be solved before pipeline con- 
struction in different countries can be co-ordinated in a satisfactory way. A 
lack of co-ordination of transportation policies in the eight countries would 
create serious obstacles to economic integration and economic growth. 

The style of Seidenfus’s book does not make for easy reading. At many 
points the reader would prefer to pursue economic discussion rather than 
being overwhelmed by statistical details. A number of maps are useful tools 
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for the understanding of the location problems; they would be more helpful if 
they gave a few important place names. The effectiveness of the book could 
have been greatly increased by a more streamlined presentation. But this 
statement is not meant to deprecate the stimulating approach to energy eco- 
nomics offered in this study. ; 
MARTHA STEFFY BROWNE 
Brooklyn College 
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The Growth of British Industrial Relations. By E. H. Paerps Brown. New 
York: St. Martin’s Press; London: Macmillan & Co., 1959, Pp. xxxvii, 
414. $9.50. e 


This is a beautiful book; so much so that the reviewer is moved to tom- 
plain about how little opportunity the author gives for dissent or even sug- 
gestion for improvement. Not the least of its many virtues are the concise 
24-page synopsis at the beginning, and the detailed bibliography at the end. 

The subject matter is much brcadez than the title suggests. Phelps Brown 
uses the theme of industrial relations 2s a frame for a picture of the condition 
of the British working class as it was in 1906-14, Even more, he shows vividly 
how this condition resulted from the economic evolution of the 19th century. 
This background material is contained in the first two chapters. Chapter 1 
(The Condition of the People) is concerned with the economic condition of 
the working-class household and Chapter 2 (The Condition of Work) with 
. the utilities and disutilities encountered in earning a living, In the reviewer’s 
judgment, these two chapters are as good an example of socio-economic de- 
scription, with the necessary flavoring of economic analysis, as can be found 
anywhere; they must be read to be appreciated. 

Though they deserve study on their own account, in the scheme of the 
book the first two chapters serve merely as background for what follows. 
Chapter 3 (The Development of Industrial Relations) describes the more im- 
portant types of employer and worker organizations that arose during the 
19th century, and how they interacted. Different types of unions (craft unions, 
operatives’ unions and general unions) are described in historical context. 
Each of these union types is associated by the author with a particular 
method of collective bargaining. The chapter goes on to describe the growth 
of arbitration and conciliation and the sliding scale, and how these instru- 
ments of adjusting industrial conflict were dulled by the growth of working- 
class militancy in the 1880’s and ’90’s. 

Chapter 4 (The Development of Public Policy) is a very lucid account of 
how Britain came to avoid establishing governmental machinery for settling 
labor disputes and, until 1908, to avoid setting minimum wages except for 
public employment. Chapter 5 {Institutions and Procedures in 1906) is for its 
first 8 sections, a description of union and employer organizations as consti- 
tuted in 1906; the last three sections describe and, to some extent analyze, 
how collective bargaining sets wages and other terms of employment. They 
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also point out how little collective bargaining affected working conditions; 
i.e., only slight attention was paid to grievance procedure. 

Chapter 6 is a history of 1906-14 covering both the legislation and the in- 
dustrial strife of this period. The author’s view is that the series of big strikes 
in the years 1911-14 was not the major threat to the social order that many 
contemporary observers believed. This is because the unrest, though intense, 
was confined to only a limited segment of the economy. Also the political diffi- 
culties of the period (the Irish Home Rule issue and the status of the House 
of Lords) and the growing prospect of war made labor intransigeance seem 
more threatening than it now appears in retrospect. 

In the final chapter (Sequel and Survey), Phelps Brown interprets and 
criticizes existing British institutional arrangements as they bear upon indus- 

*trial relations. He explains the decline in social protest after the first world 
war,’as compared with 1911-14, as due to an improvement in the economic 
condition of the working class. The improvement in industrial relations since 
1914, and especially since 1926, is held to reflect this improvement and also 
improvement in “on the job” relations between workers and employers. This 
is true as far as it goes, but the failure of labor militancy to revive despite the 
mass unemployment of the late 1920’s and 1930’s requires explanation. 

Failure to provide such an explanation is not of itself proper ground for 
criticism since this later period is beyond the purview of the book. However, 
since a correct explanation must involve the changing ideas and socio-economic 
characteristics of British union officials and the internal balance of political 
forces within Britain, as well as‘ the factors that are discussed, failure to take 


account of ideological factors and union politics in the earlier period may con- -, 


stitute an error of omission. This is not to deny that Phelps Brown is correct in 
stressing changes in economic variables as the prime movers of industrial rela- 
tions; but it may be that abstraction from the effect of the ideology and politi- 
cal situation of the leaders of the labor movement is carried a bit far. 

However, since Phelps Brown covers so much in-the space of 367 pages of 
text, it is ungrateful to complain that he does not do still more, In fact, some 
readers will probably complain about the manner in which this volume 
compresses socio-economic history. Its extreme economy of presentation is 
achieved by the author’s careful discussion of what he considers important 
and inattention to the rest. Whether one approves of the result depends upon 
how wisely he thinks the author has chosen. This reviewer approves thor- 
oughly; he feels that Phelps Brown has taken hold of the principal threads 
of the history of industrial relations in Great Britain and woven a really 
magnificent tapestry. Even those readers who will not share this enthusiasm 
fully cannot help but find the book a provocative essay in socio-economic 
history. 

M. W. REDER 
Stanford University 
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appropriate, and that the steps taken on the basis of false theories worsen rather than 
improve the situation. We will see that the attainment of economic growth cannot usually 
be ensured by ‘economic actions’ but requires zhe existence of certain social attitudes to work 
and leisure, consumption and saving, investment and innovation.” (Pp. 10-11.) The ®ook 
is primarily addressed to the general reader. 

Van K1averen, J. Europäische Wirtschaftsgeschichte Spaniens im 16 und 17. Jahrhundert. 
Stuttgart: Gustav Fischer, 1960. Pp. viii, 287. DM 46.50. 

VENKATASUBBIAH, H. Indian economy since independence. Bombay: India Pub. House, 
1958. Pp. ix, 343. 30s. 

Comparisons of the United States ard Sovie: economies. Supplemental statement on costs 
and benefits to the Soviet Union of its bloc and pact system: comparisons with the 
Western Alliance System. Prepared by the Central Intelligence Agency in cooperation 
with the Dept. of State and Dest. of Defense for the Subcommittee on Economic 
Statistics, Joint Econ. Committee, 86th Cong., 2nd sess. Washington: Supt. Docs., 1960. 
Pp. v, 50. 25¢. i 

Le développement du Bassin du Kuznetsk. Cahiers Inst. Sci. Econ. Appliquée No. 100. 
Paris: I.S.E.A., 1960. Pp. 370. 

Economic conditions in member and associated countries of the OEEC: United States, 1959. 
Washington: Organisation for European Econ. Cooperation, 1959. Pp. 41. 50¢. 

Economic survey of Latin America 1958. Prepared by the secretariat of the Econ. Comm. 
for Latin America. UN pub. 59.II.G.L New York: Columbia Univ. Press, 1960. Pp. xi, 
160. 

Employment, population and housing on Oahu, 1951-1970. Honolulu: Bank of Hawaii 
and Hawaiian Electric Co., 1960. Pp. 107. 

Krysslgpsanalyse av produksjon og innsats i Norske naeringer 1954. (Input-output analysis 
of Norwegian industries 1954.) Semfunnsgkonomiske stud. no. 9. Oslo: Statistisk Sen- 
tralbyra (Central Bureau of Stat. of Norway), 1960. Pp. 614. Kr. 3. 

Production coefficients and technological trends in Soviet industry; an input-output analysis 
of machinery construction. Chapel ‘Hill: Univ. of North Carolina, Inst. for Research in 
Soc. Sci., 1959. var. pagings. 

Sweden’s economy, 1959—an economic survey. Stockholm: Svenska Handelsbanken, 1960. 
Pp. 59. 

Textes de droit économique et social francais, 1789-1957. Paris: A. Colin, 1960. NF 26. 


Statistical Methods; Econcmetrics; Social Accounting 
EASTERFIELD, T. E. Productivity measurement in Great Britain. A survey of recent work. 
London: Dept. Sci. and Indus. Research, 1959. Pp. ii, 79. 
FREUND, J. E. Modern elementary statistics. 2nd ed. Englewood Cliffs, N.J.: Prentice-Hall, 
1960. Pp. x, 413. $6.75. 
FREUND, J. E., LIVERMORE, P. E., AND Murr, I. Manual of experimental statistics. Engle- 
wood Cliffs, N.J.: Prentice-Hall, 1960. Pp. viii, 132. $3.95. 
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Grossman, G. Soviet statistics of physical output of industrial commodities—their compila- 
tion and quality, Nat. Bur. Econ. Research No. 69, gen. ser. Princeton: Princeton Univ. 
Press, 1960, Pp. xiii, 151. $4.50. 

Meier, R. C. An introduction to mathematics for business analysis. New York: McGraw- 
Hill, 1960. Pp. x. 283. $6.95. 

OTTENHEIMER, J. Modèles économétriques et structure des nations. Paris: Edit. du Centre 
Nat. de la Recherche Sci., 1960. Pp. 94. NF 11. 

Smir, C. F. anp Leano, D. A, Basic statistics for business economics. Homewood, IIL: 
Irwin, 1960. Pp. xi. 301. Text, $6. 


Historical statistics of the United States: colonial times to 1957. A Statistical Abstract 
suppl. Prepared by the Bur. Census and Social Science Research Council. Washington: 
Supt. Docs., 1960. Pp, xi. 789. $6. 

Indian economics year book 1959-60. Allahabad: Kitab Mahal, 1959. Pp. v, 266. Rs 3. 

®Industrial production, 1959 revision. Washington: Board of Governors, Fed. Reserve 

System, 1960. Pp. 229, $1. 

The book provides a detailed description of the new features of the revised index, and of 
the methods used in its compilation. Analytical aspects of the revised index relating to 
industrial classification, market groupings, output-per-manhour adjustments, seasonal fluc- 
tuations, and weighting and other base period considerations are also presented. Complete 
tables are provided for the period 1947-58. 


Patterns of industrial growth 1938-1958. Prepared by Stat. Off., Dept. Econ. and Soc. 
Affairs. UN pub. 59.XVII.6. New York: Columbia Univ. Press, 1960, Pp. viii, 471. $8.50. 

Statistical abstract of the United States, 8ist ed. Washington: Dept. of Commerce, 1960. 
Pp. xii, 1040, 

The statesman’s year-book 1960-1951. Ninety-seventh publication. Ed. by S. H. Steinberg. 
New York: St. Martin’s Press, 1960. Pp. xxvi, 1677. 


Economic Systems; Planning and Reform; Cooperation 


Dosa, M. An essay on economic growth and planning. New York: Monthly Review Press, 
1960. Pp. vii, 119. $3.50. 


Svros-Lasint, P. Economie capitalistiche ed economie pianificate. Bari: Edit. Laterza, 1960. 
Pp. 246. L. 2,000. 


Uram, A. B. The unfinished revolution—an essay on the sources of influence of Marxism 
and communism. New York: Random House, 1960. Pp. 307. $* 


Watticu, H. C. The cost of freedom: a new look at capitalism. New York: Harper, 1960. 

Pp. x, 178. $3.75. 

“The message that the book carries can be put in simplest terms. Our free economy has 
been highly successful. To obtain its full benefits, we must accept the need for certain 
efforts and sacrifices. We must maintain strong incentives and vigorous competition, and 
must be prepared to live with some of the consequences that these arrangements imply.... 
The ultimate value of a free economy is not production, but freedom, and freedom comes 
not at a profit, but at a cost.” (From the preface.) 

Wetss, J. Moses Hess: Utopian socialist. Detroit: Wayne State Univ. Press, 1960. Pp. 77. 
$1.95. : 


Business Fluctuations 


K6uter, C. Conjoncture économique allemande, Bull. no. 757 with suppl. Paris: SEDES, 
1960. Pp. 38. 


Employment, growth, and price levels. Report of the Joint Economic Committee, 86th 
Cong., 2nd sess., with minority, supplemental, and additional views. Washington: Supt. 
Docs., 1960, Pp. 156. 


The quality and economic significance of anticipations data. A conference of the Univer- 
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sities—Nat. Bureau Com. for Econ., Research. Princeton: Princeton Univ. Press, 1960. 

Pp. xi, 466. $9. 

“Part I contains two papers whose authors look normatively at the planning process— 
working back from the problems te be decided into the forecasts needed for rational 
decision.” . . . “In Part II are the papers which focus most sharply on the formation of 
expectations.” . .. “Part ITI is devoted primarily to reports on series not previously avail- 
able for systematic professional scrutiny.” ... “Part IV brings together reviews of series 
already scrutinized at earlier conferences but so important that review should be fairly 
continuous.” (From the introduction.) 


Money, Credit and Banking; Monetary Policy; 
Consumer Finance; Mortgage Credit 

Arnot, H. W. The Australian trading banks, 2nd ed. Melbourne: F. W. Cheshire, 1960. 
Pp. ix, 238. 30s, 

Ausurn, H. W., ed. Comparative banking in Austria: Belgium : Finland: France: Gergany: 
Greece: Italy: Netherlands: Norway: Portugal: Spain: Sweden: Switzerland: Turkey: 
United Kingdom: U.S.A.: the U.S.S.R. London: Waterlow & Sons Ltd., 1960. Pp. x, 
118. 17s 6d. 

Bisson, A. Institutions financiéres et économiques en France. Paris: Berger-Levrault, 1960. 
Pp. 328, NF 18, 

Croreau, J. T. A national central credit scciety and the liquidity problem of the credit 
union movement. Madison, Wis.: Credit Union Nat. Assoc., 1960. Pp. 47. 

DE Beers, J. S. A study of Puerto Rico’s banking system. San Juan: Finance Council of 
Puerto Rico, 1960, Pp. 160. 

Ensen, K. J. Die Filialgrossbanken, Entwicklung und Stellung im deutschen Kreditsystem. 
Stuttgart: Gustav Fischer, 1960. Pr. vii, 13¢. DM 16. 

Ferret, H. Die Anwendbarkeit der modernen Kreditschépfungslehre auf die besondere Art 

. des Sparkassengeschafts. Berlin: Duncker & Humblot, 1959. DM 28. 

Lent, G. E. The changing structure of ccmmercial banking. Tuck bull. 24. Hanover: 
Amos Tuck Sch. Bus. Admin., Dartmouth College, 1960. Pp. 30. 

McCarzs, W. F. How much is a $. The story of money and banks. San Antonio, Texas: 
Naylor, 1960. Pp. xiii, 128. $2. 

Netson, O. M. Our legalized monetary swindles. New York: Vantage, 1960. Pp. 94. $2.75, 

Werrrinc, W. Money & banking in the American economy. Washington: Council for 
Advancement of Secondary Education, 1963. Pp. 104. 

Wiynxotps, H. W. J. The budget theory of money. Amsterdam: The Academic Press, 1960. 


Pp. 227. 
In his preface the author points out that, although “this book is a text on the pure 
theory of money,” he has “. . . tried to datect why existing theories could not explain 


certain facts and situations and endeavoured to eliminate the mistakes made.” 

Memoria de la XXVI Convención Bancaria, April 28, 1960 Revista Bancaria, vol 8 (2). 
Mexico City: La Asociacion de Banqueros de Mexico, 1960. Pp. 120, 

Study of mortgage credit. Report of the Subcommittee on ‘Housing to the Senate Com- 
mittee on Banking and Currency, Apr. 15, 1960. Washington: Supt. Docs,, 1960. Pp. 75. 

Tight money and rising interest rates . . . and the damage they are doing. Washington: 
Conference on Econ. Progress, 1960. Pp. 77. 50¢. 


Public Finance; Fiscal Policy 


Barer, R., Greason, D. H., Gurin, E. R. anD orHers. Taxation and operations abroad, 
Symposium conducted by the Tax Institute, Dec. 3-4, 1959. Princeton: Tax Inst., 1960. 
Pp. 308. $6. 

Borxar, V. V. Public finance and full employment with special reference to underdeveloped 
areas. Econ. ser. no. 9. Bombay: Univ. of Bombay, 1959. Pp. 179. Rs 12.50. 
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Brazer, H. E. A program for federal tax revision. Michigan pamph. no. 28. Ann Arbor: 
Inst. Pub. Admin., Univ. of Michigan, 1960. Pp. 50. 


Bucuanan, J. M. The public finances: an introductory textbook. Homewood, IIl.: Irwin, 
1960. Pp. xvi, 553. Text ed., $7.50. 


Cautey, T. J. Public.finance and the general welfare. Columbus: Charles E. Merrill Books, 
1960, Pp. xvi, 398. 

De LATTRE, A. Les finances extérieures de la France 1945-1958. Paris: Presses Univ. de 
France, 1959, Pp. 391. NF 18. 

DELEFORTRIE, N. anp Morice, J. Les revenus départementaux en 1864 et en 1954. Paris: 
A. Colin, 1959. Pp. xii, 340. NF 19. 

Fisuer, G. W. Financing Illinois government. A report of the Inst. of Government and 
Public Affairs. Urbana, Ill.: Univ. of Illinois Press, 1960. Pp. xvi, 202. $3. 

Gorrman, I. J. Erosion of the personal income tax base in Canada and the United States. 

° A doctoral dissertation. Toronto: Canadian Tax Foundation, 1960. Pp. iii, 194. $1.50. 

Kang, C. H. Personal deductions in the federal income tax. Princeton: Princeton Univ. 
Press, for Nat. Bur. Econ. Research, 1960. Pp. xxix, 237. $5. 

Levy, M. B. Income tax exemptions: an analysis of the effects of personal exemptions on 
the income tax structure. Amsterdam: North-Holland, 1960. Pp. xii, 148. $4. 

Norr, M. anD Sanvets, C. The corporate income tax in Sweden. Stockholm: Stockholms 
Enskilda Bank, 1960. Pp. 60. 

Scumipt, K, Die Steuerprogression. Basel: Kyklos; Tübingen: J.C.B. Mohr (Paul Siebeck), 
1960. DM 16. 

Tripathy, R. N. Fiscal policy and economic development in India. Calcutta: The World 
Press, 1958. Pp. viii, 318. Rs 15. 

Wotre, J. N. Taxation and development in the Maritimes: a study of possible routes to 
economic development for the Maritime provinces Toronto: Canadian Tax Foundation, 
1959, Pp. 47. 

Wotrr, G. La trésorerie britannique. Paris: Lib. Géné. de Droit et de Jurispr., 1960. 
Pp. 166. NF 18. 

Establishing federal budget policies on capital investments. Hearings before a subcommittee 
of the House Committee on Government Operations, 86th Cong., 2nd sess., June 8, 1960. 
Washington: Supt. Docs., 1960. Pp. 70. 

Reducing the public debt. Hearings before a subcommittee of the House Committee on 


Government Operations, 86th Cong., 2nd sess., June 8, 1960. Washington: Supt. Docs., 
1960. Pp. 59. 


International Economics 


Baang, F., ed. Die Weltwirtschaft, 1960. Vol. 1. Kiel: Inst. fiir Weltwirtschaft, Univ. of 
Kiel, 1960. Pp. 82. DM 10. 

Bryswancer, H. C., Secrt, C., Herczec, K. L., Carer, M. Contributions à Pétude de 
Yéconomie européenne. Cahiers Inst, Sci. Econ. Appliquée No. 101. Paris: I.S.E.A., 1960. 
Pp. 123. 

Być, M. Relations économiques internationales, Paris: Dalloz, 1959. Pp. 533. NF 18. 


CAMPBELL, W. H., Dirrricz, J. E. ano ormers, U.S.-Soviet trade; facts for the business- 
man’s appraisal. Structure, trends, procedures, experiences. Cleveland, Ohio: Trade Re- 
search Assoc., 1960. Pp. 229. $18.50. 

Cowan, A. R. Capital imports into sterling countries. London: Macmillan, 1960. Pp. x, 
107. 18s. 

Harrman, J. It’s your business. Boston: Houghton Mifflin, 1960. Pp. viii, 182. $3.50. 
“This is a journalist’s book, not an economic analysis. It was written while the issues 

with which it deals were unfolding, . . .” (From the author’s preface.) Most of the chapters, 

written primarily for the general reader, are concerned with foreign economic problems 
confronting, or likely to confront, the United States in the world economy. 
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Harroe, F. Het economische wereldbestel. Bussum: G.J.A. Ruysuitgeversmaatschappij, 1960. 
Pp. xi, 216. 

Herman, F. Conjoncture du marché commun. Bull. no. 758, and suppl., Les prévisions de 
croissance, by B. de Jourvenel. Paris: SED=IS, 1960. Pp. 18: 23. 

Aocewatp, W., STRINER, H. E. AND SONENBLUM, S. Local impact of foreign trade—a study 
in methods of local economic accounting. Washington: Nat. Planning Assoc., 1960. Pp. 
xviii, 213. $7; mimeo, technical suppl. $1.56. 

Hovusstaux, J. Concurrence et marché commun. Paris: Ed. Génin, 1960. Pp. ix, 174. 

Karr, M. The economics of trusteeship in Somalia. African research stud. no. 2. Boston: 
Boston Univ. Press, 1960. Pp. x, 185. $4.5C. 

Kenen, P. B. British monetary policy and the balance of payments, 1951-1957. Harvard 
econ. stud. no. 116. Cambridge: Harvard Univ. Press, 1960. Pp. xiv, 325. $7.50. 

Konter, M. The common market and investments. Transl. from German by J. L. Hueni. 
Prepared for Foreign Commerce Bank, Zurich, Switzerland. New York: Vantage, 1960.® 
Pp. 172. $3.50. e 

Kristensen, T. anp Assoc, The economic world balance. Copenhagen: Munksgaard; Am- 
sterdam: North-Holland, 1960. Pp. 377. D.kr. 46. 

An attempt to appraise “. . . the economic status, and the possible economic trends, in 
the main regions of the world and thus to give an impression of the major changes in this 
balance that are likely to occur within the foreseeable future.” The authors are particularly 
concerned with, “. .. on one hand, the relationship between the West and the East, and 
on the other, that existing between the technically developed, industrial countries and the 
so-called underdeveloped regions.” Cne chapter is on “Models of Growth.” 

Répxe, W. International order and economic integration, Dordrecht, Holland: D. Reidel, 
1960. Pp. viii, 276. f. 22.50. 

This is a translation of Internationale Ordnung—heute, which was published in Zurich 
about six years ago. 

. Srorper, W. F., Germany between East and West—the economics of competitive coexistence. 
Washington: Nat. Planning Assoc., 1950, Fp. xi, 80. $1.75. 

Urquipt, V. L, Trayectoria del mercado común latinoamericano. Mexico: Centro Estudios 
Monetarios Latinoamericanos (C.E.M.L.A.), 1960. Pp. 178. 

Visine, F. L'économie française face au Marché commun. Paris: Lib. Géné. de Droit et 
de Jurispr., 1959. Pp. 113. NF 7.50. 

Economic developments in the Middle East, 1958-1959, Supplement to World Economic 
Survey, 1959. UN Dept. of Econ. end Soc, Affairs. UN pub. 60.I1.C.2. New York: 
Columbia Univ. Press, 1960. Pp. xi, 125. $1.50. 

Exports, imports, and the United States balance of international payments. A special study 
by Legislative Reference Service, Library of Congress, presented by Senator Hubert H. 
Humphrey, 86th Cong., 2nd sess., Apr., 1960. Senate Doc. no. 105. Washington: Supt. 
Docs., 1960. Pp. 44. 

Foreign commerce study (U.S. trade position). Hearings before the Senate Committee on 
Interstate and Foreign Commerce, 86th Cong., 2nd sess., Apr. 25-26, 1960. Washington: 
Supt. Docs., 1960. Pp. 626. 

The General Agreement on Tariffs and Trade-negotiations under the Trade Agreements 
Act of 1934 as amended and extended. Dept. State pub. no. 6986. Washington: Supt. 
Docs., 1960. Pp. 109. 

Impact of imports on American small business. Hearing before a subcommittee of the 
Senate Select Committee on Small Business, 86th Cong., 2nd sess., June 16, 1960. 
Washington: Supt. Docs., 1960. Pp. 315. 

Overseas trade and finance with particular reference to New Zealand, Wellington: Reserve 
Bank of New Zealand, 1960. Pp. 252. 15s; paper, 10s. 

The World Bank: policies and operations. Washington: Internat. Bank for Reconstruction 
and Develop., 1960. Pp. 147. 
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World demand for paper to 1975: a study of regional trends. Food and Agric, Organiza- 
tion pub. New York: Columbia Univ. Press, 1960. Pp. xii, 159. $1.50. 

World economic survey 1959, Prepared by Dept. Econ. and Soc. Affairs. UN pub. 60.11.C.1, 
New York: Columbia Univ. Press, 1960. Pp. xi, 250. $3. 


Business Finance; Investment and Security Markets; Insurance 


Depattens, G. Gestion financière ce entreprise (Théorie et pratique). Paris: Sirey, 1960. 
Pp. 428. NF 30. 

FECHNER, E. AND SCHNEIER, P. Verfassungswidrigkeit und Rechtsmissbrauch im Aktien- 
recht. Tübingen: J. C. B. Mohr (Paul Siebeck), 1960. Pp. vii, 109. DM. 9.60. 

KIMBALL, S. L. Insurance and public policy—a study in the legal implementation of social 
and economic public policy, based on Wisconsin records. Madison: Univ. of Wisconsin 
Press, 1960. Pp. xii, 340. $6. 

LacacHE, M. Les investissements privés et le concours financier de état. Paris: Berger- 
Leyrault, 1959. Pp, 279. NF 18. 

McG, D, M., ed. All lines insurance. Homewood, Il.: Irwin, for S. S. Huebner Founda- 
tion for Insurance Educ., Univ. of Pennsylvania, 1960. Pp. xiii, 202. $5.50. 

Rose, H. B. The economic background to investment. New York and Cambridge, Eng.: 
Cambridge Univ. Press, for Inst. of Actuaries and Faculty of Actuaries, 1960, Pp. xi, 
661. $7.50. 

This book is designed “to serve as one of the text-books used for the financial and 
investment sections of the examination sylabus” of the Institute of Actuaries and the 
Faculty of Actuaries; and to provide “a broad survey of the economic background from 
which the activities of the actuary can rarely be isolated.” (From the preface.) 

Capital for medium and small-scale industries. By Soc. for Soc. and Econ, Stud. Bombay: 
Asia Pub, House, 1959, Pp. vii, 144. 

The insurance industry: aviation, ocean marine, and state regulation. Report with indi- 
vidual views made by Subcommittee on Antitrust and Monopoly of the Senate Com- 


mittee on the Judiciary, 86th Cong., 2nd sess. Washington: Supt. Docs., 1960. Pp. 337. - , 


1960 life insurance fact book. New York: Inst. of Life Insurance, 1960. Pp. 128. 


Business Organization; Managerial Economics; Marketing; Accounting 


Bennett, E. D. Cost administration: cases and notes. Accounting for cost control and 
product decision, Englewood Cliffs, N.J.: Prentice-Hall, 1960. Pp. ix, 606. $7.50. 

Dare, E. The great organizers. New York: McGraw-Hill, 1960. Pp. xii, 277. $5.95. 

Finney, H. A. anb Murer, H. E. Principles of accounting—advanced. 5th ed. Englewood 
Cliffs, N. J.: Prentice-Hall, 1960. Pp. xiii, 834. $8.50. 

Grayson, C, J., Jr. Decisions under uncertainty—drilling decisions by oil and gas operators. 
Boston: Harvard Univ. Grad. School Bus. Admin., 1960. Pp. xiv, 402. $6. 

Muroy, R. R. anp Waren, R. E. Accounting theory and practice: intermediate. Boston: 
Houghton Mifflin, 1960, Pp. xiii, 581. $7.95. 

Oprner, S. L. Systems analysis for business management. Englewood Cliffs, N.J.: Prentice- 
Hall, 1960. Pp. xii, 276. $6. 

Proscan, F. Polya type distributions in renewal theory—with an application to an in- 
ventory problem. A 1959 award winner, Ford Foundation Doctoral Dissertation Series. 
Englewood Cliffs, N.J.: Prentice-Hall, 1960. Pp. x, 36. $4.50; price for teachers, students 
and libraries, $1. 

Ssutrz, G. P. ano Wuiszer, T. L., ed. Management organization and the computer, Pro- 
ceedings of a seminar sponsored by the Grad. School of Bus., Univ. of Chicago, and The 
McKinsey Foundation. Glencoe, Il.: The Free Press, 1960. Pp. xvii, 257. $7:50. 

Stepry, A. C. Budget control and cost behavior. A 1959 award winner, Ford Founda- 
tion Doctoral Dissertation Series. Englewood Cliffs, N. J.: Prentice-Hall, 1960. Pp. xiii, 
161. $4.50; price for teachers, students and libraries, $1. 
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Tarın, W. Advertising—a new approach. London: Hutchinson, 1960. Pp. 208, 23s, 

Tenner, I. anp Lynn, E. S. Municipal and governmental accounting. 4th ed. Englewood 
Cliffs, N.J.: Prentice-Hall, 1960. Pp. xv, 592. $8.50. 

Terteckyy, N. E. assisted by Terra, A. Measures of inventory conditions. Tech. paper 
no. 8. New York: Nat. Indus. Conference Board, 1960. Pp. 30. Associates, $3; others, 
$15. . 

Wx, L. A. Accounting for inflation. London: Sweet & Maxwell, 1960. Pp. xii, 184. 35s. 


Industrial Organization; Government and Business; Industry Studies 


Caratp-Lanpon, R. Les chemins de fer dans le Massif Central. Etude des voies ferrées 
régionales, Paris: A. Colin, 1959. Pp. 469. MF 30. 


Conen, K. J. Computer models of the shoe, leather, hide sequence. A 1959 award winner, 
Ford Foundation Doctoral Dissertation Series. Englewood Cliffs, N.J.: Prentice-Hall, 
1960. Pp. xii, 156. $4.50; Teachers, students, and libraries, $1. 


CowanT, M. Antitrust in the motion picture industry. Bur. Bus. and Econ. Research, Jniv. 
of California. Berkeley and Los Angeles: Univ. of California Press, 1960, Pp. ix, 240. 
$5.50, 

Fremic, G. Die Strukturwandlungen und die Aussenhandelsverfiechtungen in der Welttextil- 
wirtschaft. Kieler stud. 54. Kiel: Inst. f. Weltwirtschaft, Univ. of Kiel, 1960. Po. vi, 147. 
DM 16. 

Locxttn, D. P. Economics of transportation. 5th ed. Homewood, II.: Irwin, 1960. Pp. xii, 
874. Text, $8. 


Parxınson, J. R. The economics of shipbuilding in the United Kingdom. Dept. Soc. and 
Econ. Research, Univ. of Glasgow, soc. anc econ. stud. no. 6. New York and Cambridge, 
England: Cambridge Univ. Press, 1960. Pp, xi, 227. $7.59. 


RaManavHaM, V. V. Problems of public enterprise; thoughts on British experience. Chicago: 
Quadrangle Books, 1959. Pp. 175. 


_ Rao, B. S. Surveys of Indian industries. Two vols.: 1957, and 1958. Bombay and London: 
Oxford Univ. Press, 1957; 1958. Pp. 358; 320. 27s 6d; 35s. 


Renovar, D. Les transports de marchandises par fer, route et eau depuis 1850, Recherches 
sur Pecon, française, no. 2. Fondetion Net. des Sci. Pol. Paris: Armand Colin, 1960. 
Pp. 121, plus maps. 

SmitH, R. S. Mill on the Dan: a history of Dan River Mills, 1882-1850, Durham, N.C.: 
Duke Univ. Press, 1960. Pp. xi, 570. $12.50 

Tysour, R. A. The reactor supply irdustry. Monger. no. 97. Columbus, Ohio: Bur. of Bus. 
Research, College of Commerce and Admin., Ohio State Univ., 1960. Pp. x, 84. $2. 

VaizEy, J. The brewing industry, 1886-1951 An economic study for the Econ. Research 
Council. London: Pitman, 1960. Pp. xxiv, 173. 30s. 

ZottAn, P. A korszerti közlekedési munkamegosztás alapjai. (Fundamental principles of 
modern transport coordination.) Summary in English. Budapest: Közlekedési Doku- 
mentacids Vállalat, 1959. Pp. 427. 

Administered prices, Pt 17: Administered prices in the drag industry (tranquilizers— 
appendix). Pt. 18: Administered prices in the drug industry (general: physicians and 
other professional authorities). Hearings before the Subcommittee on Antitrust and 
Monopoly of the Senate Committee on the Judiciary, 86th Cong., 2nd sess, Washington: 
Supt. Docs., 1960. Pp. 787; 372. 

Clayton act, anti-merger material. U.S. Dept of Justice. Antitrust Div. Washington: Supt. 
Docs., 1960. 

Compulsory patent licensing under antitrust judgments. Staff report of the Subcommittee 
on patents, trademarks, and copyrights of the Senate Committee on the Judiciary, 86th 
Cong., 2nd sess. Washington: Supt. Docs., 1960. Pp. 78. 

Government procurement—1i960. Lack of competition in military procurement and its 
compact on small business. Hearinzs before a subcommittee of the Select Committee on 
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Small*Business of the Senate Committee on Small Business, 86th Cong., 2nd sess., Apr. 
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Apr. 1960, pp. 13-24. 


The pure theory of international trade: comment by H. G. Johnson. Am. Econ. Rev. 
Sept. 1960, pp. 721-22. 





Business Finance; Investment ad Security Markets; Insurance 


Conratonrert, A. Il sistema creditizio e Vassunzione di partecipazioni di minoranza in 
aziende industriali. (With English summary.) Risparmio, May 1960, pp. 740-96. 


Gorpon, M. J. Security and a financial thesry of investment. Quart. Jour. Econ., Aug. 
1960, pp. 472-92. 4 


Jounson, G. E. The variable annuity—insurance, investment, or both? Georgetown Law 
Jour., Summer 1960, pp. 641-82. 


Ricwter, M. K. Cardinal utility, portfolio sdection and taxation. Rev. Econ. Stud., June 
1960, pp. 152-66. 


Viyava Sarapa, S. P, Some aspects of the corporate financial structure in the cotton 
textile industry. Asian Econ. Rev., May 196C, pp. 329-45. 
Business Organization; Managerial Economics; Marketing; Accounting 


ALLEN, C. B. Price analysis for recommendations to management. N.A.A. Bull., July 1960, 
pp. 71-80. 


Becxmann, M. J. Some aspects of returns to scale in business administration, Quart. 
Jour. Econ., Aug. 1960, pp. 464-71. 
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Davis, °R. E. Direct costing—will general acceptance follow management acceptance? 
N.A.A. Bull, Sept. 1960, pp. 3141. 


Dorrman, R. Operations research. Am. Econ. Rev., Sept. 1960, pp. 575-623. 


Jounson, H. L. A behavioral approach to the business enterprise. So. Econ. Jour., July 
1960, pp. 1-10. 


June, A. F. Compact-car prices in major cities. Jour. Bus. Univ. Chicago, July 1960, 
pp. 252-27, 


Kempner, T. Costs and prices in launderettes, Jour. Indus. Econ., June 1960, pp. 216-29. 


Marvin, K. E. An approach to cost estimating by formulas. N.A.A, Bull, July 1960, 
pp. 31-42. 


McCretranp, W. G. Stocks in distribution, Jour. Indus. Econ., June 1960, pp. 230-40. 


OxenretptT, A. R. Multi-stage approach to pricing. Harvard Bus. Rev., July-Aug. 1960, 
pp. 125-33. 


Patron, A. Trends in executive compensation. Harvard Bus. Rev., Sept.-Oct. 1969, 
pp. 144-54. 


Ricwarps, A. B. Input-output accounting for business. Accounting Rev., July 1969, 
pp. 429-36. 


Ross, M. H. Depreciation and user cost. Accounting Rev., July 1960, pp. 422-28. 

Taymans, A. L’influence des nouvelles techniques de gestion sur la fonction du chef 
d'entreprise. Vie Econ. et Soc., May 1960, pp. 141-56. x 

Vicxers, D. On the economics of break-even. Accounting Rev., July 1960, pp. 405-12. 

ViwatE, M. L. Fedeltà alla marca e perdita di clientela. (With English summary.) Riv. 
Internaz. di Sci. Econ. e Com., June 1960, pp. 560-70, 


WIENER, J. To better results through a more accurate break-even formula. N.A.A. Bull., 
July 1960, pp. 5-18. 


Industrial Organization; Government and Business; Industry Studies 

Bain, J. S. Price leaders, barometers, and kinks. Jour. Bus. Univ. Chicago, July 1960, . 
pp. 193-203. 

Barnes, L. O. Airline subsidies—purpose, cause and control, IJ. Jour. Air Law and Com., 
Winter 1960, pp. 29-44. 7 

Borrevx, M. Peak~-load pricing. Jour. Bus, Univ. Chicago, Apr. 1960, pp. 157-79, 


Boye, S. E. The joint subsidiary: an economic appraisal. Antitrust Bull., May-June 1960, 
pp. 303-18. 


Carstairs, A. M. ann Corr, A. V. Recent developments in the jute industry. Scot. Jour. 
Pol. Econ., June 1960, pp. 117-33. 

CARTER, A. P. Investment, capacity utilization, and change in input structure in the tin 
can industry. Rev. Econ. Stat., Aug. 1960, pp. 283-91. 


Foss, M. F. ano Lizzowi1tz, W. Investment in fuel and power industries. Surv. Curr. Bus., 
June 1960, pp. 18-24. 


Foster, C. D. The cost of financing the nationalised industries. Bull. Oxford Univ. Inst. 
Stat., May 1960, pp. 93-104. 

Givens, R. A. Parallel business conduct under the Sherman Act. Anti-trust Bull., May- 
June 1960, pp. 273-92. 

Herneerc, R. Koncentration inom ylleindustrin. Ekon, Samfundets Tids., 1960, 73 (2), 
pp. 89-103. 

Howe, M. anp Mus, G. The withdrawal of railway services. Econ. Jour., June 1960, 
pp. 348-56. 

Howrey, E. F. Utilization by the FTC of Section 5 of the Federal Trade Commission Act 
as an antitrust law. Antitrust Bull., Mar-Apr. 1960, pp. 161-86. 

Licut, C. E. Jr. Antitrust enforcement and judiciary policy. So. Dakota Law Rev., 
Spring 1960, pp. 57-66. 
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Livesey, F. The Restrictive Trade Practices Act, 1956: a review of certain judgments. 
Scot. Jour. Pol. Econ., June 1960, pp. 147-62. 


Marscuax, T. Capital budgeting and pricing in the French nationalized industries. Jour. 
Bus. Univ. Chicago, Apr. 1960, pp. 133-56, 

Nicots, A. Economic issues in the Du Pont-General Motors Case. J our. Bus. Univ. Chi- 
cago, July 1960, pp. 227-51. 


Perry, R. L. anp Simon, W. The civil investigative demand: new fact-finding powers 
for the Antitrust Division. Mich. Law Rev., Apr. 1960, pp. 855-72. 


Prasap, A. Theory and practice of the public corporation in a democracy. Indian Jour. 
Pub. Admin., Jan.-Mar. 1960, pp. 27-51. 


SHEAHAN, J. Government competition and the performance of the French automobile in- 
dustry. Jour. Indus. Econ., June 1960, pp. 1$7-215. 


SUNDERLAND, T. E. Territorial price differentials under the Robinson-Patman Act. Anti- 
trust Bull, Mar.-Apr. 1960, pp. 187-218. 


Trorst, M. Considerazioni sul rendimento di una nave commerciale a propulsione con®en- 
zionale. (With English summary.) Riv. Internaz. di Sci. Econ. e Com., June 1960, pp. 
514-23. 


Van Cisr, J. G. Antitrust consent decrees: the trend and defendants’ viewpoint. Anti- 
trust Bull., May-June 1960, pp. 319-52. 


Weissman, J. Is oligopoly illegal? A jurisprudential approach. Quart. Jour. Econ., Aug. 
1960, pp. 437-63. 


Land Economics; Agricultural Economics; Economic Geography; Housing 


BRONFENBRENNER, M. An elementary agricultural policy model, Indian Econ. Rev., Feb. 
1959, pp. 17-23. 


CLAIRMONTE, E. F. The Chinese and Indian land problem—divergent approaches. Malayan 
Econ. Rev., Apr. 1960, pp. 52-65. 


Davis, J. S. “Food for Peace.” Food Research Inst. Stud., May 1960, pp. 135-50. 


Dott, J. P., Jess, E. H., Munson, R. D, Computation of variance estimates for marginal 
physical products and marginal rates of substitution. Jour. Farm Econ., Aug. 1960, pp. 
596-607. 


Dur&n, M. A. La reforma agraria en Cuba. El Trimestre Econ., July-Sept. 1960, pp. 410-69. 


FarnswortH, H. C. American wheat exports, policies, and prospects. Food Research Inst. 
Stud., May 1960, pp. 221-81. 


Giszrason, C. Grain storage rules. Jour. Farm Econ., Aug. 1960, pp. 576-95, 

Gounprey, G. K. Forest management and the theory of capital. Can. Jour. Econ. Pol. 
Sci., Aug. 1960, pp. 439-51. 

Gruen, F. H. Economic aspects of pasture improvement in the Australian wool industry. 
Econ. Record, Apr. 1960, pp. 220-41. 

Jarre, A. J. Agrarian reform and socio-economic change. Am. Jour. Econ. Soc., July 1960, 
pp. 337-54. 

Jamison, J. A. Coordination and vertical expansion in marketing cooperatives, Jour. Farm 
Econ., Aug. 1960, pp. 555-66. 

McDermort, J. K. A framework for rural development. Jour. Farm Econ., Aug. 1960, 
pp. 567-75. 

Nertove, M. anD BACHMAN, K. L. The analysis of changes in agricultural supply: prob- 
lems and approaches. Jour. Farm Econ., Aug. 1960, pp. 531-54, 

Newman, D. K. Housing in Britain end America, II. Volume and expenditures. Mo. Lab. 
Rev., June 1960, pp. 561-68. 

SotH, L. Farm policy: a look backward and forward. Soc. Research, Summer 1960, pp. 
127-38. 
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STONE, P. A. International comparison of building costs with particular reference to U.S.A. 
and Great Britain. Bull. Oxford Univ. Inst. Stat., May 1960, pp. 105-16. 

Srrauss, E. The structure of the English milk industry. (With discussion.) Jour. Royal 
Stat. Soc., 1960, 123 (2), pp. 140-73. 

van Heres, R. Organisatie en produktie van de landbouw in de Sowjet-Unie. II. De Econo- 
mist, May-June 1960, pp. 349-91. 

Vincent, S. E. An application of linear programming to agricultural economics. Applied 
Stat., Mar. 1960, pp. 28-36, 

The balance sheet of agriculture, 1960. Fed. Res. Bull., Aug. 1960, pp. 848-56. 


Labor Economics 

Arnow, P. Foreign trade and collective bargaining. Mo. Lab. Rev., July 1960, pp. 693-99. 

Coorrr, F. E. Protecting the public interest in labor disputes. Mich. Law Rev., Apr. 1960, 
pp. 873-87. 

Coxe A. Internal affairs of labor unions under the Labor Reform Act of 1959. Mich. Law 
Rev., Apr. 1960, pp. 819-54. 

Cutten, D. E. Labor-market aspects of the St. Lawrence Seaway project. Jour. Pol. Econ., 
June 1960, pp. 232-51. 

Davey, H. W. Procedure arbitrali celle dispute contrattuali negli Stati Uniti. (With English 
summary.) Riv. Internaz. di Sci, Econ. e Com., June 1960, pp. 501-13. 

Dewey, D. Labor turnover as an index of unemployment in the United States, 1919-58. 
Jour. Indus. Econ., June 1960, pp. 265-87. 

Dupin, R. A theory of conflict and power in union-management relations. Indus. Lab. 
Rel. Rev., July 1960, pp. 501-18. 

Fourasti£, J. Le personnel des entreprises: remarques de démographie et de sociologie. 
Population, Apr-May 1960, pp. 289-300. 

Fucus, V. R. AND PERLMAN, R. Recent trends in southern wage differentials. Rev. Econ. 
Stat., Aug. 1960, pp. 292-300. K 

Horrmever, E. Nye former i lønfastsaettelsen. Nationalgk. Tids., 1960, 98 (1-2), pp. ` 
65-78. 

Kérrer, H. The comparison of industrial and agricultural earnings. Internat. Lab. Rev., 
July 1960, pp. 44-58. 

Moers, J. E. Surplus labour and the wage level: implications for general wage theory. 
Indian Econ. Rev., Aug. 1959, pp. 109-27. 

Parmer, G. L. Contrasts in labor market behavior in Northern Europe and the United 
States. Indus. Lab. Rel. Rev., July 1960, pp. 519-32. 

Pressat, R. Evolution future de ’emploi en France (1960-1970). Population, Apr.-May 
1960, pp. 211-22. 

Rezter, J. Admission policy of American trade unions concerning immigrant workers. 
Labor Law Jour., May 1960, pp. 367-78. 

Suanxxin, J. E. The United States National Labour Relations Board. Internat. Lab. Rev., 
June 1960, pp. 491-512. 

Stern, I. anb Travis, H. Trends in earnings of factory workers, 1947 to 1960. Mo. Lab. 
Rev., Aug. 1960, pp. 809-21. 

SUKHAREVSKII, B. The working day and wages in the USSR. Prob. Econ., July 1960, pp. 
49-61, i 

Tart, P. The responses of the bakers, longshoremen and teamsters to public exposure. 
Quart. Jour. Econ., Aug. 1960, pp. 393-412. 

Earnings in selected low-wage manufacturing industries, June 1959. Mo. Lab. Rev., June 
1960, pp. 605-9. 

The Labor-Management Reporting and Disclosure.Act of 1959: a symposium. Northwest- 
ern Univ. Law Rev., Jan.-Feb. 1960, pp. 659-824. 
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Labour dispute and settlement in the United States industry. Internat. Lab. Rév., July 
1960, pp. 59-69. e 


Labour turnover—meaning and measuremen:. Internat. Lab. Rev., June 1960, pp. 513-26. 
A minimum wage for farm workers. Mo, Lab. Rev., July 1960, pp. 677-85. 
Sharing the benefits of productivity, Internat. Lab. Rev., July 1960, pp. 1-25. 


Population; Welfare Programs; Standards of Living 
Bawninx, R. The incidence of taxes and premiums for social insurance on family budgets. 
(With French summary.) Pub. Fin./Fin. Publiques, 1960, 15 (1), pp. 72-93. 


Crow, L. P. ano Hsu, S. C. Taiwan’s population problem. Population Rev., July 1960, 
pp. 17-36. 


Enxe, S. The economics of government payments to limit population. Econ. Develop. and 
Cult. Change, Part I, July 1960, pp. 339-48. 
. Government bonuses for smaller families, Population Rev., July 1960, pp. 47-54, 


Heric, P. Social services and public expenditure in Sweden: recent developments®and 
problems. Indus. Lab. Rel. Rev., July 1960, pp. 533-49. 


Iresen, G. Die Analyse des Volkskérpers. Jahrb. Sozialwissensch., 1960, 11 (1), pp. 1-16. 

Mutter, A. Das Bevélkerungsproblem in den unterentwickelten Ländern, Schweiz Zeitschr. 
f. Volkswirtschaft und Stat., June 1960, pp. 185-94. 

Minami, R. Population growth factors in economic development. Asian Affairs, Oct. 1959, 
pp. 17-27. 

Mironewxo, Y. Recent official statistics on the population of the U.S.S.R. Population 
Rev., July 1960, pp. 37-46. 

Prosser, W. L. The assault upon the citadel. (Strict liability to the consumer.) Yale Law 
Jour., June 1960, pp. 1099-1148. 

RensHaw, E. F. Estimating the returns to education. Rev. Econ. Stat., Aug. 1960, pp. 
318-24, 

.Rosesoroucu, H. Some sociological dimensions of consumer spending. Can. Jour. Econ. 
Pol. Sci., Aug. 1960, pp. 452-64, 

Sauvy, A. Evolution récente des idées sur le surpeuplement. Population, June-July 1960, 
pp. 467-84. 

Tinsercen, J. The place of education in the economy. Giorn. d. Econ., Jan.-Feb. 1960, 
pp. 3-12. 

von Loescu, A. Zur Vermégensbildung cer Arbeitnehmer. Schmollers Jahrb., 1960, 80 (4), 
pp. 49-68. 

Zappa, G. La popolazione, i suoi movimenti e la sua economia. (With English summary.) 
Risparmio, Apr. 1960, pp. 473-97. 





Related Disciplines 
Coats, A. W. The first two decades of the American Economic Association. Am. Econ. 
Rev., Sept. 1960, pp. 555-74. 


RuTHERYORD, R. S. G. The teaching of elementary mathematics to university students of 
economics. Econ. Record, Apr. 1960, pp. 258-68. 


' NOTES 


Members who wish to make suggestions for officers of the American Economic Associa- 
tion for 1961-62 are ‘invited to place names with James Washington Bell, secretary of the 
Association, for transmission to the Nominating Committee, which will be appointed by 
the incoming president, Paul Samuelson. 


Announcements 


The Survey Research Center of The University of Michigan announces the second sum- 
mer workshop on the use of consumer survey data for teachers of economics and business 
administration to be held from June 19th to July 15th to coincide with the first four 
weeks of the 14th Annual Institute in Survey Research Techniques. Mature scholars and 
applicants with Ph.D. degrees will receive preference although some selections may be 
madè from advanced graduate stucents. Some fellowship funds will be available. 

For additional information write to Mrs. Judith Agard, Survey Research Center, The 
University of Michigan, Ann Arbor, Michigan, or see the printed program of the Christmas 
meetings in St. Louis for an announcement of an informational meeting where individual 
questions about the archival resources of the Survey Research Center may be answered 
together with inquiries concerning the nature of the workshop. 


A graduate program in Latin-American studies has been instituted at Louisiana State 
University. The program offers the Master of Arts degree with the following areas of 
concentration: anthropology, economics, geography, government, history, sociology and 
Latin-American literature. Inquiries should be addressed to Graduate Program in Latin 
American Studies, 150 Himes Hall, Louisiana State University, Baton Rouge 3, Louisiana. 


The Bureau of Public Health Economics of the School of Public Health, University of ` 
Michigan, has established a program of graduate training for research in medical care. 
The program is offered in conjunction with the bureau’s research program on social factors 
associated with the provision of health services for the aged which has been initiated under 
a five-year grant from the Ford Foundation. Academic appointments as research assistant 
are available to a limited number of students in economics and several other social sciences. 
Those interested in applying should write to Dr. S, J. Axelrod, Director, Bureau of Public 
Health Economics, School of Public Health, University of Michigan, Ann Arbor, Michigan. 
Applications must be submitted before February 1, 1961 to be acted on for the fall semester. 


The International Conference on Input-Output Techniques will be held at the Palais des 
Nations, Geneva, from September 11 through 15, 1961, rather than during the week of 
August 28 as previously announced. Economists and statisticians interested in attending 
should write Dr. Elizabeth W. Gilboy, Secretary General, at the Harvard Economic Re- 
search Project, 1583 Massachusetts Avenue, Cambridge 38, ‘Massachusetts. 


Deaths 
Clare W. Barker, Indiana University, July 6, 1960. 
Alexander M. Bing, November 1959. 
Howard R. Delancy, Ohio Oil Company, October 1959. 
Bernard W. Dempsey, Marquette University, July 23, 1960. 
Lloyd E. Dewey, New York University, March 24, 1960. 
Yehuda Grunfeld, Hebrew University, Jerusalem, July 16, 1960. 
B. B. Holder, Washington and Lee University. 
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George Kleiner, University of Ilinois, July 12, 1960. 

Sanford A. Mosk, University of California, Berkeley, e 

Cyrus K. Oakley, April 1960. 

Jobn J. Walsh, Catholic University of America, December 16, 1959. 

W. S. Woytinsky, Twentieth Century Fund, June 1960. š 


Retirements 
David H. Colin, Washington Square College, New York University, September 1960. 
A. Anton Friedrich, Washington Square College, New York University, September 1960. 
Bruce W. Knight, Dartmouth College, June 1960. 
Earl E. Muntz, New York University, September 1960. 
Alva L. Prickett, Indiana University. 
Earl R. Sikes, Dartmouth College, June 1960. ò 
Shirley D. Southworth, College of William and Mary. . 


Visiting Foreign Scholars 


Daphne Y. Bell, University of Otago, New Zealand: lecturer in economics, Boston 
College. 

Douglas G. M. Dosser, University of Edinburgh: visiting associate professor, University 
of Washington, 1960-1961. 

Francesco Forte, University of Urbino, Itely: visiting associate professor of economics, 
University of Virginia, fall term, 1960. 

Herbert Geyer, J. W. Goethe Universitaet, Frankfurt: visiting lecturer, department of 
economics, Southern Methodist University. 

Gideon Rosenbluth, Queen’s University, Kingston: visiting associate professor, University 

. *of Washington, spring term, 1961, 

S. Tsuru, Tokyo University: visiting professor of economics, University of Rochester, 

spring semester, 1961. 


Promotions 

Mark A, Alexander: assistant professor of industry, School of Business Administration, 
University of Pittsburgh. 

Vance Q. Alvis: professor of economics, West Virginia University. 

George R. Anderson: associate professor of economics, University of Michigan. 

A. Harvey Belitsky: assistant professor, dzpartment of economics, Rutgers, The State 
University. 

Monroe Berkowitz: professor of economics, Rutgers, The State University. 

Edwin Bishop; assistant professor of economics, Georgetown University. 

Rudolph C. Blitz: associate professor of economics, Vanderbilt University, 

Harvey E. Brazer: professor of economics, University of Michigan. 

Dwight S. Brothers: associate professor of economics, Rice University. 

John A. Buttrick: professor of economics, University of Minnesota. 

John S. Chipman: professor of economics, University of Minnesota. 

Eaton H. Conant: assistant professor of management, School of Business, Indiana Uni- 
versity. 

Lev Dobriansky: professor of economics, Georgetown University. 
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William L. Doremus: professor of marketing, School of Commerce, New York Univer- 
sity. è 
Wallace I. Edwards: associate professor of economics, Miami University, Oxford, Ohio. 


Charles E. Ferguson: associate professor, department of economics and business admin- 
istration, Duke University. 


Seymour Fiekowsky: associate professor of economics, Los Angeles State College. 


James M. Folsom: assistant professor, department of economics and business adminis- 
tration, Duke University. 


Samuel Frumer: assistant professor of accounting, School of Business, Indiana Univer- 
sity. 

Leonard J. Garrett: lecturer in industry, Wharton School, University of Pennsylvania. 

Francis W. Gathof, Jr.: assistant professor of economics, The American University. 

Gerald J. Glasser : associate professor of economics, New York University. 

Zvi Griliches: associate professor of economics, University of Chicago. 

Walter W. Haines: professor of economics, University College, New York University. 

Charles M. Hewitt: professor of business law, School of Business, Indiana University. 


Eugene C. Holshouser: assistant professor of economics, Bureau of Business Research, 
University of Kentucky. 


Masaharu Inaba: assistant prafessor of economics, Hofstra College. 
Thomas S. Isaack : professor of management, West Virginia University. 
Arcadius Kahan: assistant professor of economics, University of Chicago. 


Laura L. Karadbil: assistant professor of accounting, School of Business Administration, 
The American University. 


Edward J. Kuntz: associate professor of business administration, School of Business, 
Indiana University. 


Kenneth K. Kurihara: professor of economics, Rutgers, The State University. 
Ernest Kurnow: professor of economics, New York University. 
Harry H. Landreth: assistant professor of economics, Miami University, Oxford, Ohio. 


Robert W. Lentilhon: associate professor of accounting, School of Business Administra- 
tion, University of Massachusetts. 


Albert Levenson: assistant professor of economics, Hofstra College. 


Solomon Levine: professor of labor and industrial relations, Institute of Labor and 
Industrial Relations, University of Illinois. 


Robert E. Lewis: assistant vice president, The First National City Bank of New York. 


James B. Ludtke: professor of finance, School of Business Administration, University 
of Massachusetts. 


Ludwig H. Mai: professor of economics, St. Mary’s University, San Antonio, Texas. 
E. Scott Maynes: associate professor, University of Minnesota. 


William G. McDonald, Colonel, U.S.A.F.: assigned to Director of Management Analysis, 
Hq. U.S.A.F. 


James W. McKie: professor of economics and business administration, Vanderbilt Uni- 
versity. 


William J. McKinstry: associate professor of economics, Mjami University, Oxford, Ohio. 

Paul Medow: assistant professor, department of economics, Rutgers, The State Univer- 
sity. 

Eva L. Mueller : associate professor of economics, University of Michigan. 

Douglass C. North: professor of economics, University of Washington. 

William B, Palmer: professor of economics, University of Michigan. 
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e 
John H. Porter, associate professor of business administration, School of Business, 
Indiana University. . 


Elizabeth R. Post: lecturer in business acministration, Vanderbilt University. 


Harry Rosenthal: associate professor of accounting, School of Business Administration, 
The American University. 


Gunther H, Ruff: associate professor of economics, Georgetown University. 

I. Richard Savage: professor of economics and statistics, University of Minnesota. 

Sayre Schatz: associate professor of economics, Hofstra College. 

Mark B. Schupack: assistant professor of economics, Brown University. 

Lloyd V. Seawell: associate professor of accounting, School of Business, Indiana Uni- 
versity. 

Barbara A. Simpson: assistant professor af economics, College of William and Mary. 

Edward K. Smith: associate professor of economics, Boston College. 

Babette Solon: assistant professor of economics, Hofstra College. e 


Anthony M. Tang: associate professor of economics and business administration, Vander- 
bilt University. 


James N. Tattersall: assistant professor of economics, University of Oregon. 
Lynn Turgeon: assistant professor of economics, Hofstra College. 


C. Edward Weber: associate professar of industry, School of Business Administration, 
University of Pittsburgh. 


Richard C. Wilcock: professor of labor and industrial relations, Institute of Labor and 
Industrial Relations, University of Illinois. 


Edgar G. Williams, professor of management, School of Business, Indiana University. 


Gustavus G. Williamson, Jr.: associaze professor, department of economics, University 
of South Carolina. 


Wallace O. Yoder: professor of marketing, School of Business, Indiana University. 


Administrative Appointments 


Robert L. Allen: assistant director, Institute of International Studies and Overseas Ad- 
ministration, University of Oregon. 


Monroe Berkowitz: chairman, department of economics, Rutgers, The State University. 


Walter Buckingham: director, School of Industrial Management, Georgia Institute of 
Technology. 


Thomas H. Carroll, Ford Foundation: president, George Washington University; also 
professor of economic development and administration. 


Philip W. Cartwright: associate dean of arts and sciences, University of Washington. 


J. E. Chace, University of Florida: head, department of finance, insurance and real 
estate, University of Arizona. 

Hibbert D. Corey: acting chairman, department of economics, College of William and 
Mary. 

Henry M. Cunningham: assistant dean and associate professor, School of Business Ad- 
ministration, The American University. 


Leon A. Dale, University of Wisconsin: chairman and associate professor, department 
of industrial relations, University of Bridgeport. 


Edward E, Edwards: acting chairman, department of finance, School of Business, In- 
diana University, 1960-61. 
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© 
John P, Gill: chairman and professor, department of business statistics, School of 
Commerce and Business Administration, University of Alabama. 


J. Benton Gillingham: acting executive officer and associate professor of economics, Uni- 
versity of Washington. 


Paul V. Grambsch, Tulane University: dean and professor, School of Business Adminis- 
tration, University of Minnesota. 


William L. Haeberle: director, Indiana Management Institutes, School of Business, In- 
diana University. 


Bernard Hall: director, Bureau of Business Research and Service, and associate pro- 
fessor, College of Business Administration, Kent State University. 


Lloyd F. Hayn: undergraduate dean, Keene Teachers College, New Hampshire. 
E. Gordon Keith: associate dean, Wharton School, University of Pennsylvania. 


Irving O. Linger: chairman and professor, department of economics, Texas College of 
Arts and Industries, Kingsville, Texas. 


Carl H. Madden: dean, College of Business Administration, Lehigh University. 


W. David Maxwell: chairman, department of economics, School of Business Administra- 
tion, Tulane University. 


John B. Minick; chairman and associate professor, prone of economics, Marshall 
College. 


James A. Morris: director, Bureau of Business and Economic Research, University cf 
South Carolina. 


Schuyler F. Otteson: chairman, department of marketing, School of Business, Indiana 
University. : 


David H. Pollock: chief, U.N. Economic Commission for Latin America, Washington 
group. 


Marshall A. Robinson: dean, School of Business Administration, University of Pittsburgh. 
Gerhard N. Rostvold: chairman, department of economics, Pomona College. rs 
Howard G. Schaller: dean, School of Business Administration, Tulane University. 

Charles J. Stokes: chairman, department of economics, University of Bridgeport. 


W. E. Stone, University of Pennsylvania: head, department of accounting, University of 
Florida. 7 


Ben B. Sutton, University of Minnesota: vice president, Apache Oil Company. 


James A. S. Ternent: assistant director, Center of Studies for Economic Development, 
University of the Andes, Bogota, Columbia. 


Pinkney C. Walker: chairman, department of economics, University of Missouri. 


Weldon Welfling, Simmons College: chairman and professor, banking and finance de- 
partment and department of economics, Western Reserve University. 


Samuel G, Wennberg: chairman, department of business management, University of 
Missouri. 


Jack R. Wentworth: acting director, Bureau of Business Research, Indiana University. 


Charles R. Whittelsey: chairman, finance department, Wharton School, University of 
Pennsylvania. 

W. Donald Wood: director, industrial relations centre, and associate professor of eco- 
nomics, Queen’s University, Canada. 


Herbert B. Woolley, New York University; manager, economics department, California- 
Texas Oil Corporation. 
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Appoimtments 
Carol S. Adams: instructor in economics, Umiversity of Michigan. 


Leon Agranat: associate professor of finance, School of Business Administration, The 
American University. 


Leonall C. Andersen: instructor, Schcol of Business Administration, University of Min- 
nesota. 


Leslie P. Anderson: assistant professor of rance, University of Arizona. 


Albert K. Ando, Massachusetts Institute of Technology; special visiting lecturer in 
econometrics, Boston College. 


Louis E. Andrade: instructor, Sckool of Business Administration, University of Min- 
nesota. 


Henry B, Arthur, Swift & Co.: Moffett professor, School of Business Administration, 
Harvard University. 


Ludwig Auer: research associate, department of economics, Iowa State Univegsity 
(Ames). 


Eliezer B. Ayal, Cornell University: assistant professor of economics, University of 
Michigan. 


Vladimir N. Bandera, University of Califormia: assistant professor of economics, Boston 
College. 


Hubert E. Bice: visiting professor of marketng, Lehigh University. 
George H. Bickle: instructor in marketing, Lehigh University. 


Lloyd C. Billings: lecturer in economics and business administration, University of 
Arizona. 


Eugene A. Brady: instructor in economics, Icwa State University (Ames). 
John W. Brand: instructor, School cf Business, University of Kansas. 
Gerard Brown: lecturer in economics, Georgetown University. 


George J. Burak: assistant professor of business, School of Business Administration, 
° University of Massachusetts. 


V. E. Cangelosi: assistant professor of busin=ss administration, University of Arkansas. 


Lon C. Cesal: research associate, department of economics, Iowa State University 
(Ames). 


Jung Sic Chai: instructor, School of Business Administration, University of Minnesota. 


Richard B. Chalecki: instructor, Cepartmeat of economics, Washington and Jefferson 
College. 


Kenneth E. Cook: research associaze, Burecu of Business Research, University of Ken- 
tucky. 


Edwin B. Cox, University of Penrsylvanias assistant professor of business administra- 
tion, Boston University. 


Boyd C. Culley: instructor, department of economics, Washington and Jefferson College. 


John G. Cummins, Johns Hopkins University: assistant professor of economics, School of 
Business Administration, Tulane University. 


George Dalton: assistant professor oF economics, Bard College. 


Earl F. Davis: instructor, business lav: department, School of Commerce and Business 
Administration, University of Alabama. 


James L. Davis: instructor, department of marketing, School of Commerce and Business 
Administration, University of Alabama. 


Jim E. Davis: instructor, department of ecoromics, University of Illinois. 
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Otto Bavis: assistant professor of economics, Carnegie Institute of Technology. 


Nicholas J. Demerath: Ford Foundation visiting professor of business administration, 
School of Business, Indiana University, 


Jeanne E, Dost: instructor in economics, Washington State University. 
Martin W. Duffy: lecturer, Industrial Relations Center, University of Minnesota. 


J. W. Dunlap: instructor in economics, College of Business Administration, University 
of Arkansas. 


Richard M. Duvall: instructor, department of economics and business administration, 
- Duke University. 


Fred Dziadek: lecturer, department of economics, Georgetown University. 

Arakkal T. Eapen: instructor in economics, University of Michigan. 

James D. Emery, University of Chicago: instructor in economics, West Virginia Uni- 
versity. 

Stephen Enke: visiting professor of economics, first semester 1960-61, Southern Method- 
ist Whiversity; Cape Town University, following semester. 


Lou Esplund: instructor, School of Business, University of Kansas. 


Walter D. Fackler: associate prozessor of business economics, Graduate School of Busi- 
ness, University of Chicago, 


Noel J. J. Farley: instructor in economics, Boston College. 

Martin A. Faulkner: instructor in business administration, Washington State University. 
Allen Ferguson, Northwestern University: research economist, The RAND Corporation. 
‘Max E. Fieser : instructor in econcmics, University of Oregon. 


Edward M. Foster, Massachusetts Institute of Technology: special visiting lecturer in 
mathematical economics, Boston College. 


John M. Frikart: assistant professor of economics, University of Arizona. 


Tom Geraghty: assistant professor, department of economics and business administra- 
tion, University of Chattanooga. 


A. J. Giunta, Western Maryland College: associate professor, department of business 
administration, University of Scranton. 


Frederick J. Glover: Fulbright visiting associate professor of economics, College oz 
William and Mary. 


Jon E. Goldstein: instructor, School of Business Administration, University of Minne- 
sota. 


Larry E. Greiner : instructor, Schcol of Business, University of Kansas. 

Edward Gross: professor of induSirial relations, University of Minnesota. 

Judith Grouse: assistant professor, department of economics, Syracuse University. 
Ernest W. Grove: agricultural economist, Commodity Stabilization Service. 


Dale O. Gustafson: instructor, School of Business Administration, University of Minne- 
sota. 


Harold Guthrie: associate professor of economics, University of Kentucky. 
Burton C. Hallowell, Wesleyan University: staff of Commission on Money and Credit. 
Arthur A. Halper: assistant professor, department of economics, Brooklyn College. 


Paul W. Hamelman, University of Pittsburgh: assistant professor of management, West 
Virginia University. 


Richard W. Hansen: instructor, School of Business Administration, University of Min- 
nesota, 


1162 THE AMERICAN ECONOMIC REVIEW 


William L. Henderson, Ohio Stace University: assistant professor, department of eco- - 
nomics, Denison University. ° C: 

Harvey S. Hendrickson: instructor, Schcol of Business Administration, University of 
Minnesota. 

` John Henning: lecturer in economics, College of Arts and Sciences, Rutgers, The State 
University. i 

Irwin L. Herrnstadt: assistant professor ef economics, Northeastern University. 

James G. Hilton: assistant profesor of economics, University of South Carolina. 

Abraham Hirsch, William and Mery College: associate professor of economics, Brooklyn 
College. 

Jack Hirschleifer: associate professor, depertment of economics, University of California, 
Los Angeles. 

Ira Horowitz: assistant professor of busin2ss administration, School of Business, Indiana | 
University. : 

J. K. Horsefield : staff of International Moretary Fund. . 

Clarence J. Huizenga: acting assistant prcfessor of business economics, Graduate School 
of Business Administration, University of Cal fornia, Los Angeles. 

Charles W. Hultman: assistant professor of economics, School of Diplomacy and Tn- 
ternational Commerce, University of Kentucky. 

Sol Jacobson: associate professor, departrrent of economics, Brooklyn College. 

Harry L. Johnson: associate prcfessor o? finance, School of Commerce and Business 
Administration, University of Alabama. 

Ole S. Johnson: professor of marxeting, School of Business Administration, The Ameri- 
can University. > 

George M. Jones: economic analys:, Western Pacific Railroad Company. 

Edward J. Kane: assistant professor, department of economics, Iowa State University 
(Ames). 

Jerzy FE. Karcz: assistant professor of ecenomics, University of California, Santa Bar- 
bara. 

Donald W. Katzner: instructor, School ot Business Administration, University of Min- 
nesota. 

Seymour Kaufman: associate prof2ssor of accounting, School of Business Administration, 
The American University. 

Martin L. King, University of Eentiicky: associate professor of marketing, School of 
Business Administration, The American University. 

Ramon Knauerhase: instructor in economic, Lehigh University. 

Anthony T. Krzystofik: assistant professor of accounting, School of Business Adminis- 
tration, University of Massachusetts. 

Ching-wen Kwang: associate professor of economics and accounting, Northeastern Uni- 
versity. 

John LaTourette: instructor in economics, College of Arts and Sciences, Rutgers, The 
State University. 

Joseph Lazar: professor of indus:rial reletions and business administration, University 
of Minnesota. 

Marvin Lee: instructor, department of ecoromics, Hofstra College. 

Herbert S. Levine: lecturer in economics, University of Pennsylvania. 

Irwin M. Levine: instructor in bus:ness administration, Emory University. 


` 
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Orlando Lobo, Georgetown University: staff of the International Monetary Fund. 

Millard F. Long: assistant profesSor of economics, Vanderbilt University. 

Michael C. Lovell: visiting lecturer in economics, Wesleyan University. 

Ira Lowry: assistant professor of economics, Carnegie Institute of Technology. 

Fang-hwa Mah: assistant professor of economics, Los Angeles State College. 

Maurice Mann: senior economist, Federal Reserve Bank of Cleveland. 

Jacob Marschak: professor of business economics, Graduate School of Business Admin- 
istration, University of California, Los Angeles. 

Fernand Martin: visiting assistant professor of economics, department of economics and 
political science, University of Saskatchewan. 

Mildred Massey: assistant professor of economics, Los Angeles State College. 

Thomas R. Masterson, De Paul University: associate professor of business administration, 

eEmory University. 

Wiliam A. Mauer, Duke University: assistant professor of economics, School of Busi- 
ness Administration, Tulane University. 

Morris L. Mayer: assistant professor of marketing, School of Commerce and Business 
Administration, University of Alabama. 

Donald McClurg: assistant professor, department of economics, University of Colorado. 

Robert M. McInnis: instructor in political economy, department of economics and 
political science, University of Saskatchewan. 

Erskine W. McKinley, Rockefeller Foundation: associate professor of economics, School 
of Business Administration, Tulane University. 

John N. McKinney, University of California, Berkeley: instructor, department of eco- 
nomics, Washington Square College. 

Ronald I, McKinnon: lecturer, department of economics, Syracuse University. 

Richard L. Meyer: instructor, School of Business Administration, University of Minne- 
sota. 

Charles L. Mills: instructor in business administration, Washington State University. 

David N. Milstein, Resources for the Future: lecturer in economics, University of Mich- 
igan. 

Jora Minasian: research economist, The RAND Corporation. 

Robert A. Minick, University of Texas: assistant professor, Southeast Missouri State 
College. . 

Michael Mischaikow, Indiana University: assistant professor of economics, West Virginia 
University. 

Richard W. Molten, University of North Carolina: assistant professor of economics, 
University of South Carolina. è 

Richard E, Neel: assistant professor of economics, College of Wiliam and Mary. 

Duane C. Nichols: instructor, School of Business, University of Kansas. 

Thomas O. Nitsch, Ohio State University: assistant professor of economics, Creighton 
University. 

Marion M, Nobel: instructor in economics, University of Michigan. 

Gerald L. Nordquist: assistant professor of economics, State University of Iowa. 

Richard L. Norgaard: instructor, School of Business Administration, University of Min- 
nesota. 

Jack N, X. Oanh, Trinity College: International Bank for Reconstruction and Develop- 
ment. 
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Alvan J. Obelsky : lecturer in economi¢s, University of Michigan. 

Arthur J. O'Neal, Jr.: instructor ¿n economics, Lehigh University. 

Frank Palinay, Defiance College: assistamt professor of economics, Wisconsin State Col- 
lege. 

Harry M. Palmer: industrial program specialist, Army Rocket and ‘Guided Missile 
Agency, Redstone Arsenal, Alabama. 

James Parthemos, Tulane University: research department, Federal Reserve Bank, Rich- 
mond, Virginia. 

James M. Patterson: assistant professor pf marketing, School of Business, Indiana Uni- 
versity, 

Joseph A. Pechman, Committee Zor Economic Development: executive director of a spe- 
cial research project, Brookings Institution. 

Daniel S. Pearl: instructor, School of Business Administration, University of Minnesota, 

Benedict S. Pedrotti; instructor ir. economics, Lehigh University. 7 

David R. Pender: assistant proZessor of economics and research economist, School of 
Business Administration, University of Soutk Carolina. 

Harold A. Peterson, College of Wooster: instructor in economics, Boston College. 

Doris G. Phillips: assistant prof2ssor of economics, Washington State University. 

Richard W. Poole: assistant professor, d2partment of economics, Oklahoma Staté Uni- 
versity. 

Robert Rice: instructor, department of eccnomics, Hofstra College. 

M. Luella Richey: visiting professor of accounting, School of Business Administration, 
University of Miami. 

Jennie Richmond: instructor, department >f economics, Boston University. 

Robert L. Rizek, USDA Regioral Marketing Coordinator: department of economics, 
Iowa State University (Ames). 

Stefan H. Robock: associate prozessor, S:hool of Business, Indiana University. 

Charles E. Rockwood: assistant professor of economics, Florida State University. 

William F. Saalbach: assistant professor, department of economics, Washington and 
Jefferson College. 

Thomas R. Saving: visiting assis:ant pro`essor, department of economics, University of 
Washington. 

David Schwartzman, New York University: associate professor of economics, New 
School of Social Research. 

Kap-kyung Seo: instructor in ecoromics, Lniversity of Hawaii. 

George D. Shelby: associate professor of zconomics, Northeastern University. 

John P. Shelton: visiting associcte professor of finance, Graduate School of Business 
Administration, University of California, Los Angeles, 

Albert J. Simone: instructor in eccnomics, Northeastern University. 

Irving A. Sirken: chief economist, Argenzine Transport Study, International Bank for 
Reconstruction and Development. 

Larry A. Sjaastad, University of Chicago: lecturer in economics, University of Minne- 
sota. z 

Melvin D. Skold: research assoc-ate, department of economics, Iowa State University 
(Ames). i 

J. Graham Smith, Ohio State University: instructor, department of economics, Univer- 
sity of Florida. 

Karl U. Smith: Ford Foundation visiting professor of business administration, Indiana 
University, spring term, 1961. 

Leon Smolinski: assistant professor of economics, Boston College. 
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Milton Sobel: assistant professor of statistics and economics, University of Minnesota. 

Arnold M. Soloway, Harvard University: visiting professor of public finance, Boston 
College. 

Duane L. Sorensen: research associate, department of economics, Iowa State University 
(Ames). 

Dufferin S. Spafford: instructor, department of economics and political science, Univer- 
sity of Saskatchewan. 

W. Allen Spivey: lecturer in economics, University of Michigan. 

Byron E, Springer: instructor, School of Business, University of Kansas. 

George Staller: assistant professor of economics, Cornell University. 

Joseph L. Steele: assistant professor of economics, Memphis State College. 


Kenneth Strand, Washington State University: assistant professor of economics, Oberlin 
College. f 


Adolf F. Sturmthal, Roosevelt University: professor of labor and industrial relations, 
University of Illinois Institute of Labor and Industrial Relations. 


Robert. B. Sweeney: associate professor of accounting, Schoo] of Commerce and Business 
Administration, University of Alabama. 


Paul M. Sweezy: visiting professor of economics, Stanford University, winter and 
spring quarters, 1960-61. 
Lawrence X. Tarpey: assistant professor of marketing, University of Kentucky. 


Amos E. Taylor, Organization of American States: professor of economics, The Ameri- 
can University. 

Peter R. Toscano: assistant professor of economics, Lake Forest College. 

C. P. Tseng: associate professor of economics, Emory University. 

Heinz Vergin: instructor, School of Business Administration, University of Minnesota. 

George J. Viksnins: instructor in economics, Hood College, Maryland. 

Donald A. Walker, Boston University: assistant professor of economics, Boston College. 

Larkin B. Warner: assistant professor, department of economics, Oklahoma State Uni- 
versity. 

Stanislaw Wasowski; assistant professor of economics, Georgetown University. 

Eleanor Weber: instructor in economics, University Heights, New York University. 

Murray L. Weidenbaum: lecturer in economics, University of Washington, spring quarter. 

William H. Wesson, Jr., Louisiana State University: professor of economics, School of 
Business Administration, University of South Carolina. 

David A. West: associate professor of economics, Carson-Newman College. 

Donald L. Westerfield: instructor in statistics, Wharton School, University of Pennsyl- 
vania. 

Walter Williams: assistant professor of insurance, School of Business, Indiana University. 

Edward L. Winn, Jr., Indiana University: assistant professor of finance, School of Busi- 
ness Administration, University of South Carolina. 

Pan A. Yotopoulos, University of California, Los Angeles: instructor in economics, Uni- 
versity of Wisconsin-Milwaukee. 


Laszlo Zsoldos: assistant professor of economics, School of Diplomacy and International 
Commerce, University of Kentucky. 


Leaves for Special Appointments and Assignments 


Michael Albery, Boston College: assignment to Guatemala, lecturing in organization and 
management. 


Francis Bator, Massachusetts Institute of Technology: The RAND Corporation, 1960-61. 
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J. Homer Blackstone, Auburn University: agricultural economics consultant, U.S. Study 
Commission, Southeast River Basins, Atlanta, Georgia. ° - 

Clark C. Bloom, State University of Iowa: Ford Foundation program, Jordan. 

Alpha C. Chiang, Denison University: visiting professor, New Asia College, Hong Kong. 

John S. Chipman, University of Minnesota: International Cooperation Administration, 
Chile, 1960-61. 

John R. Coleman, Carnegie Irstitute of Technology: consultant, Ford Foundation, 
India, 1960-61. 

Seymour Fiekowsky, Los Angeles State College: economic analyst, U.S. Outdoor Recre- 
ation Resources Review Commission. 

Victor R. Fuchs, New York University : Ford Foundation economic development program, 
1960-61. 

Robert H. Johnson, University of Iowa: senior specialist, Brookings Institution Eco-, 
nomic Specialists Group, Saigon, under grant from the Ford Foundation. 

A. D. H. Kaplan: special researck appointment, Brookings Institution. 

Richard L. Kozelka, University of Minnesota: consultant, International Cooperation 
Administration, Nicaragua, fall 196); visiting professor, University of Florida, spring term 
1961, 

D. Philip Locklin, University of Illinois: mission to study transportation needs of Ar- 
gentina, 1960-61. 

C. Ward Macy, University of Gregon: consultant, Fiscal Commission of Jordan, sum- 
mer 1960, 

Carl C. Malone, Iowa State University (Ames): Ford Foundation food production pro- 
gram, India, 1960-61. 

Richard Nelson, The RAND Ccrporation: Carnegie Institute of Technology, 1960-61. 

Lawrence Pasel, Franklin College, Indiana: visiting professor of economics, Muhlen- 
berg College. 

Richard Phillips, Iowa State University (Ames): International Cooperation Administra- 
tion, Nigeria, fall 1960. 

Harry Rowen, The RAND Corporation: Center for International Affairs, Harvard Uni- 
versity, 1960-61. 

Walter S. Salant, Brookings Institution: zonsultant, social sciences program, Rockefeller 
Foundation, 1960-61. 

I. Richard Savage, University cf Minnesota: Harvard Graduate School of Business, 
1960-61. 

Harold M. Somers: visiting prcfessor, department of economics, University of Cali- 
fornia, Los Angeles, 1960-61. 

George W. Stocking, Vanderbilt University: American University of Beirut, Lebanon, 
1960-61. 

S. C. Tsiang, International Monetary Fund: visiting professor of economics, University 
of Rochester. ; 

Festus J. Viser, New York University: Econometric Institute, University of the Nether- 
lands, 1960-61. 

Andrew M. Watson, University of Torcnto: Economic ‘Advisory Committee, Jordan, 
1960-61. 

Willis D. Weatherford, Swarthmore College: advisor on community development, Gov- 
ernment of Malaya. 

Leonard W. Weiss, San Jose State College: visiting associate professor of economics, 
University of Minnesota, 1960-61. 
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Richard C. Wilcock, University of Illinois Institute of Labor and Industrial Relations: 
visiting professor, University of Calffornia, Los Angeles, fall semester 1960. 


Clair Wilcox, Swarthmore College: American Seminar, Salzburg; Harvard Advisory 
Group, Teheran, 1960, 


Resignations 
Joseph B. Black, Jr.: Indiana University. 
G. Diran Bodenhorn: Graduate School of Business, University of Chicago. 
Paul Davidson: Rutgers, The State University. 
Richard W. Graves: Indiana University. 
Samuel Laimon: Graduate School of Business, University of Chicago. 


Miscellaneous 


Vincent W. Bladen, University of Toronto: appointed a one-man Royal Commission to 
inquire into the automobile industry. 


Harry G. Johnson, University of Chicago: appointed editor, Journal of Political Econ- 
omy. 


VACANCIES AND APPLICATIONS 


The Association is glad tc render service to applicants who wish to’ make 
known their availability for positions in the field of economics and to 
administrative officers of calleges end universities and to others who are 
seeking to fill vacancies. 


The officers of the Association taxe no responsibility for making a selec- 
tion among the applicants or folbwing up the results. The Secretary’s 
Office will merely afford a central point for clearing inquiries; and the 
Review will publish in this section Erief description of vacancies announced 
and of applications submitted (with necessary editorial changes). Since 
the Association has no other way of knowing whether-or not this section is 
performing a real service, tae Secretary would appreciate receiving notifi- 
cation of appointments made as a result of these announcements. It is 
optional with those submitting suca announcements to publish name and 
address or to use a key number. Deadlines for the four issues of the 
Review are Feburary 1, May 1, August 1, and November 1. 


Communications should be addressed to: The Secretary, American 
Economic Association, Northwestern University, Evanston, Illinois. 


Vazancies 


International Cooperation Administration: This ‘Administration has several openings 
at the moment and anticipates additional vacancies from time to time for well-qualified 
economists interested in positiors overseas. The positions are of two types. Some are 
for advisors in special areas, such as firance, taxation, and industry. Others are for - 
generalists to make continuing analyses of a country’s economy to help guide the . 
planning and execution of the foreign aid program for the country. Both types of 
positions require economists with sound theoretical background and experience in ~ 
research or applied practice. Th2 minimam tour is for two years at the foreign post, 
but employees who make good are encotxaged to make a career of the service. Candi- 
dates must have been citizens of the United States for at least five years. The candidate 
and all dependents who will reside at tne foreign post must pass complete physical 
examinations. Preferred ages are between 32 and 55. Base salaries for the vacancies 
that most frequently arise range from bout $8,000 to $14,000. There are also a 
number of fringe benefits, inclucing housing, miedical care, educational allowances for 
children, differentials ranging to 25 per cent for some hardship posts, and home leave .,: 
between tours. If interested—whether oz not immediately available—send a résumé ` 
or preferably the standard U. S. Goverrment Employment Application Form (Form 
57) to: Office of Personnel, International Cooperation Administration, Box ER-2, 
Washington 25, D.C. Applications will be held confidential. 


Economist: A leading financial instituticn offers opportunity for an economist with 

graduate degree, doctorate preferred, and a strong background in money and bank- 
ing, forecasting, and national income analysis. This position requires the ability 
to conduct independent research on a wide variety of problems bearing on Com- 
pany operations. Starting salary $7,30C-$8,500, depending on education and ex- 
perience. Please send résumé giving full account of professional background. All 
replies will remain strictly confdential. P230 


Economist: Opening June 1 or September 1, 1961, for a rapidly growing state col- 
lege located in beautiful southern West Virginia. Doctor's degree required. Divi- 
sion of Business staff consists of eleven. young faculty members and an enrollment 
of more than 300 majors. Concord College is accredited by the North Central Asso- 
ciation of Colleges and Secondery Schools and the National Council for Accredita- 
tion of Teacher Education. Apply to Dz. Cloyd P. Armbrister, Chairman and Pro- 
fessor, Division of Business, Ccncord College, Athens, West Virginia. 


Principles, economic theory and/or geog-aphy, statistics: Pennsylvania co-educational 
college desires M.A. or Ph.D. to begin January 30 or September 6, 1961. Attrac- 
tive salary and rapid advancement for tke right man. P231 





